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While personal pension plans are a new phenomenon in Latin America, mutual associations and occupational pension funds have existed since at least the 1920s in Brazil, Mexico, and other countries. In the late 70s, employer-based pension plans were formalised in Brazil. Such pension plans also exist in Mexico and in some Central American countries like Guatemala, the Dominican Republic and Panama. The recent development of the industry, and its expansion to countries like Bolivia, El Salvador, and Peru, however, is a result of the process of privatisation of social security that various countries, starting with Chile in 1981, have undertaken in recent years. This process has involved the substitution, to different degrees, of pay-as-you-go public pension systems by a fully funded, defined-contribution system, with individual pension accounts managed by pension fund administrators.

So far, eight Latin American countries have reformed their systems along these lines, including Chile in 1981, Peru in 1993, Argentina in 1994, Colombia in 1994, Uruguay in 1995, Bolivia in 1997, Mexico in 1998, and El Salvador in 1998. Of the remaining Latin American countries, Brazil is currently considering some form of pension reform, while the governments of Ecuador, Costa Rica, Venezuela, and the Dominican Republic have submitted pension reform proposals to their legislatures.

While all these new private pension systems are based on the defined-contribution model (DC), Brazil has experienced a significant development of its mainly defined-benefit (DB) employer pension plans. Private pension plans in Brazil act as a complement to the existing social security system, which remains largely unreformed. Moreover, in Brazil, most private pension plans are based on defined-benefit schemes, which is understandable given the history of high inflation experienced in the late 1980s and early 90s, up to the establishment of the Real Plan in 1994.

1
Market overview

Market structure

All the new private pension systems that have followed the Chilean example have a simple structure where individual pension funds are managed by specialised financial institutions called pension fund administrators or a similar name
. There are nine such administrators in Chile, five in Peru, fifteen in Argentina, eight in Colombia, six in Uruguay, thirteen in Mexico, and two in Bolivia. In all cases except Bolivia, there is free access to the industry as long as certain eligibility conditions are satisfied.

Bolivia’s pensions market is restricted to two administrators, chosen in a bidding process. The market is divided between the two companies, with one offering services in the northern part of the country, and the other in the south. The two however, compete in the capital and other large urban areas.

Ownership of pension funds is not very diversified, with large financial institutions, especially banks and financial conglomerates, holding large stakes in pension fund administrators. An example of this structure is shown in Table 3 for the five largest pension fund administrators in Argentina. Chile, Peru, and El Salvador are the exceptions to this structure, since domestic banks and insurance companies cannot own directly pension fund administrators, though they can do so through subsidiaries. Ownership is highly concentrated, nevertheless, in these countries. Foreign companies have a strong representation in most countries. In Bolivia, for example, both pension fund administrators are majority owned by Spanish banks. 

The pattern of industry concentration in Latin America is remarkably similar from country to country. The largest firms in Argentina, Chile and Mexico account for around 20-25% of total assets, with the top three holding over half of this amount, and the top five, around three quarters. The situation is similar in Colombia, Peru and Uruguay, where the largest three firms cover 60-75% of total assets.
 In Bolivia, the two licensed pension fund administrators have a roughly equal share of the market.

In both Chile and Argentina, there has been substantial recent consolidation in the pension funds industry.  In 1994, there were 26 funds in Argentina, falling to 18 at the beginning of 1998 and 15 after three recent mergers.  In Chile, there were 21 funds in 1994, 13 at the beginning of 1998 and 9 now.  Mexico has also experienced substantial consolidation, despite the fact that its private pension fund industry is very young. The number of fund managers has fallen from 17 in 1997 to 13 in 1999, and more mergers are expected soon. In other Latin American countries, reforms are more recent, and there were fewer funds initially (e.g., nine in Colombia, five in Peru, six in Uruguay, and two in Bolivia).  Hence, it is not surprising that there has been little consolidation in these countries.

Private pension plans in Brazil form a v oluntary complement, or second pillar, to the social security system
. This second pillar consists of the so-called Complementary Pension System (Sistema de Previdência Complementar), established in 1977 by Law 6435 and the Fundos de Aposentadoria Programada Individual (FAPIs), long term investment accounts managed by mutual funds. The complementary system itself consists of closed pension funds (Entidades Fechadas de Previdência Privada), and open pension funds (Entidades Abertas de Previdência Privada). The closed funds are constituted as employer-sponsored, non-profit organisations covering the employees of a particular firm or group of firms. The open funds are constituted as insurance companies covering any worker who chooses to enrol. Brazil has by far the largest number of pension funds, with 352 closed funds sponsored by a total of 2 092 companies and 47 open funds as of October 1998.

Table 1  Top shareholders in five largest Argentinean AFJPs
September 1998

AFJP
Largest owner
Percentage of

equity
2nd largest owner
Percentage

of equity

Origenes
Banco Provincia Buenos Aires
40.7
Santander Investment, SA
39.8

Consolidar
Banco Frances
53.9
Banco de Galicia
26.9

Maxima
HSBC Banco Roberts
17.0
Banco Quilmes
17.0

Siembra
Grupo Siembra
99.0
U.S. Bank Subsidiary
1.0

Previnter
Bank of Boston AIG
90.0
Bansud
10.0

AFJP: 
Administratoras de Fondos de Jubilaciones y Pensiones

Source: 
Salomon Smith Barney, 1998

Open pension plans were until recently structured as DB schemes, and took the form of inflation-indexed deferred annuities, though there were some DC plans. Hence, the main players in this market are insurance companies, which carry out the four main services of a pension system: contribution collection, account administration, asset management, and benefit payment. The DB plans offer a guaranteed 6% real rate of return and between 50% and 75% of any actual excess return
. At retirement, the investor has the option of drawing partially or wholly the accumulated balance. Open pension plan administrators also offer other benefits, such as life, survivors, and disability insurance.

