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ABSTRACT 

 

This paper examines the shift away from defined benefit plans towards defined contribution 

plans in Australia, the United Kingdom, and the United States and will compare the way it 

changed the relationship between workers and the financial industry. For example, workers' 

investments helped fuel the growth and volatility of these countries' stock markets. This 

movement also required workers to have a greater financial literacy than prior generations had. 

Unfortunately, the educational systems in these countries left many workers financially illiterate. 

These factors played a role in the recent financial crisis and, if left unaddressed, may contribute 

to future financial crises. 
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INTRODUCTION 

 

 Pensions have played an important role in the financial sectors of Australia, the United 

Kingdom and the United States.  Assets held in pensions were roughly equivalent to two-thirds 

or more of the annual gross domestic product (GDP) of each nation as illustrated in Figure 1.
1
  In 

addition, Australia, the United Kingdom, and the United States held over 80 percent of the total 

financial assets invested in funded pensions amongst the OECD countries.
2
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Figure 1: Financial Assets Held in Pensions as a Percent of GDP from 2001 to 2010
3
 

 

 
  

Pensions in these countries generally fit within the three pillar framework that the World 

Bank articulated in 1994 when it published Averting the Old Age Crisis: Policies to Protect the 

Old and Promote Growth.  The pillars discussed in that publication are: Pillar I - a publicly 

managed pension system that requires mandatory participation from all members of society but 

is only aimed at alleviating poverty, not providing a comfortable retirement; Pillar II - a privately 

managed pension system that ideally would cover all members of society; and Pillar III - 

voluntary savings by individuals.   

 Private pensions fit within Pillar II of this scheme and rose in importance in the 

economies of these nations over the past 150 years.  For much of that period, however, the 

defined benefit plan was the dominate type of private pension.  Within the last thirty years, 

however, defined contribution plans have risen in importance and are displacing defined benefit 

plans.  This shift in the types of private pensions offered is having dramatic impact on the 

workers and the financial sectors in each of these nations.
4
 

 The growth of defined contribution plans in all three countries has significant 

implications for the financial markets in these nations.  Due to the increasing importance of 

defined contribution plans, a larger percentage of the populations of Australia, the United 

Kingdom, and the United States are investing in financial products, either directly or indirectly, 

then they previously did and than people in many other OECD nations do.  This means that 

investment risk is being shifted from business firms onto households.
5
  This shift is problematic 

for several reasons.  First, households lack the financial literacy of institutional investors and are 

subject to certain behavioral biases to which institutional investors are not prone.
6
  Many 

employees suffer from inertia and leave their funds in the default option in their plans, even 

when these options are not appropriate for their investment goals.
7
  Employees also have a 
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tendency to overinvest in the stock of their employer.
8
  Second, defined contribution plans do not 

currently have access to many of the long-term assets in which defined benefits plans invest, 

which hinders market efficiency.
9
  Third, defined contribution plans also tend to be subject to 

higher administrative fees than defined benefits plans, which also impairs their efficiency.
10

  As a 

result, consumer protection considerations should play a greater role in the regulatory structures 

of Australia, the United Kingdom, and the United States than they do in nations where only 

sophisticated investors are buying complex financial products. 

 Part I explains why a comparison of Australia, the United Kingdom, and the United 

States might be useful.  Part II provides a brief history of the rise of pensions in Australia, the 

United Kingdom, and the United States and the shift away from defined benefit plans to defined 

contributions that is occurring in each country.  Part III then describes the regulatory regimes in 

each nation that have contributed to this shift.  Part IV then discusses the impact that this shift is 

having on workers, the financial industry, and the economies of these nations.  Finally, the 

Conclusion discusses what lessons might be drawn from the experiences of all three nations and 

what steps might be taken to mitigate the negative effects of the shift to defined contribution 

plans.  

 

I. Why Compare Australia, the United Kingdom and the United States? 

 

 Limiting the comparison to just the United States, the United Kingdom, and Australia 

makes sense for several reasons.  First, all three nations are common law countries.  Common 

law countries enjoy greater similarities with each other with regard to the treatment of property, 

contracts, and the regulation of financial services than they enjoy with civil law jurisdictions.
11

   

 Second, even though the population sizes of all three nations are vastly different, their 

economies are comparable when one looks at gross domestic product (GDP) per capita, 

unemployment rates, the portion of GDP derived from financial services, the growth in their 

housing markets, and homeownership rates.
12

  As Figure 2 illustrates, the population of the 

United States is about fourteen times as large the population of Australia and five times as large 

as the population of the United Kingdom.
13

   

 

Figure 2: Population 

(Mid-year, in thousands)
14
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 The average effective age of retirement for both men and women in all three countries, 

however, was roughly comparable in recent years as shown in Figures 3 and 4.  Between the 

early 1980s until roughly 2003, the average effective age of retirement for men, was about two to 

three years higher in the United States than in Australia and the United Kingdom while the 

average effective age for women was between three to eight years higher in the United States 

than in Australia and the United Kingdom. 

 

Figure 3: Average Effective Age of Retirement for Men
15
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Figure 4: Average Effective Retirement Age for Women
16

 

 
 In addition, the life expectancies for men and women at age 65 are also comparable and 

are projected to increase at roughly similar rates between 2005 and 2045-2050 as shown in 

Figures 5 and 6. 

