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MULTI-FUNDS: EXPERIENCES
AND TRENDS

ERIC CONRADS1

I would like to thank Guillermo Arthur, President of FIAP, and the
Bulgarian Association of Pension Funds, for giving me the
opportunity to share with you the experience of multi-funds in
some Latin American countries, mainly Chile.

I will try to offer an objective view of this particular feature of
some of the new funded pension systems. As an European working
on a daily basis the private experience of multi-funds in Chile, I
believe I can bring you another twist to this issue.

First I will argue that multi-funds are a necessary element of
funded pension systems. Then I will briefly describe the particular
design of multi-funds in Chile and I will show how people have
made their choices. After that I will make some comments on the
way Mexico and Peru introduced multi-funds in their own pension
systems, to finish with some lessons from all of these experiences.

Why multi-funds ?

Multi-funds gives the individual an opportunity to choose not only
the asset manager (which is a feature common to all new funded
pension systems), but also the type of portfolio which betters fits
to his/her risk profile.

1 CIO AFP Santa María / ING, Chile. Graduated in Economics at the Brussels Free
University and the Law School of the Catholic University of Louvein.
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In the particular case of Chile, five different portfolios are available
for most individuals. There exists an age restriction (individuals
closer to retirement age can not choose the portfolio with highest
exposition to equity) and also a default option for those who don’t
make a choice. These particular regulations are very relevant, since
they help to control risk exposure for those who lack enough
information and financial education. Last issue is a critical one. Since
with multi-funds the worker is much more involved in the dynamics
of his retirement, demands for more pension and financial education
are much greater compared to a traditional defined benefit system
which offers no choice opportunities. The education of pension fund
members represents, then, a mayor challenge for the implementation
of multi-funds. And this is an issue not only in developing or
underdeveloped countries. Sweden faced exactly the same problem
when they introduced a similar privately managed and funded pension
system with multiple portfolio choices for members.

Multi-funds also fosters competition between pension fund
managers. A new dimension of competition is added (or re-
inforced) and investment return became as important as quality of
service and fees (see Figure 1).

Figure 1
PHILOSOPHY PILLARS: COMPETITION & FLEXIBILITY

PRICE

Source: Prepared by the author.
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Multi-funds also helps to the stabilization and deepening of the
local capital market. The Chilean Stock Market is probably one of
the least volatile among developing countries and also provides
opportunities to buffer the global volatility.

However, this result does not come automatically. An important
condition is to authorize pension funds to invest in a wide
spectrum of asset classes and instruments. The larger pension
funds are, the more difficult will be for them to find investments
opportunities in local markets as long as they are repressed by
regulation. So, to allow the market to grow organically, a
combination of flexible investments regulation for pension funds
and efficient regulation of local capital markets is needed.

Multi-funds in Chile

In Chile each pension company (AFP) manages five different
portfolios (“multi-funds”), called A to D. Fund A can invest up to
80% in equity; fund B up to 60%; fund C up to 40%; and fund D
up to 20%. Fund E can only invest in fixed income instruments
(actual composition of portfolios is reported in Figure 2).

Source: Asociación de AFP.

Figure 2
AFP CHILE: EXAMPLE OF DETAILED PORTFOLIOS

December 2006
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Because of differences in portfolio composition, differences in
returns between funds are also observed (see Figure 3). Multi-
funds were launched in Chile in October 2002, when stock
markets were basically close to their lowest point. This was
fortunate since as the market rebounded, pension funds returns
become very attractive, a result which did have a very positive
impact on the public’s perception of the system (in contrast, in
Sweden –which introduced the system in the late 90’s- people is
still barely recovering their money).

It’s the regulator primary responsibility to remind investors that
investment is a numerator (return) and a denominator (risk). There
is a return but there is also a risk and we believe that when there
are portfolio choices open for individuals, this trade – off should
be emphasized.

Figure 4 will give you an idea of the different volatility and risk
profile of the multi-funds. Then, in Table 1 you can see a different
dimension of the problem which is the differences in return
between portfolio managers.