In 1998, a new form of plan, the Plano Gerador de Beneficio Livre (PGBL) was created. The PGBL is a DC scheme with flexible contribution and investment options, and without return guarantees. Companies can contract PGBL plans for their employees, as with the 401(k) plans in the United States. Contribution rates may be altered and investors may choose between three different funds: a “sovereign” fund (government securities), a fixed-income fund, and a mixed-income fund. The PGBL administrator can invest contributions in only one of these three funds, which are managed exclusively by mutual fund companies
. At retirement the accumulated assets are used by the PGBL administrator to buy an inflation-indexed annuity.

While public companies were the first to organise closed pension plans, the process of privatisation and continuous expansion in the private sector has led to a predominance of funds sponsored by private firms. In October 1998 there were 257 closed-pension funds sponsored by private companies against 95 sponsored by public companies. The latter, however, still hold the vast share of assets (70%) and account for half of all affiliates. 

The open fund industry is even more highly concentrated, with one fund, Bradesco, accounting for over half of all pension reserves. The three largest companies account for over 70% of industry reserves, while the five largest companies account for 84% of reserves.

Assets

Pension funds have accumulated a vast amount of assets in all countries where they have been established. Brazil and Chile account for approximately 80% of all pension assets in Latin America, Brazil by itself accounting for over half. The larger size of the private pension industry in these two countries is largely a result of their early establishment. However, relative to the size of the economy Brazilian pension fund assets have grown much more slowly than those of their Chilean counterparts despite their earlier establishment in the late 1970s. As shown in Table 4, pension fund assets in both countries were equivalent to 1% of GDP in 1980. By 1990, however, Chilean funds had accumulated assets worth 25% of GDP, while Brazilian funds held only 3% of GDP in assets. By the end of 1997, the relative size of the sector in Chile (42% of GDP) was comparable to that in countries with well-developed private pension industries, like the US (73% of GDP), while Brazil lagged far behind, with assets equivalent to 11% of GDP. Brazil, however, compares relatively well with Spain, where there is also a voluntary, employer-based pension system, though it was formally established some time after that of Brazil, in the mid-80s. Spain’s pension funds held assets equivalent to only 2% of GDP in 1997.

Table 2  Pension-fund financial assets 
as a percentage of GDP (1980-1997)

Country
1980
1990
1997

Switzerland
51
60
117

Netherlands
46
81
102

UK
23
55
75

US
24
45
73

Malaysia
18
41
55

Brazil
1
3
11

Chile
1
25
42

Spain
0
3
2

Malaysia's 1980 amount is actually 1976. Chile's 1981.

Source: Davis (1995), OECD (1999).

Table 3  Pension funds, assets under management
million US$, 1994-98


1994
1995
1996
1997
1998
Growth 1997-98

Argentina
517
2 492
5 323
8 816
11 526
30.7

Bolivia
0
0
0
0
332
N.A.

Brazil
55 806
60 080
70 423
79 600
78 308
-1.6

Chile
23 926
25 358
27 495
30 876
31 336
1.5

Colombia
32
270
809
1 371
2 119
54.6

El Salvador
0
0
0
0
47
N.A.

Mexico
0
0
0
755
10 594
N.A.

Peru


949
1 509
1 700
12.7

Uruguay
0
0
50
191
374
95.8

Source: Pension fund regulators

As shown in Table 5, however, growth in assets has been fastest in the more recently established pension industries, where changes in assets are mainly determined by new contributions, rather than asset yields. In the mature systems of Brazil and Chile, on the other hand, returns are a more important determinant of the growth in assets managed. Since 1994, assets under management have grown more in Brazil (40.3%) than in Chile (31%), despite a fall in total assets in Brazil in 1998.

Investments

Pension fund investment portfolios and returns in mandatory pension systems show very little variation within countries but a large degree of disparity between them. Srinivas and Yermo (1999) report average correlation between pension funds in Chile and Peru as high as 0.95. In Argentina, the average correlation is lower, 0.87. The similarity in returns means that investors gain very little by switching between pension funds in these countries, especially in those countries where returns are subject to maxima and minima. Evidence on correlation for countries that restrict the investment regime significantly such as Mexico, Bolivia and Uruguay is not meaningful, because a short time has elapsed since the start of these systems. Once the figures become available, however, it is likely that the similarity in returns will be even more striking.

While there are few differences in asset allocation or rate of return between pension funds in any one country, there are very marked contrasts across countries. As shown in Table 6, Brazil is the odd country out with 27% of its portfolio of closed funds invested in non-financial assets (“other investments”). This portion of the closed fund portfolio consists mainly of real estate (10.7%), lending to affiliates (6.3%), and lending to the sponsoring company (8.4%). The investment regime of closed funds also differs significantly from that of open funds and the FAPIs, which hold assets worth 5% and 0.1% respectively of the value of those held by closed funds. Open funds had over 89% of assets invested in fixed income securities, including 37% in government securities. The rest consisted of stocks (9.5%) and real estate (1.4%). FAPI portfolios were equally conservative, with over 97% invested in fixed income securities. Another peculiarity of the Brazilian regime is the high investment in mutual funds; almost 30% of the total portfolio for closed funds and 45% for open funds. This compares strikingly with countries having a mandatory pension system. After Brazil, Argentina had the largest investment in mutual funds, representing 7% of total assets.