 

Figure 5: Life Expectancies for Men at Age 65
17
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Figure 6: Life Expectancies for Women at Age 65
18

 

 

 
 Secondly, the economies of Australia, the United Kingdom, and the United States share 

many similarities.  The GDP per capita within the United States, the United Kingdom, and 

Australia are roughly similar to each other and have experienced similar fluctuations for almost 

thirty years as shown in Figure 7 below.
19
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Figure 7: GDP per Capita 

(U.S. dollars, constant prices, reference year 2005)
20

 

 

 
 

 

 

These countries also have generally had similar level of unemployment in recent years.  The 

unemployment rates within these countries have converged within the past decade as illustrated 

in Figure 8.  In addition, they have tended to experience comparable cycles of unemployment.   
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Figure 8: Annual Unemployment Rate
21

 

 
 

 Further, the financial sectors in Australia, the United Kingdom, and the United States 

comprise about the same portion of their countries’ GDP and they have similar levels of 

development.  The financial services sector makes up about 7% of the U.K.’s GDP,
22

 about 7-8% 

of the U.S.’s GDP,
23

 and about 9-10% of Australia’s GDP.
24

  The World Economic Forum 

ranked these three nations as the top three countries in terms of financial development in its 2009 

Financial Development Report.
25

  In addition, all three nations undertook significant 

deregulation of their financial services sectors beginning in the late 1970s and early 1980s, 

which ultimately led to the adoption of legislation to significantly restructure how each nation 

regulated financial services in the late 1990s.
26

   

 The housing markets in Australia, the United Kingdom, and the United States also share 

some common features.  All three nations have had relatively similar home owner occupancy 

rates for more than twenty-five years as shown in Figure 9.  They have experienced significant 

growth in their housing prices over the last twenty-five years as illustrated in Figure 10.  Having 

comparable housing markets is important because of the prominent role that the housing plays in 

individuals' asset portfolios.  For example, in the United States, the equity value of an 

individual's primary residence comprises the largest share of his asset portfolio for any single 

asset class.
27
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Figure 9: Owner-Occupancy Rates
28

 

Country 1980 1990 2002-2004 

Australia 71 72 72 

United Kingdom 58 65 69 

United States 65 64 68 

 

Figure 10: Housing Prices Index
29

 

 
  

Thirdly, the regulatory structure to supervise the financial services industry and pensions 

differs significantly in each of these countries.  The United States employs a mixture of 

institutional and functional regulation 

 Finally, these nations provide an interesting point of comparison because Australia has 

had a very different experience during the recent financial crisis than the United States and the 

United Kingdom.  For example, Australia did not lapse into a recession as a result of the recent 

financial crisis as illustrated in Figure 11 below.
30

  The United Kingdom’s recession was longer 

than the United States’ recession.  The United Kingdom’s recession began in second quarter of 

2008 and did not end until the fourth quarter of 2009.
31

  The United States did not go into 

recession until the third quarter of 2008 and exited it in the third quarter of 2009.
32

  The 

differences in pension regulation may have contributed to these different outcomes. 
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Figure 11: Quarter-to-Quarter Change in GDP
33

 

 
 

 

II.  A BRIEF HISTORY OF PRIVATE PENSIONS AND THE SHIFT TO DEFINED CONTRIBUTION 

PLANS 

 

 Prior to the mid-19th century, most workers continued to work until they chose to stop or 

were no longer capable of working.
34

  Pensions generally did not exist, except for certain types 

of government workers.
35

  While the first pension plan in the United States was created in 1759, 

the first corporate pension plan was not created until 1875.
36

  The rise in the concept of pensions 

is dramatically illustrated in Figure 12, which shows the frequency of the use of the word 

"pension" in the 5.2 million books found in Google Labs N-gram Viewer database.
37
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Figure 12:  Use of the Word "Pension" in Books From 1700 to 2000
38

 

 
   

In the late 1800s, corporations began to limit the number of older workers on their staffs 

by restricting the hiring of older workers and instituting mandatory retirement schemes that 

forced workers who had reached a given age to retire.
39

  Corporations wanted younger and more 

efficient workers due to the increase competition brought about by industrialization and the 

increasing national markets created by railroads.
40

  Some corporations provided pensions as a 

means of encouraging workers to voluntarily retire at a given age and to mitigate any feelings of 

guilt that owners or managers might feel about firing older workers who lack adequate resources 

to live on.
41

  Seebohm Rowntree, one of the heirs and directors of Rowntree's, a British chocolate 

manufacturer, captured these sentiments in the statement that he made when his family's business 

introduced a pension plan.  He noted: 

 

Many firms may hesitate to adopt a Pension Scheme . . . but it is probable that these very 

firms carry heavy costs in 'hidden pensions' without realising the fact.  If a firm 

establishes a liberal pension scheme it will doubtless at the same time fix a definite 

retiring age and will thus never find itself with a number of older workers of low working 

capacity drawing full pay . . . such employees are very costly, not only does the firm lose 

on them individually but their presence tends to lower the pace and lessen the output of 

the whole shop . . . But they are kept on because they have worked faithfully for a great 

number of years and the management does not care to dismiss them.
42

 

 

In addition, corporations provided pensions to reduce turnover by providing an incentive for 

productive workers to remain with the same employer for long periods of time in order to collect 

their pensions.
43

 

 Pressure for more corporations to offer pensions arose from unions, who viewed the state 

pensions offered in Australia, the United Kingdom, and the United States as being too paltry to 

provide a comfortable retirement.
44

  The fact that businesses in these nations were allowed to 

deduct the costs of providing pensions to their workers from their taxes as a business expense 

also aided the growth of private pensions.
45

  The provision of private pensions in the United 

States also received a significant boost from World War II and the wage controls that the U.S. 

government instituted during the war.
46

  Pensions, like other fringe benefits including healthcare,  
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were exempt from these wage controls.
47

  As a result, providing employees with pensions offered 

employers a means of getting around those controls and enable them to attract better workers.  At 

the beginning of U.S. involvement in World War II in 1940, private pensions covered 4.1 million 

workers but by the end of the war, the number of workers covered by private pensions had 

increased 50% to 6.4 million.
48

  In the postwar years, employers continued to offer fringe 

benefits, including pensions as a means of attracting workers.  Between 1945 and 1950, the 

number of workers covered by private pensions had again increased by roughly 50% from 6.4 

million in 1945 to 9.8 million in 1950.
49

 

 Prior to the 1980s, most government and corporate pensions consisted of defined benefit 

plans, under which the government or the business paid a fixed amount per annum to a retired 

worker until his death.
50

  Corporate defined benefit plans usually calculated the amount paid 

based on the years of service and the salary earned while working for the firm.
51

  Defined 

contribution plans, in contrast, allowed an employee or his employer or both to set aside certain 

funds in an account for the benefit of the employee at retirement.
52

  Defined contribution plans 

usually contain limitations on the amounts that the employee or employer can place in these 

accounts, when the funds can be withdrawn without penalty, what types of financial instruments 

the funds could be invested in while in the account, and, in some countries, what types of 

financial instruments the funds could be invested when withdrawn from the account.
53

  The rise 

in this distinction between pension plans that are defined benefit plans and those that are defined 

contribution plans is reflected in the use of these terms, as illustrated in Figure 13. 