Figure 3
MULTI-FUNDS: EMPIRICALLY DIFFERENT RETURN PROFILES

Source: Prepared by the author.
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The messages are first, that volatility can be relevant and
differences in return between periods are sizable and, second, that
differences in return between different portfolios and between
different managers are relevant. So, an adequate selection of
portfolio and pension fund manager is critical looking at the future
pension.

Figure 4
MULTI-FUNDS: DIFFERENT CHESTS OF RISK PROFILE

Source: Prepared by the author.
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How people have made their choices?

Some have argued that, when people are given the opportunity to
choose, they will not do it. However, at least Chile’s experience
with multi-funds has shown the opposite: people have actively
used their right to choose.

In Figure 5, the percentage of pension fund members and
contributors choosing a portfolio is reported. Although in 2002
nearly 70% of the people stayed in the fund to which they were
allocated by default, probably because of lack of knowledge, the
proportion of people making choices is increasing fast. Now we
have close to 65% of contributors choosing.

As Figure 6 shows, most of them are going into funds A and B
because these have performed the best. Moreover, a younger
population has a preference for portfolios with higher exposition
to equities.

Table 1
RETURN DIFFERENTIALS = COMPETITION & TRANSPARENCY

Source: Prepared by the author.
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Figure 5
MULTI-FUNDS: AFFILIATES ARE USING THE FREEDOM OF CHOICE!

Source: Prepared by the author.

Figure 6
FUND TYPE EVOLUTION: CLIENTS MIGRATE TO HIGHER

RETURN FUNDS

Source: Asociación de AFP.
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I would like to make a short detour here to call your attention
(again) to the issue of investment regulations. As you may
know, in Chile currently pension funds have a maximum limit
for foreign investments of 30% of their portfolio (see Figure 7).
Because of appreciation in the value of the respective assets,
actually foreign investments are today a little bit over 30%
(because of this situation, there is a proposal to raise the limit
incrementally to 35%, 40%, and then 45% of the portfolio
during next year). The maximum investment limit in foreign
assets has hurt pension fund possibilities to get better risk-
return combinations. So, investment regulation should be
consis tent  wi th  the  fac t  tha t  people  has  been offered
opportunities to decide the asset allocation they like the most.
It does not make much sense to introduce multi-funds and, at
the same time, keep a very rigid and strict maximum investment
limits regulation.

Figure 7
AFP FOREIGN INVESTMENTS EVOLUTION: NEEDS OF FLEXIBILITY!

Source: Asociación de AFP.
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International experience

There is no “one size fits all” solution for multi-funds. However
there is now an opportunity to take the best practises from
different practical experiences.

Chile was cautious in introducing portfolio choices. It started with
two funds, one particularly designed for people close to the
pension age which didn’t want to take the risk of return volatility
in the period close to their retirement. Later on, three more funds
were introduced.

Mexico also started offering a choice between two funds.
However, in this case the limit on equities was set at 15% in the
most “aggressive” fund (in the other the limit is zero) which it’s
very likely does not provide younger workers with a portfolio
composition which fits their risk-return profile. Eventually for this
reason, Mexico has recently changed its regulation and moved
from two funds to five funds. At the same time, the maximum
investment limit in equities has been raised to 30% in the most
aggressive fund called “Siefore Básica 5”.

In 2006 Peru introduced three funds, called “aggressive”,
“balanced” and “conservative”. What is particularly interesting in
this case is that managers could offer as many funds as they
wanted. However, in some way the industry quickly found an
equilibrium at three funds.

A lesson from these experiences could be that three funds, as in Peru,
is enough to capture the risk profiles of most workers, while five
funds or more could make decision making too complex. At the same
time, it’s important to take into account the reality of the local capital
market. As we said, the multi-fund concept has to be implemented
hand-in-hand with a flexible investment limits regulation so to avoid
the traditional home bias and permit the investment managers to use
all the resources available to reach the best return possible.