Despite the fact that pension fund portfolios in countries with mandatory defined-contribution pension systems are fully invested in financial assets, there are significant differences in asset allocation between countries. In fact, in only half the countries considered do pension funds invest in all asset classes. This is because in Uruguay, Bolivia, and Mexico only investments in government bonds and deposits are currently permitted, while in El Salvador, the lack of development of capital markets has forced a high concentration in fixed income securities. However, there are significant differences even between countries with similarly liberal investment regimes. Chile, for example, has a relatively high portion of its portfolio invested abroad (nearly 6% in December 1998, or US$1.8 billion). Peru is remarkable in having a low level of pension-fund investment in government securities (5%), and a high level in corporate bonds and equities. The particularity of the Peruvian regime can be traced to the government bond market’s lack of depth and liquidity. Also noteworthy is the allocation to corporate bonds in Colombia, over 40%, slightly higher than that in Peru (35%), but significantly above that of any other country, since in no other case is the allocation to corporate bonds greater than 5%.

Another noteworthy aspect of the investment regime in Latin America is the large portion of fund assets invested in liquid or bank instruments, more than 20% in most cases
. This contrasts with the experience of OECD countries where generally less than 10% of their portfolio is invested in such instruments. While it may be possible to attribute the special behaviour of Latin American pension funds to risk aversion, the limited availability of financial products must also be an important factor.

Table 4  Pension fund portfolios (%) December 1998


Govern​ment Securities
Corpo​rate bonds
Financial institu​tion securities / deposits
Equities
Invest​ment funds
Foreign securities
Other

Invest.
Total



Argentina
50
3
21
18
7
0
1
100

Bolivia
68
0
32
0
0
0
0
100

Brazil
7
4
10
19
33
0
27
100

Chile
41
4
32
15
3
6
0
100

Colombia
28
18
50
3
0
0
1
100

El Salvador
74
1
25
0
0
0
0
100

Mexico
95
3
2
0
0
0
0
100

Peru
5
38
23
33
1
0
0
100

Uruguay
75
0
22
0
0
0
3
100

1. Brazilian figures include closed pension funds only

2. Colombian data as of December 1997.

3. Financial institution securities include mortgage bonds.

Source: Pension fund regulators

The asset allocation of the longest running system, the Chilean, has changed substantially over time (see Table 7).  During the first five years of the system, the whole portfolio was invested exclusively in fixed- income securities (including mortgage bonds). By 1990, 11% was invested in stocks, a proportion that increased to 30% in 1995. Since 1994, pension funds have also been investing in foreign securities; diversification into overseas markets increased to 6% by December 1998, the largest share for any Latin American country. Since 1994, pension funds have halved their exposure to equities (from 30% in 1995 to 15% in 1998), mainly as a consequence of bad returns in the stock market following the Tequila and Asian crises.

Table 5  Asset allocation of pension funds in Chile (%)
1981-98


1981
1985
1990
1995
1998

Government securities
28
42
44
39
41

Mortgage bonds
9
35
16
16
17

Time deposits
62
21
18
7
14

Shares
0
0
11
30
15

Investment funds
0
0
0
3
3

Corporate bonds
1
1
11
5
4

Foreign securities
0
0
0
0
6

Source:
Superintendencia de Administradoras de Fondos de Pensiones (SAFP).

In other countries with long-running systems (Argentina, Peru, Colombia, and Uruguay), the investment regime has not changed much, partly because of the short time elapsed since the start of these systems, but also because there have been few, and small, changes in portfolio limits in these countries. The most noteworthy change is the increase in the allocation of equities in all portfolios, except in Uruguay, where such investment is still prohibited. Tables 8 to 10 show the investment allocation in Argentina, Colombia, and Peru, respectively. The allocation over time in Uruguay has remained concentrated in government securities, as in Bolivia, Mexico and El Salvador.

Table 6  Asset allocation of pension funds in Argentina (%), 1994-98


1994
1995
1996
1997
1998

Government securities
50
53
53
43
50

Mortgage bonds
0
0
0
0
0

Time deposits
28
25
14
24
21

Shares
2
6
19
21
18

Investment funds
5
2
2
5
7

Corporate bonds
6
9
8
3
3

Foreign securities
0
1
0
0
1

Source:
Superintendencia de AFJPs
Table 7  Asset allocation of pension funds in Colombia (%), 1995-98


1995
1996
1997
1998

Government securities
29
24
21
28

Mortgage bonds
3
14
11
12

Time deposits
28
11
17
38

Shares
1
0
7
3

Investment funds
0
0
0
0

Corporate bonds
29
47
42
18

Foreign securities
0
0
0
0

Source:
Superintendencia de AFPs
Table 8  Asset allocation of pension funds in Peru (%), 1993-98


1993
1994
1995
1996
1997
1998

Government securities
32
26
22
1
0
5

Mortgage bonds
0
1
1
1
0
0

Time deposits
61
35
28
27
27
23

Shares
0
14
18
32
35
33

Investment funds
0
0
0
0
0
1

Corporate bonds
7
24
31
39
38
38

Foreign securities
0
0
0
0
0
0

Source:
Superintendencia de AFPs

In Brazil, the investment regime of pension funds has not changed as much in the past few years, largely because pension funds were allowed from the start to invest in a wide range of domestic assets. Table 11 shows the investment portfolio of closed funds between December 1993 and December 1998. Mutual fund investment has been desegregated by asset class and included under the respective type of asset. The relatively high level of investment in stocks is noteworthy, having reached a record 39% of total assets in 1997.