 

Figure 13: Use of "Defined Benefit Plan" and "Defined Contribution Plan" 

in Books From 1850 to 2000
54

 

 

 
 

 All three nations are increasing relying on defined contribution pension schemes or 

individual retirement account-type plans rather than defined benefit plans.
55

  Australia has gone 

the farthest in this regard.  In 1992, Australia enacted the Superannuation Guarantee 

(Administration) Act 1992
56

 and the Superannuation Guarantee Charge Act 1992
57

, which 

required all employers to make a tax deductible contribution equal to a fixed percentage of an 

employee's salary into a superannuation plan on behalf of their employees or pay a charge equal 
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to the shortfall in contributions for individual employees, an interest fee, and an administration 

fee.
58

  The law covers all employees earning AUS$450 or more per month.
59

  The mandatory 

contribution rate has been 9 percent since 2002-03.
60

  In 2005, Australia's parliament amended 

the superannuation laws to allow an employee to designate any complying superannuation fund 

under the law into which the employer's contributions must go on behalf of the employee.
61

   

 As a result of this mandatory pension scheme, approximately 90 percent of Australia's 

workforce was covered by a pension by 2002.
62

  Most employers in Australia elected to make 

their required contributions to defined contribution plans because it was easier to meet their 

superannuation obligations using such plans than it was using defined benefit plans and defined 

contribution plans were less expensive than defined benefit plans.
63

 

 The shift to defined contributions has been dramatic.  In the early 1980s, defined benefit 

plans comprised over 80 percent of all of the pension plans in Australia.
64

  By 2005/2006, only a 

small minority of employees were covered solely by defined benefit plans in Australia, while 97 

percent of the employees with pension plans had assets in defined contribution plans, either 

alone or in combination with a defined benefits plan.
65

    In addition, Australian superannuation 

funds held only AUS$183 billion in 1993 but, by 2010, they held over AUS$1 trillion and they 

are projected to hold AUS$6.1 trillion by 2035.
66

 

 In the United States, the percentage of employees with some sort of pension plan has 

remained relatively constant over the past two decades while the percentage that have defined 

benefit plans has declined and the percentage that have defined contribution plans has risen.  

Figure 14 illustrates this.  In 1990-91, the percentage of all workers with some sort of pension 

plan was 53%.
67

  In 2006, 51 percent of private sector employees participated in some form of 

pension plan in the United States.
68

  In 1990-91, slightly more of those with pension plans had a 

defined benefit plan rather than a defined contribution plan.
69

  Only 20 percent of private sector 

employees in the United States participated in a defined benefits plan in 2006 while 43 percent of 

all private sector employees participated in a defined contribution plan in 2006.
70
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Figure 14:  Percentage of All Workers in the United States 

with Private Pension Plans
71

 

 

 
  

Most employees with retirement plans work for medium and large size private firms.
72

  

When looks at just medium and large private establishments, the shift from defined benefit plans 

to defined contribution plans is even more apparent.  The percentage of full-time employees in 

U.S. medium and large firms that participated in any pension plan declined from 91 percent in 

1985 to 67 percent in 2006.
73

  During this period the percentage participating in defined benefit 

pension plans at these types of firms declined from 80 percent in 1985 to 36 percent in 2000 

while the percentage participating in defined contribution plans grew from 41 percent in 1985 to 

50 percent in 2000.
74
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Figure 15: Percent of full-time employees in medium and large private establishments 

participating in defined benefit and defined contribution retirement plans, selected years,  

1985-2006
75

 

 
  

Of the three nations, the United Kingdom has shifted the least towards defined 

contribution plans.  Like the United States, only about half of the employees in the United 

Kingdom belonged to a private pension scheme in 2006.
76

  The United Kingdom has three 

categories of defined contribution plans:  occupational money purchase plans, group personal 

pension plans, and individual personal pension plans.
77

  While the numbers of active members of 

defined contribution plans has not grown substantially in the past decade, their share of the 

number of active members of any private pension plan has.
78

  The reason for this is the steady 

decline in the number of active members of defined benefit plans. 
79

 This is illustrated in Figures 

16 and 17.  This trend is unlikely to reverse as most of the active members of UK defined benefit 

plans belong to closed plans, which are not admitting any new members.
80

 

 

 

 

 

 

 

 

 

 

 

Figure 16: Millions of Active Members of U.K. Private Pension Plans
81
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Figure 17:  Percentage of Active Members Participating in  

Private Defined Benefit Plans and Defined Contribution Plans
82

 

 

 
 

III. Overview of the Regulatory Structures for Financial Services and Pensions 

 

 To understand why all three nations have shifted to defined contribution schemes, one 

needs to understand the different regulatory regimes for defined benefit plans and defined 

contribution plans in each nation and the costs and risks associated with each type of plan as a 

result.  While the regulatory regimes have some similarities, their differences are striking and at 

least some of the negative effects of the shift from defined benefit plans to defined contribution 

plans in the United States might be mitigated if the United States were to adopt some of the 

procedures used by Australia and the United Kingdom.  This does not mean that the Australian 

and UK regimes are trouble-free.  Both have undergone major reviews within the past six years 

that have highlighted their deficiencies.  Nevertheless, the United States would be foolish not to 

learn from their experiences. 
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 The regulatory structures of Australia, the United Kingdom, and the United States 

represent several different regulatory schemes.  Regulation in the United States and, at times, the 

United Kingdom operates as a mixture of functional and institutional regulation.  Functional 

regulation focuses on regulating based on the function (or classification) of the type of product or 

service rather than the institution that provided it.
83

  For example, state insurance commissions 

regulate the sales of insurance, the U.S. Securities and Exchange Commission (SEC) and the 

state securities regulators regulate the sale of securities, the Commodities Futures Trading 

Commission (CFTC) regulates options and futures, and the federal and state banking regulators 

regulate banking services and products.  Institutional regulation, by contrast, focuses on 

regulating based on the classification of the institution providing the product or service and not 

based on the classification of the product or service being offering.  Bank and thrift regulators, 

instead of the SEC, continue to regulate some of the securities activities of banks and thrifts, 

such as commercial paper and exempted securities, private placements, asset-backed securities, 

derivatives, third-party networking arrangements, trust activities, employee and shareholder 

benefit plans, sweep accounts, affiliate transactions, and safekeeping and custody services.
84

  In 

addition, prudential regulation, which focuses on the maintaining the financial soundness of a 

particular business, is done on an institutional basis.  As a result, the banking regulators set the 

capital adequacy standards for banks, the insurance regulators set the capital adequacy standards 

for insurance companies, and the securities regulators set the capital adequacy standards for 

securities broker-dealers. 