In any case, collaboration between the regulator, government and
private managers is the key to identify the best solution for each
particular case.
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Some lessons from multi-fund experiences

I will highlight six different lessons that can be drawn from multi-
fund experiences in Latin America:

1) Multi-funds offer risk-return alternatives to pension fund
members. However, so far it seems that individual’s decisions
have been driven mainly by return considerations. Maybe,
return has been the main selling point because the multi-funds
launch has coincided with rising markets and most people
learn risk only by experience. But I don’t think that we want
to see that in the pension industry. I think that we have an
important mission and a responsibility of educating our clients
about the risk dimension of investment decisions.

2) As multi-fund options are offered, we should expect people to
become actively involved in their pension planning process.

3) Multi-fund schemes should include default options based on
age since this is the criteria which make the most sense.
Eventually, options open to individuals should also depend
on age.

4) Financial and pension education should come together with
multi-funds. It’s essential to realize that the most sophisticated
and complicated is a pension system, and the more the options
that are offered to individuals, the more is the education that
will be needed. Regulators, the government and the pension
industry must collaborate to solve this challenge successfully.

5) Multi-fund should be strictly differentiated. Once the profiles
of each portfolio have been defined, there is a necessity of a
supervisor to enforce the limits assigned previously since, if
the limits are not respected or implemented, then the funds
will not be aligned with the client expectations.

6) Private management and public regulations are an odd
wedding that requires melting flexibility of investment
decisions within a publicly regulated limited field to ensure a
minimum return.
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We can’t forget that asset allocation is the leading factor when
dealing with investor performance. The danger is that an excess of
regulations could end up with the regulator doing the asset
allocation. There are always opportunities in financial markets.
There are always assets in which you can generate a return. So,
why so many limits and restrictions ?

Mandatory pension funds need investment limits since there are
risks that a social security program can not take. But limits will
have a cost because of opportunities lost. Is it correct to restrict
pension funds foreign investments? Is it correct to have an
“aggressive” fund holding 20% in cash? Is it correct to set a
maximum limit of 30% in equities for an “aggressive” fund? Is it
wise to keep most of investments locally when the market tripled
in a year?

So, although multi-funds are in the right path there are still some
imperfections to deal with that can be solved by sharing global
experiences in the interest of the contributors.

Concluding remarks

Multi-funds are an inspiration for funded pension systems, private
or public. There are strong reasons to move from a single portfolio
regulation to multiple portfolios.

However, multi-funds should be introduced together with a good
educational program. For workers to use efficiently the
opportunities of choice which the existence of multi-fund provides
and so involve themselves in a productive way in planning their
future retirement, pension and financial literacy are necessary.

For countries which have not yet adopted a funded pension
program, the recommendation is, start with multiple portfolios and
do not follow the strategy of moving from one to multiple funds.
This is because in the latter case two steps will be needed and
there are transition and eventually, political costs involved.

Choosing a portfolio is not only a matter of return; risk
differentials are also important. So, when introducing multi-funds,
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risk measures need also to be introduced. At the same time, a long
term perspective towards investments should be promoted. What
strikes me is that although the pension funds investments almost
by definition should be oriented to the long term, clients and
managers are more short-term oriented. Return rankings are a good
example of this situation. Usually, last year’s returns are used to
show performance. However, one year of good returns by a fund
manager is not a demonstration of capability, moreover when the
risk dimension is not considered at all. It could be luck (maybe a
three-year rolling Sharpe index might be a better indicator.
Eventually, pension fund members could not be allowed to switch
to a manager with an inferior three years Sharpe index).

Let me finish with a brief summary of the lessons on how to
introduce multi-funds:

1) Define multi-funds on the basis of life cycle investments.
2) Introduce not more than four funds: three dynamic ones

(aggressive / balanced / defensive) and one focused in the
needs of those close to retirement (or already retired).

3) Keep an open and active dialogue between managers and
regulators, to monitor and improve the regulations.

4) Invest in financial/pension education of participants.
5) Enforce the limits which differentiate among portfolios.