Table 9  Brazilian closed-fund portfolio allocation, 1993-98

Instrument/Asset class
1993
1994
1995
1996
1997
1998

Govt. Securities
4
3.8
4.4
5.7
3.7
6.5

Other fixed-income secs.

26.8

25.8

31.7

31.2

30.8

36.1

Shares
34.8
39.1
29.5
33.5
39.2
29.4

Real estate
16
14.4
14.9
12.9
10.4
10.7

Lending to participants
4.2
6.5
7.7
7.3
6.4
6.3

Lending to sponsor
7.8
7.8
9.4
6.9
7.4
8.4

Other
6.4
2.6
2.5
2.4
2.2
2.6

Total
100
100
100
100
100
100

Shares include equity investment in sponsoring company.

Source: Secretaria de Previdência Complementar, ABRAPP
Open pension funds, on the other hand, invest in a much more conservative portfolio. As of November 1998, 8.5% of technical reserves were invested in stocks, 1.4% in real estate, and 36% was invested in government securities. The latter contrasts with closed funds, which have rarely invested more than 5% of their assets in such instruments. Of the other investment vehicles, FAPI invest mainly in fixed-income securities (over 95% of the portfolio), while data on the PGBL are as yet unavailable. 

Table 10  Brazilian closed-fund investment in mutual funds


Public fund
Percentage of
Private fund
Percentage of
Total assets
Percentage


Assets (US$mill)
public assets
Assets (US$mill)
private assets
(US$mill)
Of total

FIF
8 433
14.3
6 093
23.3
14 525
17.0

FAQ
2 517
4.3
3 290
12.6
5 806
6.8

FMI
6 271
10.6
1 889
7.2
8 160
9.6

FII
372
0.6
162
0.6
534
0.6

FEE
16
0.0
6
0.0
21
0.0

FIE
86
0.1

0.0
86
0.1

Total assets

59 028

29.8

26 163

43.7
85 191

34.1

FIF and FAQ are fixed-income investment funds, FMI are mainly equity mutual funds, FII are real estate funds, FEE are foreign investment funds, and FIE are venture-capital funds.

Source: Secretaria de Previdência Complementar.
Another unique characteristic of the Brazilian system is the high level of intermediation of mutual funds in asset management and the high percentage of pension assets invested directly in mutual fund accounts. As of October 1998, 34% of assets were invested in some mutual fund (see Table 12). Private company funds invest significantly more via mutual funds than public funds (43% vs. 30%), despite the fact that external asset management is more extended among these funds
. The role of mutual funds in the Brazilian pension system contrasts with the experience in other Latin American countries, which have imposed low limits on investment in mutual funds (between 0 and 15% of the funds’ portfolio).

Returns and commissions

To date, gross pension fund real returns have been high, but it is difficult to tell whether they compare positively with domestic benchmarks in view of the short time that has passed. For Chile, the country that has had the longest history, Srinivas and Yermo (1998) found that the 10.4% obtained over the last sixteen years was actually lower than the return that could have been obtained on a market benchmark consisting of a bond market index and a stock market index with the same volatility (standard deviation) as that of the average pension fund return. As shown in Table 13, the highest to-date return was obtained by the Argentinean system, 12.1% annual average in real terms. The lowest was Peru’s at 5.1%.

Table 11  Pension fund real annual returns

Country
Period
Real return
%
Standard deviation
%

Argentina
Dec 95–Dec 98
12.1
10.9

Bolivia
Dec 97–Dec 98
7.8
N.A.

Chile
Dec 82–Dec 98
10.4
9.5

Colombia
Dec 95–Dec 98
9.9
N.A.

Peru
Dec 93–Dec 98
5.1
5.5

Uruguay
Dec 96–Dec 98
7.1
1.0

Real returns are annualized cumulative values.

Source: Pension funds regulators.
The returns actually obtained by affiliates depend also on the commissions charged by the pension fund administrators. Commission levels vary across countries, ranging from 1% in Bolivia to about 2.6% in Peru (Queisser, 1998). Commission levels have tended to fall over the past, but can still eat into a significant portion of the gross pension fund return over a long investment horizon. For example, for a forty-year horizon, the commission charged by Chilean pension funds is equivalent to 0.8% of assets, nearly 10% of the average pension fund return between 1981 and 1998.

2
Regulation and supervision in the new DC pension systems

Market structure

The new private pillar of the pension systems in Chile, Peru, Argentina, Colombia, Uruguay, Bolivia, Mexico, and El Salvador are all based on the same structure: a defined-contribution account for each worker in which monthly salary contributions are invested. The provision and management of pension accounts and related services are restricted to specialised financial institutions exclusively dedicated to this task
. These institutions often collect the contributions as well. In Mexico, however, collection is carried by a centralised agency. Pension funds cannot offer annuities, but must instead contract them out to insurance companies. They can, however, offer other types of pension benefits, such as disability.

Ownership of pension fund administrators is restricted in some countries. In Chile, Peru, and El Salvador, for example, domestic banks, insurance companies, and mutual funds are prohibited from owning pension fund administrators. The subsidiaries of these financial institutions, however, may invest in them. On the other hand, there are few restrictions in any country on ownership by foreign financial institutions, including pension fund administrators from other Latin American countries. In El Salvador, only foreign companies that do not already own domestic financial institutions are allowed to invest in pension fund administrators. Foreign majority ownership in that country is allowed only if there are national or Central American shareholders. In Colombia, public sector institutions, co-operatives, labour unions, and various “social” funds are also allowed to be shareholders of pension fund administrators. Ownership is also liberalised in Argentina and Mexico.