 Another way of organizing regulatory structures is by objective or by the risks that the 

regulator is seeking to control.  This method is employed by Australia, which has set up one 

regulatory agency to regulate the prudential risk posed by all financial institutions and another 

regulatory agency to regulate the market conduct risks posed by all financial institutions.  The 

United Kingdom has also used this approach at times over the past decade.   The United States, 

however, generally does not use this approach, although the creation of the Consumer Financial 

Protection Bureau and the concentration of prudential regulation for systemically important 

financial conglomerates in the hands of the Federal Reserve have moved the United States 

slightly in this direction.  Usually, however, each U.S. agency has the power to regulate all of the 

risks posed by the particular type of products or institutions that it supervises.  As a result, a 

financial services firm can be subject to overlapping and conflicting regulations in the United 

States when it offers hybrid products that are regulated by multiple agencies or when it offers a 

range of products that are regulated by different agencies.  For example, variable annuities are 

hybrid products that are classified as both insurance and as securities.
85

  As a result, they are 

subject to regulation by both insurance regulators and securities regulators.   

 These philosophical differences over how to organize the regulatory bodies also translate 

into differences in pension and financial services regulation in each nation.  The descriptions 

below provide a very general overview of how pensions are regulated in all three nations.  An 

extremely detailed description of pension regulation in any one of these nations would require at 

least one very long book, or possibly several books, to it justice. 

 

A.  The United States 

 

 The primary law governing pension funds in the United States is the Employee 

Retirement Income Security Act of 1974 (ERISA).
86

  Three agencies are tasked with enforcing 
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this law:  the Employee Benefits Security Administration (EBSA) within the U.S. Department of 

Labor,
87

 the Internal Revenue Service (IRS) within the U.S. Department of the Treasury, and the 

Pension Benefits Guaranty Corporation (PBGC).
88

  The Board of Directors for PBGC is 

comprised of the Secretary of Labor, the Secretary of the Treasury, and the Secretary of 

Commerce.
89

 

 ERISA requires that a business offering a defined benefit plan to its employees must 

establish a trust to manage the plan.
90

  The trustees are to manage the plan in the best interests of 

the beneficiaries, not the business sponsoring the plan.
91

  While the business and the defined 

benefit plan trust are separate legal entities and the sponsoring firm is not supposed to influence 

the trust's investment decisions, evidence exists that the sponsoring businesses do influence 

trustees' investment decisions.
92

  EBSA enforces these fiduciary standards and the disclosure 

requirements set forth under ERISA.  EBSA may investigate plans and seek both criminal and civil 

penalties for violations of the law.93  It may resort to litigation, if necessary, to enforce ERISA. 
 PBGC insures that the workers covered by defined benefit plans receive at least a portion 

of the benefits that they were promised under those plans.
94

  PBGC does not cover other types of 

retirement benefits, such as healthcare plans or defined contribution plans.
95

   

 PBGC maintains four funds on the books of the Treasury from which it pays out benefits 

- one for the basic benefits guaranteed to single-employer plans, one for the basic benefits 

guaranteed to the multiple-employer plans, one for the nonbasic benefits guaranteed to single-

employer plans, and one for the nonbasic benefits guaranteed to the multiple-employer plans.
96

  

In order to support these funds, PBGC charges premiums for the insurance that it provides to the 

plans covered by it.
97

  The Deficit Reduction Act of 2005 (DRA)
98

 raised the levels of the 

premiums that PBGC charges in order to reduce its deficit, which is the difference between 

PBGC's total assets and the present value of future benefits it must pay out.  Today a single-

employer plan must pay $30 per participant covered by it and a multiple-employer plan must pay 

$8 per participant cover by it.
99

  The PBGC can also collect additional premiums from 

underfunded single-employer pension plans at a rate "$9.00 for each $1,000 (or fraction thereof) 

of unfunded vested benefits under the plan as of the close of the preceding plan year."
100

   

 The higher premiums initially helped reduce PBGC's deficit.  PBGC's deficit has grown 

in the wake of the financial crisis and the wave of new single-employer and multiple-employer 

plans trusted to PBGC.   For example, between Aug. 1, 2007 and March 31, 2011, PBGC took 

control of over 440 single-employer pensions covering over 355,700 participants.
101

 

 

Figure 18:  Summary of PBGC's Financial Position 

For FY2001-2010
102

 

(in millions of US dollars) 

 

 

2001 2002 2003 2004 2005 2006 2007 2008 2009 2010 

Total Assets 21,768  25,430  34,016  38,993  56,470  59,972  57,241  64,612  68,736  77,827  

Present Value of Future 

Benefits 13,497  28,619  44,641  60,836  69,737  69,143  69,235  59,996  83,035  90,022  

Net Position 7,732  (3,638) (11,238) (23,305) (22,776) (18,142) (13,111) (10,678) (21,077) (21,594) 

 

 The Pension Protection Act of 2006 ("PPA")
103

 was billed by its proponents as the most 

sweeping pension reform in the United States since ERISA was enacted in 1974.  It changed the 
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definition of when a pension fund would be considered fully funded single-employer defined 

benefit plans, single employer money purchase plans, and multiple employer defined benefit 

plans.
104

  For example, a single-employer defined benefit plans would no longer be considered 

fully funded if it possessed 90 percent of the funds needed to cover the present value of future 

benefits but now needs to possess 100 percent of the funds needed  to cover the present value of 

future benefits owed by the fund.
105

   