Licensing

Licensing is carried out by the supervisory agency after compliance with certain conditions, which include a minimum capital, a “fit and proper” test, and maintenance of adequate investment reserves. In Bolivia, however, licensing was carried out by a public bidding process which, in addition to these conditions, required a maximum level for the fees charged by pension fund administrators on individual accounts.

Plan design

Workers in all countries are permitted to invest their monthly pension contributions only in the pension fund accounts. In Colombia, however, the law allows the supervisory agency to authorise alternative capitalisation and pension plans, although this has not happened yet. In most countries, workers are permitted to invest in only one account, though the Mexican and Colombian laws permit two, subject to authorisation by the regulator. Chile too, is considering moving to a two-fund system. 

While workers are free to choose their pension fund administrator, the transfer between administrators is restricted in some countries. In Mexico, affiliates may switch funds only once a year. In Peru and El Salvador, they may switch only every six months. Pension fund administrators are allowed to charge additional commissions to departing affiliates, but these are usually determined by the regulatory agency.

Commissions

Commissions have to be set as a percentage of salaries (or contributions
) in all countries except Mexico, where pension funds have the freedom to establish commissions as a percentage of assets managed and as a percentage of returns. Some countries have established maximum limits on the fees that pension funds can charge. In Chile the total commission charged (including and insurance premiums) cannot exceed 3%. In Bolivia a bidding contract between the regulator and the pension fund administrator stipulates that commissions cannot exceed 1% of salaries.  Charging fees on inactive accounts is also prohibited.

Custody

Custody of pension-fund assets is restricted in all countries to authorised institutions, which in some countries include private companies. In Chile, for example, all securities are under the custody of the Deposito Central de Valores, a private entity.

Fund governance and fiduciary responsibility

Fund governance rules require the separation of the fund from the administering company; they also require the establishment of an internal control system and external auditing to ensure the fulfilment of rules on conflict of interest. Regulations on fiduciary responsibility tend to spell out what pension fund administrators may not do in order to avoid conflicts of interest, rather than what they should do to in order to maximise the value of investments. There are no requirements to manage funds with “due diligence” or as a “prudent-person” as in Anglo-Saxon countries. Instead, there is a set of investment rules, a set of prohibitions on the behaviour of pension fund administrators and certain constraints, including:

A prohibition on revealing reserved information on the investment decisions of the pension funds.

A prohibition on choosing directors in private companies having a link to pension fund administrators.

Rules and conditions for the election of directors of the pension fund administrator to ensure that their sole objective is managing the fund as well as possible.

Valuation and risk rating

Valuation of pension fund assets at market prices is carried out by the pension fund administrators in all countries on a daily basis. In Argentina, however, up to 30% of the pension fund’s portfolio may be invested in government securities kept in an investment account and valued at maturity prices. This limit was raised in September 1998 from the previous limit of 25%, and the law envisages it being raised to 50%.

Risk rating of pension assets is required in all countries except Colombia. In Chile, Bolivia, and Argentina the minimum acceptable risk category for fixed-income securities is BBB or equivalent.  The law in these countries requires that all investments - not just fixed-income securities - be rated.  In Chile, the rating system for stocks meant that only 30 - mainly blue chip - companies out of a total of approximately 300 listed were eligible for pension fund investment until 1997.  The new capital market reform bill, approved that year, extended coverage to more than 200 companies with smaller capitalisation and to other financial instruments, such as project financing, securitised bonds and venture capital.

Investment management and rules

Pension fund administrators are solely responsible for the management of pension funds. Contracting out to mutual funds or other financial institutions is not allowed. Investment is only allowed in formal, recognised markets, although some countries permit some level of investment in over-the-counter instruments (mainly derivatives) and in securitised assets. These investments, however, are restricted by portfolio limits (see below).

In all countries, pension funds are subject to standard prudential guidelines to ensure a minimum degree of diversification and avoid conflict of interest. Table 14 summarises the features of the main prudential guideline.. Restrictions are also imposed on investment in securities of a specific foreign issuer, and in a specific investment fund. There are also rules to limit conflict of interest. In Chile, for example, investment in securities of an issuer linked to the pension fund administrator cannot represent more than 0.5% of the fund’s assets. The maximum for all issuers so linked is set at 5%.
In all countries tight restrictions are imposed on the percentage of a company’s capital that a pension fund can hold. These limits, however, vary widely between countries. For company stock, the lowest limit is in Argentina (5%), while the highest is in Peru’s at 15% of the total stock.. For bonds of the same series, the range of limits is less wide, the highest being Peru’s at 25% of the total issue.

In addition, pension funds are subject to quantitative limits on their investments by asset class. Table 15 describes the most important portfolio limits in Latin American countries. All countries have tight portfolio limits, but the most flexible systems currently are in Chile, Argentina, Colombia, and Peru (probably in that order).  They are the only countries that permit equity and foreign investment (Chile has the highest limit on shares - 37% - and on foreign assets - 12%).  In Bolivia, although the legislated limits on shares and foreign assets have been set at relatively high levels (50-90 and 10-50%, respectively), funds have to invest at least a minimum amount in government bonds.  In the first few months of the system, this was set at $180 million per annum, only just below the actual flow of funds into the funds. Even though space for alternative instruments was soon created, pension funds have only been able to invest in time deposits, since no private sector capital market instruments have as yet been risk rated
. In general, the limits encourage government debt holdings at the expense of equity and foreign assets.

Table 12  Prudential Investment Guidelines 
in Latin American Pension Systems


Bonds of same Issuer
Shares of same company
Specific risks

Argentina
Lowest of: (i) 5% of fund, (ii) 20% of bond series.
(i) 2.5% of fund. (ii) 5% of company’s public capital
Various rules by risk of assets including, e.g. minimum risk rating for fixed-income securities BBB.

Bolivia
(i) 5% of fund, except government securities (10%). (ii) 20% of same bond series.
(i) 5% of fund, except government securities (10%). (ii) 5% of company’s public capital.
Various rules by risk of assets including, e.g. minimum risk rating for fixed-income securities BBB.

Chile
Lowest of: (i) 7% of fund times risk factors, (ii) 20% of series.
Lowest of: (i) 5% of fund times concentration factor times liquidity factor times accounting assets factor; (ii) 7% of company’s public capital.
Various rules by risk of assets including, e.g. minimum risk rating for fixed-income securities BBB.

Colombia
(i) 10% of fund, (ii) 10% of bond series.
(i) 5% of fund. (ii) 10% of company’s public capital
Not regulated.

El Salvador
(i) 5% of fund, (ii) 20% of bond series.
(i) 5% of fund. (ii) 5% of company’s public capital
Not  yet established 

Mexico
 (i) 10% of fund, (ii) 10% of bond series.
Equity investment not permitted
Issues must have been awarded two highest rates. (three for maturities shorter than a year).

Peru
 (i) 10% of fund, (ii) 25% of bond series.
(i) 7.5% of fund. (ii) 15% of company’s public capital
No specific limits

Uruguay
Not regulated
Equity investment not permitted
Not regulated.

Source: Pension fund regulators

Uruguay and Mexico have the most restrictive regimes, although, as in Bolivia, they are supposed to be only temporary.  In Uruguay, pension funds are subject to both minimum and maximum limits on investment in government securities. The band is expressed as percentage of the portfolio, and there is a phased programme in which the band is to fall from 80-100% in 1996 to 40-60% in 2000.  The laws allow the amount above the band to be invested in any security, but only time deposits have so far been approved. In Mexico, the regulator has so far approved only fixed-income instruments (largely government securities).
  

Table 13  Portfolio limits in mandatory pension systems 
(%), December 1998


Argentina
Chile
Boliviaa
Peru
Colombia
Mexico
Uruguay
El Salvador

Government securities
50
50
Min. $180m No max.
40
50
100
Min.75

Max. 85b
100 c

Corporate 

bonds
40
45
30-45
49
20
35
25
30

Financial inst. Sec./deposits
28
50
50
30
50
10
30
40

Shares
35
37
20-40
35
30
0
25
5

Investment companies/ mutual funds
14
10
5-15
15
5
0
0
0

Foreign 

Securities
10
13
10-50
10
10
0
0
0

Hedging instruments
2
9
0-5
10
0
0
0
0

a. 
Bolivia has not issued regulations for the actual limits. The bands are those established by law.

b. 
Up from 80 to 100 in 1996. The legislated limits were 70 to 90 in 1997, 60 to 80 in 1998, 50 to 70 in 1999, 40 to 60 in 2000, 30 to 60 in 2001 to 2005.  The difference can be invested in securities not issued by the central state.

c. 
Limit includes investment in Fondo Social para la Vivienda (max 40%), Banco Multisectorial de Inversiones (max. 30%), central government securities (30%), and Central Bank securities (30%).

Source: Pension fund regulators

Investment guidelines for pension funds have tended to become more liberal over time, permitting and extending investments in equities, foreign assets and less liquid assets, such as real estate and venture capital. Changes in portfolio limits in Chile, the country with the longest experience, are shown in Table 16. Investment in equities was not allowed until 1985, while investment in foreign securities was not permitted until 1992. Both limits have gradually been increased, from 30 to 37% of the portfolio in the case of stocks, and from 9 to 12% of the portfolio in the case of foreign securities. Meanwhile, limits on fixed-income securities have been lowered. Investment in government securities was capped at 100% in 1981, but in 1998 it stood at 50%. In the case of mortgage-backed securities the limit has been reduced from 70% in 1981 to 50% in 1998. The limit on corporate bonds has fallen from 60 to 45% over the same period.

Table 14  Evolution of portfolio limits in Chile (%), 1981-1998

Asset
1981
1982
1985
1990
1992
1995
1996
1997
1998

Government securities
100
100
50
45
45
50
50
50
50

Corporate bonds
60
60
40
40
40
40
45
45
45


Convertible


10
10
10
10
10
10
10

Mortgage-backed securities

70

40

40

50

50

50

50

50

50

Letters of credit
70
40
40
50
50
50
50
50
50

Fixed term deposits
70
40
40
50
50
50
50
50
50

Shares, public companies


30
30
30
37
37
37
37

Mutual funds



10
10
10
10
10
10

Real estate funds



10
10
10
10
10
10

Venture capital funds







5

5

5

Credit funds






5
5
5

Foreign securities




3
9
9
12
12


Fixed-income





9
9
12
12


Variable-income





4.5 
4.5 
6
6

Hedging instruments





9
9
9
12

Source: Superintendencia de Administradoras de Fondos de Pensiones

Performance rules and guarantees

Some countries - Chile, Argentina, Peru, Uruguay, and Colombia - require pension funds to achieve rates of return above a prescribed minimum, typically calculated relative to the industry average (Table 17).  In addition, Chile, Argentina, Uruguay and Colombia impose a maximum on pension fund returns, which is also calculated as a percentage of the industry average. Argentina and Chile define their profitability band in relative terms: the minimum of 2 percentage points and 50% (Chile) or 30% (Argentina) above and below the average annual return of the industry
.  The supervisory agency monitors compliance with the minimum on a monthly basis.  All fund administrators have to establish a reserve fund with their own capital (invested in the same way as the pension fund).  If the reserve is insufficient to top up the fund’s return to the minimum, the government guarantees the minimum return.