 In addition, the PPA changed the interest rate used to calculate the present value of vested 

benefits.
106

   Instead of the interest rate for 30-year Treasury securities, a corporate bond yield 

curve would be used.
107

   The corporate bond yield curve is defined as "a yield curve which is 

prescribed by the Secretary of the Treasury for such month and which reflects the average, for 

the 24-month period ending with the month preceding such month, of monthly yields on 

investment grade corporate bonds with varying maturities and that are in the top 3 quality levels 

available."
108

 

 The PPA also changed several of the tax rules governing defined contribution plans.  It 

amended section 401(a) of the Internal Revenue Code (IRC) to allow an employee to sell any 

investments in his employer's securities held in his defined contribution plan and to reinvest the 

funds in one of the other investment options provided by the plan.
109

  It also required employers 

to offer at least three investment options other than the employer's securities.
110

  Section 904 of 

the PPA allows the employer matching contributions into an employee's defined contribution 

plan to vest within five years or for some portion of them to vest during a three to seven year 

period.
111

  This provision permits faster vesting of employer contributions than the previously 

allowed. 

 In addition, the PPA amended ERISA to make it easier for employees with defined 

contribution plans to obtain investment advice.  Section 601 of the PPA allows fiduciaries of the 

defined contribution plan, including the entity sponsoring the plan, to provide investment advice 

to plan participants under certain conditions.
112

  Previously such advice was prohibited because 

of the potential for the investment advice to be tainted by conflicts of interest.  Prior to this 

change, employers and the firms managing the funds offered within the defined contribution plan 

were reluctant to do more than provide employees with the basic details about the offered funds.  

Previously, they would not, for example, suggest how an employee might diversify his holding 

among the plan's funds in order to achieve his investment goals.  Following this change, 

employers and firms managing the funds can provide such advice.  For employees who cannot 

afford to hire independent investment advisors, this change enables them to become better 

informed prior to making decisions about how to invest the funds in their account. 

 In addition to the PWBA and the PBGC, pension funds may also have to comply with 

regulations from other federal and state financial services regulators depending upon the types of 

products that they offer or invest in.  For example, defined contribution plans offer mutual funds 

which are regulated by the Securities and Exchange Commission (SEC).  If they offer 

commodities funds, futures or options, then the Commodities Futures Trading Commission 

(CFTC), which regulates those products, will also affect their operations.  If they offer annuities, 

then they will have to comply with the regulations of the state insurance commissioners in the 

states in which they sell those products.  As there are over 115 federal and state agencies that 

regulate some aspect of financial services, pension funds may have to comply with a wide range 

of laws and regulations if they have plan participants in all fifty states.
113
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B.  Australia 

  

The Australian twin peaks approach organizes its regulatory agencies based on their risks that are 

designed to control.
114

  Australia created the Australian Securities and Investment Commission 

("ASIC") to regulate market conduct risks, such as market integrity and consumer protection 

issues, and the Australian Prudential Regulation Authority ("APRA") to regulate prudential 

risks.
115

  These two agencies are responsible for regulating these risks for the entire financial 

services sector in Australia,  including most pension schemes.
116

  Any pension scheme that is 

classified as an "excluded scheme" does not fall within the ambit of ASIC and APRA and is 

instead covered by the Australian Taxation Office ("ATO").  An "excluded scheme" is one with 

less than five employees and because they are so small are granted certain exemptions and 

concessions from the standard pension regulations.    

 Like the prudential regulators in the United States, APRA conducts on-site visits and 

examinations to assess the financial stability of the entities under its supervision.
117

  APRA uses 

PAIRS, which stands for Probability and Impact Rating System.
118

  It assesses the likelihood that 

a financial firm will be able to meet its obligations as they come due and the impact that a 

financial firm will have on the Australian financial system if it fails.
119

 

 ASIC operates as Australia's financial services, market, and corporate regulator.  It 

combines not only the consumer protection function of the banking, securities, and insurance 

regulators in the United States but it also encompasses many of the corporate law elements that 

are relegated to the states within the United States.
120

  ASIC also regulates all of Australia's 

financial markets, including the Australia Stock Exchange ("ASX").
121

  ASIC licenses and 

regulates financial services, including superannuation funds, insurance, securities, derivatives, 

and managed funds, to protect consumers against fraudulent and deceptive practices.
122

  As part 

of receiving a license from ASIC, a financial services firm agrees to: (1) operate in a manner to 

ensure that it provides its products and services "efficiently, honestly and fairly," (2) take steps to 

employ "adequately trained" and "competent" staff, and (3) to have sufficient resources to 

operate.
123

  The third requirement, however, is waived for firms that are subject to prudential 

regulation by APRA in order to avoid conflicts and duplication between the regulatory 

requirement imposed by ASIC and APRA.
124

  ASIC has a Consumer Advisory Panel to provide 

feedback on ASIC's regulations and performance and to provide advice on consumer protection 

issues.
125

   

 While the Australian system is called a twin peaks model, the ASIC and the APRA are 

not the only agencies which regulate the financial system.  The Reserve Bank of Australia 

("RBA") regulates systemic risks to the financial system, primarily by setting monetary policy.
126

  

The Australian Treasury also plays a key role by advocating policy reforms to enhance financial 

services regulation.
127

  In addition, the Australian Competition and Consumer Commission 

("ACCC") affects financial services regulation through its management of Australia's anti-

competition laws, which are equivalent to the antitrust laws in the United States.
128

  In addition, 

some specialist financial firms are regulated by the governments of the provinces and territories, 

not ASIC. 