Table 15  Pension fund performance regulations and 
government guarantees in Latin America


Minimum rate of return
Maximum rate of return
Government guarantee

Argentina
Relative to average
relative to average
Yes

Bolivia
——
——
No

Chile
Relative to average
relative to average
Yes

Colombia
Relative to average and market benchmark
——
Yes

El Salvador
Relative to average
relative to average
Yes

Mexico
——
——
No

Peru
relative to average and minimum absolute return 

(0 per cent real over 5 years)
——
No

Uruguay
Relative to average

(2 per cent real for República)
relative to average
yes

1)
Maximum removed in Peru in November 1996.  Minimum legislated but regulations not yet issued

Source: Pension fund regulators

In Peru the minimum return was calculated in the same way as in Chile up to 1997, but it was not guaranteed by the government. In 1997 the floor was lowered further to 25 percent of the average return or 3 percentage points below the average, and the period of calculation was increased to 60 months. In addition, an absolute minimum return of 0 percent in real terms was introduced, also calculated over a five year period. There is no maximum return: the ceiling was eliminated in November 1996. In Uruguay, the guarantee is expressed in both absolute and relative terms.  The state-managed fund guarantees a minimum real return of 2% a year, while private pension administrators have to create a guarantee fund (similar to the reserve fund in Argentina and Chile). This fund is drawn down if the return falls below the average of the industry by more than 2 percentage points.  There is also a limit on the maximum return that funds can earn.  Because the state-managed fund - República - dominates the market average (56% of total assets in May 1998), other pension funds are also forced to reach the 2% real return.  In Colombia, the minimum return is calculated as the arithmetic average of the return of the pension fund industry over three years and the return over three years on a market portfolio
. No ceiling is placed on the returns.  The regulator checks compliance with the stipulated minimum return on a three-month basis.

Retirement phase

In all countries except Uruguay, workers have at least two basic benefit options. They may draw down the balance in a programmed withdrawal, or buy an annuity. The programmed withdrawal method is subject to restrictions on the portion of the accumulated balance that can be drawn every year. The purchase of an annuity is only open to pensioners who have enough funds in their balances to guarantee a minimum pension. Some countries, like Chile, offer a third option, the deferred annuity, in which part of the accumulated balance is consumed and another part is left invested up to a programmed date, when an annuity is bought. The value of the portion of the accumulated balance that is consumed is regulated. In Chile, for example, affiliates may not buy deferred annuities that involve the consumption of more than 50% of the accumulated balance before purchase of the annuity. In Uruguay, the purchase of annuities by retirement workers is mandatory.

Information to affiliates

By law, the pension fund administrators are requested to send regular statements to their affiliates on the amounts contributed, total account balance, returns, and commissions and insurance premiums charged. Such reports are sent on a monthly basis in most countries. In Colombia, however, the minimum frequency is quarterly. In addition, regulations require pension fund managers to publish annual reports on the firm’s activities and governance structure.

Supervision

Control and supervision of the operations of pension-fund administrators is based on daily reports of their investment transactions and monthly reports on their financial position and overall performance. In some of the Latin American countries that have set-up private pension industries, the supervisory agency is autonomous and is financed mainly from a supervision fee levied on the pension funds (see Table 18).

Table 16  Institutional characteristics of pension-fund supervisory agencies in Latin America

Country
Area of government
Administration
Funding source

Argentina
Ministry of Labour and Social Security
Autonomous
Supervision fee

Bolivia
Treasury
Not autonomous
Supervision fee

Chile
Ministry of Labour and Social Security
Not autonomous
National budget

Colombia
Central Bank
Not autonomous
Supervision fee

Mexico
Secretary of Treasury
Autonomous
Supervision fee (partial)

Peru
Ministry of Economy
Autonomous
Supervision fee

Uruguay
Central Bank
Not autonomous
National budget

Source: Demarco and Rofman (1998)

3 
Regulation and supervision of pension funds in Brazil

Vesting and portability

There are no formal vesting or portability rules for closed funds. Open pension-fund plans have immediate vesting and offer full portability. The legislation establishes a maximum period of two years between a request for liquidation and the actual closure of the account (and transfer of funds, if required).  The degree of portability is, in practice, restricted in traditional plans by the penalty fees charged by open-fund administrators if the plan is cancelled before the scheduled date. For one of the largest plans, the fee is 4% of accumulated assets if the plan is cancelled after one year, 3% after two years, and 2% if cancelled at any other date. Hence, transferring plans is a costly option. These fees are not regulated.
Funding rules

Closed funds are subject to minimum funding-levels, but the methodology for their calculation is not specified. The accumulated benefit obligation (ABO) must be fully-funded, while up to 70% of the projected obligation must be covered
. The remaining 30% can be covered with assets held by the sponsoring employer. The method for managing funding deficits and surpluses is not specified either. Funding rules for open funds are much tighter, and more severely enforced, than those for closed funds.

Minimum capital, fiduciary responsibility, governance

Open funds are subject to minimum capital requirements similar to those of insurance companies; these vary depending on where the company operates. A fund that operates nationally requires a minimum capital of R$ 4.2 million. One that operates in the Sao Paulo region requires only R$ 2.1 million. Insurance companies that own open funds, however, are subject to additional capital requirements if they operate in other insurance sectors (see section on insurance companies). Closed funds must be set up as foundations and be legally separate from sponsoring employers. The law also provides for the use of independent custodian institutions. The existence of large automated clearing centres for the three major types of securities (government bonds, corporate bonds, and corporate equities) makes the offer of custodian services easier and more economical.