 In order to coordinate the major regulators of financial services, the Australian 

Government established the Council of Financial Regulators, which consists of APRA, ASIC, 

RBA, and the Treasury.
129

  The Council was not created through legislation and has no 

regulatory powers independent from those possessed by its members.
130
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Figure 19: Australian Regulatory Structure 

for Pensions and Financial Services 

 
 Australia's Superannuation Industry (Supervision) Act of 1993 ("SISA")

131
 and its 

Superannuation Guarantee Charge Act ("SGCA")
132

 are the two main laws that regulate 

Australia's pension system, although there are many others.  The SGCA requires employers to 

contribute 9 percent of an employee into a superannuation fund, which can either be a defined 

benefit plan or a defined contribution plan.
133

  In practice, almost all Australian employers have 

opted for payments into defined contribution plans.  These defined contribution plans are set up 

as trusts, with half of the trustees appointed to represent the employer and half of the trustees 

appointed to represent the employees. 

 The employer must make these payments for all of its employees, except for those that 

fall within certain parameters.  Employers do not have to pay for employees who earn less than 

AUS$450 per month, who are over age 70, who are under 18, or work less than 30 hours a 

week.
134

  An employer may deduct these costs when calculating its taxes.  If the employer, 

however, chooses not to make such contributions, the Australian government will levy a 

superannuation guarantee charge ("SGC") on employer.
135

  The amounts paid to cover the SGC 

are not tax deductable.  Employers subject to an SGC must also pay administration fees and 

interest on any arrears payment.  The SGC is administered by the ATO.  The ATO will 

immediately transfer large SGC payments into the employees' superannuation funds but may 

retain small SGC payments in the ATO's Superannuation Holding Accounts Reserve ("SHAR").  

Employees who have very low incomes (between AUS$450 and AUS$900 per month) can opt 

out of the superannuation fund system and elect to receive the funds that would have been paid 

into the fund.
136

   

 Self-employed Australians can voluntarily choose to contribute to a superannuation fund 

and may deduct up to AUS$3000 from their taxes if they do so.  

 The Superannuation (Resolution of Complaints) Act 1993 created the Superannuation 

Complaints Tribunal ("SCT"), which investigates most complaints involving regulated 

superannuation funds, annuities, and retirement savings accounts ("RSAs").
137

  The SCT has 

twenty members.
138

  When a complaint is brought, three members will be selected to deal with it 

-- first through conciliation and if that fails, then through a formal review process.
139

  If the 

Superannuation 

Complaints 

Tribunal  
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person bringing the complaint is unsatisfied with how the SCT has handled it, they may file a 

complaint with the Commonwealth Ombudsman.
140

  The Commonwealth Ombudsman 

investigates complaints about any of Australia's administrative agencies as well as performing 

audits and inspections of these agencies.
141

 

 

C. United Kingdom 

  

Although the United Kingdom was frequently referred to a Single Regulator Model between 

1998 and 2010, it, in fact, had three government entities with primary regulatory authority over 

the financial services system (the Financial Services Authority, the Bank of England, and the 

Treasury) as well as several special agencies to regulate pensions (the Pensions Regulator, the 

Pensions Protection Fund, and the Fraud Protection Fund).  In 2010, the UK government 

announced that it was restructuring the way that financial services are regulated and will move 

some of the powers of the Financial Services Authority to the Bank of England.  The statute 

formalizing these changes came into force in 2012. 

 Regulatory authority for most financial services, including pensions, was concentrated in 

the Financial Services Authority ("UK FSA") until April 1, 2013 when the Financial Services 

Act 2012 took effect.
142

  The UK FSA provided both prudential and market conduct supervision 

for financial services.  Under the Financial Services Act 2012, the UK FSA was renamed the 

Financial Conduct Authority (”UK FCA”).  The UK FCA is only responsible for market conduct 

regulations.  On April 1, 2013, the Bank of England took over the UK FSA's prudential 

supervision functions.    Between 1998 and 2013, the Bank of England was only responsible for 

monetary policy while the Treasury Department was responsible for "the overall institutional 

structure of financial regulation and the legislation which governs it, including the negotiation of 

EC directives" and for accounting to Parliament and the government for serious disruptions to 

the financial system, and for the financial sector's resilience to such disruptions.
143

  In order to 

coordinate the activities of the UK FSA, the Bank of England, and the Treasury between 1998 

and 2013, the United Kingdom formed the Tripartite Standing Committee on Financial Stability 

comprised of representatives of all three agencies.
144

 

 Between 2004 and 2013, the UK FSA shared authority to regulate pensions with the 

Pensions Regulator.  After April 1, 2013, the UK FCA shares authority with the Pension 

Regulator.  The Pensions Regulator was created by the Pensions Act 2004.
145

  The objectives of 

the Pensions Regulator are: 

(a) to protect the benefits under occupational pension schemes of, or in respect of, 

members of such schemes, 

(b) to protect the benefits under personal pension schemes of, or in respect of, members 

of such schemes within subsection (2), 

(c) to reduce the risk of situations arising which may lead to compensation being payable 

from the Pension Protection Fund (see Part 2), and 

(d) to promote, and to improve understanding of, the good administration of work-based 

pension schemes.
146

 

 In order to protect defined benefit plan participants in the event that a plan became 

insolvent, the Pensions Act 2004 created the Pensions Protection Fund ("PPF"), which operates 

in ways that are similar to the U.S. PBGC.  Prior to the Pensions Act 2004, the United Kingdom 

did not have any government agency that provided the type of insurance against the insolvency 
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of a defined benefit plan.  The PPF is funded by a levy on all defined benefit plans covered by 

the PPF, the recovery of assets from the insolvent employers of pension plans that it takes over, 

the assets transfer to it when it takes over a pension plan, and the returns on its investments.  

Unlike in the United States where the amount charged to plans is set forth in the statute, the 

Board of the PPF is required every year to set the levy that will be charged to the covered 

plans.
147

  The PPF does not have free reign to set any amount it wants.  The Secretary of State 

sets the levy ceiling for each, which places a cap on the amounts that the PPF can charge.
148

 

 When the PPF takes over a pension plan, the amounts that participants will receive 

depends upon whether they were already receiving benefits at the time of the insolvency.  If they 

were, then the PPF will continue to pay the 100% of the amounts owed to them under the plan.  

If they were not, then the PPF will only pay 90% of the amounts owed to them under the plan 

from the date when they are eligible to begin collecting their benefits under the plan's terms. 

 The Pensions Act 2004 also created the Fraud Compensation Fund ("FCF") to protect 

pension plans that have lost money due to fraud.  The FCF took over the functions of the 

Pensions Compensation Fund.  Unlike the PPF, the FCF covers both defined contribution plans 

and defined benefit plans.  The FCF is fund from a levy charged on all defined contribution and 

defined benefit plans.  The rate is 25p per participant in the plans.  The FCF will pay 

compensation if the following four conditions are met: (1) the pension plan is an eligible pension 

plan, (2) it is doubtful that the employer sponsoring the plan will be able to continue as a "going 

concern", (3) it is no possibility of the pension plan being rescued, and (4) the value of the plan's 

assets was reduced by a fraudulent act.149 

 

Figure 20: UK Regulatory Structure prior to April 1, 2013
150
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Figure 21: New UK Structure as of April 1, 2013
151

 

 

 
  

IV. Impact of the Shift from Defined Benefit Plans to Defined Contribution Plans 

 

 The growth of defined contribution plans in all three countries has significant 

implications not only for workers but for the financial markets as well.  Due to these plans, a 

larger percentage of the populations of Australia, the United Kingdom, and the United States are 

investing in financial products, either directly or indirectly, then they previously did and than 

people in many other OECD nations do.  In order to assess what changes, if any, need to be made 

in light of this shift, the benefits and risks posed to workers and the financial markets need to be 

analyzed. 

 The benefits for workers of defined contribution plans include increased portability, 

quicker vesting of benefits, and a greater degree of personal autonomy over one's retirement 

future.  The main risk for workers of defined contribution plans is that they will reach retirement 

with insufficient assets to live comfortably for the remainder of their lives and as a result, will 

spend some portion of their later years in poverty.   

Financial Conduct 

Authority (formerly 
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 The primary benefit for the financial services industry of defined contribution plans is the 

chance to make significantly larger profits from managing the funds that flow through these 

plans and from taking advantage of the plans' participants who are relatively ignorant concerning 

financial markets.  The risks posed to financial markets from these plans are increased likelihood 

of bubbles in the assets in which plan participants are allowed to invest and increased pressure on 

the remaining defined benefit plans to seek higher returns through alternative investments in 

order to keep the contributions from the establishments sponsoring the plans to a minimum.  

These risks potentially fed some of the trends that led to the recent financial crisis and could help 

fuel future financial crises if not addressed. 

 

A.  Impacts on Workers - Benefits 

  

The benefits for workers of defined contribution plans include increased portability, 

quicker vesting of benefits, and a greater degree of personal autonomy over one's retirement 

future.  The importance of these benefits should not be undersold.   

 The advantages of most defined benefit plans only accrued to workers who were willing 

or able to stay employed with the same employer for long periods of time.  In addition, it usually 

took between 5-10 years for an employee to be deemed vested in his employer's defined benefit 

plan and thus, eligible to receive at least some benefits either when he left the enterprise to work 

elsewhere or retired.  Beginning in the 1970s, worker mobility in all three nations increased 

dramatically.  Today, the average worker in the United States changes jobs every 4.1 years.
152

  

As a result, fewer workers became eligible to receive funds from a defined benefit plan. 

 Under the defined contribution schemes in all three nations, the participant is 

immediately vested in the funds that he contributes to the plan.  In addition, an employee is able 

to roll these funds over into another defined contribution plan or receive a lump sum payment 

when he change jobs. 

 In addition, defined contribution plans avoid the risk that the employer sponsoring the 

plan will underfund the plan causing it to become insolvent and unable to pay the promised 

benefits.  Bankruptcies and the threat of more bankruptcies of defined benefit plans led to the 

creation of the PBGC and the PPF.  The insurance provided by PBGC and PPF is better than no 

insurance at all but neither will pay most workers 100 percent of what they were promised by 

their employers if the employers' pension plan becomes insolvent and is taken over by PBGC or 

PPF. 

 

B. Impacts on Workers – Risks 

 

1. Individuals fail to participate. 

  

 This risk applies more to the United States and the United Kingdom then it does to 

Australia because in Australia, only the self-employed and the very poor can opt out of its 

mandatory defined contribution scheme.  In both the United States and in the United Kingdom, 

significant numbers of employees who are eligible to participate do not do so.  In the United 

States, studies have shown that more than 25 percent of those who are eligible to participate do 

not.
153

  For some, inertia or procrastination plays a role because most of the defined contribution 

plans offered are structured as "opt in" plans under which the employee has to take some action 
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in order to be covered, such as filing a form indicating which funds he would like this 

contributions invested.  Some companies in these countries have adopted "opt out" defined 

contribution schemes, under which the employee is automatically enrolled in a default fund until 

he either takes the necessary steps to completely opt out of the plan or takes the steps necessary 

to select which funds he would like his contributions invested in.
154

  Under these plans, the 

percentage of employees participating in the defined contribution plans offered substantially 

increased. 

 For some employees, however, the decision to not participate is completely rationale.  

They are simply too poor to afford to contribute to a defined contribution plan and to cover their 

daily needs at the same time.
155

  Not surprisingly, younger employees, women, and minorities 

are found in higher numbers among low-income employees and as result, they are also less likely 

to participate in their employers' defined contribution plans.
156

   

  

2. Individuals who do participate fail to contribute enough. 

 

One of the major problems with the defined contribution schemes in all three nations is 

the contributions into the system simply are too small.  In the United States many individuals 

simply do not earn enough to meet current needs for food, housing, and other necessities and 

make contributions into a defined contribution plan.
157

  Even when individuals do make enough, 

many of them fail to do so for long periods of time either due to their own procrastination or 

because their employer will not allow them to do so because they fit within one of the categories 

of employees that the employer has decided to exclude from being able to participate in its 

defined contribution scheme.
158

   

 Even when they have been making contributions into a defined contribution plan, some 

workers will withdraw some or all of these funds or take out a loan against the funds in the plan 

in order to cover their debts (mortgage, credit cards, etc.) or some financial emergency because 

they have not set aside funds to cover such expenses as they arise.  As a result, they deplete the 

funds in their defined contribution plans so that the funds are insufficient when they normally 

would be scheduled to retire. Another way that employees undermine their savings in their 

defined benefit accounts is by not rolling them over when they change jobs.  When employees 

change jobs, they frequently take any contributions that they have made into their former 

employer's defined contribution scheme as a lump sum payment, even though they will have to 

pay a tax penalty on these funds, rather than rolling the money over into their new employer's 

defined contribution plan, assuming it has one, or rolling it over into an IRA.  