Investment regulations

Unlike pension funds in other Latin American countries, those in Brazil (both open and closed) can contract out asset management to mutual funds and other financial institutions. Investment is subject to prudential rules. The investment regime that was put in place in Brazil in 1994
 includes limits by asset class and individual security, but does not include limits by risk or liquidity. Prudential rules are similar to those in other Latin American countries: pension funds may not invest more than 10% of their portfolio in the equity of a given company or in the securities of any single issuer. 

The investment regime by asset class, on the other hand, is more liberal than that in other Latin American countries (see Table 19). In addition to investing in bank deposits and securities, Brazilian closed pension funds can lend up to 10% of their portfolio to the sponsoring company and another 10% to affiliates. They can also invest up to 19% of the portfolio in real estate. Open funds can lend up to 10% of their portfolio to affiliates and can invest up to 10% in real estate. These investments are banned in other Latin American countries. 

Investment rules for FAPIs and PGBLs in Brazil are broadly similar to those of other Latin American countries. Lending and investment in real estate is not allowed, and investment in mutual funds is limited to 10% (5% fixed income, 5% equity mutual funds). The investment limit on stocks however is as high as that of traditional pension funds, namely 50%. These individual pension funds, therefore, have the most liberal portfolio limits of any Latin American country.

Table 19  Brazil: Closed and open pension fund portfolio limits(%), December 1998


Open funds:

minimum capital
Open funds:

technical reserves
Closed funds

Govt. Securities
100
100
100

Other fixed-income secs.
60
80
80

State and municipal debt


50

Shares, plcs
50
50
50

Real estate
0
30
19(2)

Real estate funds


10

Venture-capital funds


5

Lending to participants
0
10
10

Lending to sponsor
0
0
10

Foreign securities (1)


10

Hedging instruments


5

(1) 
Investment permitted via mutual funds only.

(2) 
Ceiling programmed to fall to 18% in 1999, 17% in 2000, 16% in 2001, and 15% in 2002.

Source: Secretaria de Previdência Complementar, SUSEP

Benefit and return guarantees

Neither closed nor open funds are subject to statutory benefit or return guarantees, but minimum-return regulations are in place. The minimum rate of return is 6% in real terms but while, in the case of closed funds, this is used as the reference discount return when calculating funding levels, it is used as the actual return on portfolios of traditional open plans.

This report is part of the OECD Insurance and Private Pensions Compendium, available on the OECD Web site at � HYPERLINK http://www.oecd.org/daf/insurance-pensions/ ��www.oecd.org/daf/insurance-pensions/�  The Compendium brings together a wide range of policy issues, comparative surveys and reports on insurance and private pensions activities. Book 1 deals with insurance issues and Book 2 is devoted to Private Pensions.  The Compendium seeks to facilitate an exchange of experience on market developments and promote "best practices" in the regulation and supervision of insurance and private pensions activities in emerging economies.


The views expressed in these documents do not necessarily reflect those of the OECD, or the governments of its Members or non-Member economies.








�.	Administradoras de Fondos de Pensiones (AFPs) in Chile, Peru, Bolivia, Colombia and El Salvador, Administradoras de Fondos de Jubilaciones y Pensiones (AFJPs) in Argentina, Administradoras de Fondos de Ahorro Previsional (AFAPs) in Uruguay, and Administradoras de Fondos para el Retiro (AFOREs) in Mexico.


� .	See Queisser (1998), chapter 4.


�.	The first pillar consists of programs under the Regime Geral da Previdencia (RGPS), which covers workers in private firms and public sector employees who were hired under the Consolidated Labor Code and the Federal, state and municipal Regimes Juridico Unico (RJUs), which covers tenured government employees in the executive, legislative, and judicial branches and the military. A Constitutional Amendment in November 1998 allowed the establishment of complementary funds for the RJUs. 


�.	The actual amount varies between funds. Normally, the maximum that can be transferred is only achieved after a few years in the plan (about 5 on average). The excess return accumulated in a year can be retrieved or allowed to accumulate in the fund.


�.	Each exclusive fund may receive contributions from more than one PGBL plan, as long as they have similar characteristics. The funds, however, are only open to investment from PGBLs.


�.	Figures for financial institution securities/time deposits include mortgage bonds, which are insignificant in most cases except in Chile, where they represent about 15% of the total portfolio (1998 figures).


�.	One would expect internally managed funds to rely more on mutual funds. The largest public funds, however, are able to hire professionals to manage their funds internally.


�.	The only exception is Colombia, where pension funds are also in charge of administering severance funds.


�.	Contributions are themselves fixed as a percentage of salaries.


�.	This situation was expected to change in 1999, when the first risk-rating company was given a license to operate in Bolivia.


�.	The Mexican pensions law also requires that funds must invest in securities that encourage national productive activity, create infrastructure, generate employment, housing investment, and regional development (article 43).


�.	Chile is considering changing the application of the rule to a 36-month rolling basis.


�.	From 1 July 1995, the composition of the market portfolio is: (percentage of total pension-industry assets invested in shares x 90% of the average rate of return of the three stock exchanges in the country) + (percentage of total pension-industry assets not invested in shares x 95% of rate of return of a fixed-income index).  As of June 1998, only 5% of industry assets were invested in equities, so the market portfolio is mainly a fixed-income index.


�.	The legislation does not specify whether the calculated benefits should be indexed or not.


�.	The investment regime in place before 1994 was draconian; it included investment floors.
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