 Finally, it is worth noting that the fees charged to manage the funds offered within the 

define contribution plan are frequent much higher than the administrative fees paid by defined 

benefits plans.  These higher fees cut into the participant's funds for retirement and impair the 

efficiency of defined contribution plans as a retirement vehicle.  

 Some of the same problems arise for Australian workers.  First, very poor Australians 

may opt out of the superannuation fund scheme and elect to have the moneys that their employer 

would have paid into the scheme paid directly to them.  In addition, self-employed Australians 

can choose to not participate in the superannuation fund system.   

 Second, some commentators have questioned whether 9 percent is the right level of 

contributions that employers should be making into the system, particularly for those who are 

poor.  These commentators believe that it should be higher, perhaps as much as double or 18 
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percent of an employee's income,  in order for these  individuals to have accrued enough by 

retirement to live on.  The Australian government has considered raising the level to 12 percent 

but has not yet taken the necessary steps to do so.  The Labor Government in the 1990s 

considered instituting a matching program for Australians whose income fell below a certain 

threshold amount.  Under the proposed program, the Australian government would match each 

dollar that low income individuals contributed or was contributed on their behalf by their 

employers.   

 Third, Australians can request that the trustee for the superannuation account or RSA 

provide release the funds in those accounts early if they qualify on compassionate grounds, 

which generally means that they can show that they are suffering an extraordinary hardship.
159

 

The regulations allow the release of funds on compassionate grounds under the following 

circumstances: 

1. To pay for medical or dental treatment for the participant or one of his dependents and 

transportation to such treatment when the treatment is for a life-threatening illness or 

injury, alleviate acute or chronic physical pain, or improve an acute or chronic mental 

condition and the treatment is not covered by the public medical system or covered by the 

participant's private health insurance; 

2.  To provide mortgage assistance to prevent the foreclosure and sale of the participant's 

home; 

3. To pay for modifications to a house or vehicle to accommodate the needs of the 

participant or one of his dependents with a severe disability; 

4. To pay for care for a terminal medical condition; and  

5. To pay for the expenses associated with the death of one of the participant's dependents, 

including his funeral, burial, or cremation.
160

 

 If their trustee or RSA provider refuses to do so, they can petition APRA to order the release of 

the funds.
161

   Except under these circumstances, Australians cannot pull the funds out of their 

superannuation accounts before they reach age 55.
162

 

 

3.  More Businesses are Suspending or Eliminating Their DC Matches 

  

Employers in the United Kingdom and Australia do not offer matching contributions to 

their employees' defined contribution plans.  So this problem is a unique feature of American 

defined contribution plans.   

 Originally employers offered matching contributions as a means attracting better workers 

or to help convince existing employees that switching from a defined benefits to a defined 

contribution plans was not such a bad deal.  Matching contributions give workers an added 

incentive to participate in the defined contribution plan because it effectively gives each worker 

who does a slight salary increase over what they otherwise would have gotten. 

 In the recent financial crisis, however, many employers that had provided matching funds 

suspended or eliminated their programs as a cost-cutting measure.  According to the Pension 

Rights Center, since June 2008 until May 2010, over 325 firms suspended or eliminated their 

matching contributions to their employees' 401(k) plans.
163

  As the economy has picked up, some 

of these businesses have reinstated their matching programs.  Over 65 of these businesses have 

reinstated all or part of the 401(k) matching contributions program.
164

  Nevertheless, workers in 
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those plans have been put on notice that the matching program is expendable and may be 

cancelled in the future if management decides that it needs to save money.    

 

4.  Risks shifted from employers to individuals who are less qualified to bear the 

risk. 

  

a.  Individuals lack the financial skills to invest wisely.  Most people learn their financial 

skills from their parents, not from formal classes in secondary school, university, or elsewhere.  

Unfortunately, many parents do not have well developed financial skills to pass along to their 

children. 

 One of the reasons that most people their financial skills from their parents or from 

experience is because such skills usually are not taught in secondary school or most university 

programs.  Approximately 60 percent of Americans do not receive a college education.
165

  High 

school, therefore, provides the one primary formal venue for teaching financial skills.  

Unfortunately, almost three-fourths of recent high school students are financially illiterate 

according to surveys conduct by the Jump$tart Coalition.
166

  In 2008, 73.9 percent of the high 

school students who took this test failed it.
167

  Only 4.7 percent got a score that would have 

equaled a grade of C or better.
168

  Figure 22 shows the average scores of high school students on 

a financial literacy test administered biannually by the Jump$tart Coalition over the past decade.   

 

Figure 22:  Average Scores of American High School Seniors 

on the Jump$tart Financial Literacy Test 

(Maximum Possible Score = 100)
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 Of those taking this financial literacy test between 1998 and 2006, roughly 32-43 percent 

indicated that they had no plans to obtain any college education.
170

  In 2008, however, only 2.2 

percent of the high school students who take the test, indicated that they had no plans to obtain 

any college education.
171

  No explanation was given for this sudden and dramatic change.  It is 

possible that the recent financial crisis and the high levels of unemployment for those who only 

have a high school diploma or less has convinced some students that they need to obtain 

additional education following high school. 
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 In 2008, the Jump$tart Coalition administered the same financial literacy test that it 

administered to high school students to a sample of college students.
172

  Fortunately, college 

seniors did do significantly better than the high school students but were, on average, barely 

literate.  The average score for the college seniors who took the test was a 64.5, or a D.
173

   

 Perhaps these results are not surprising.  After all most college students do not take 

courses in personal finance.  Of those that do receive a college education, only about 18 percent 

major in business, although another 15 percent minor in business.
174

  Business, however, is 

includes a wide range of disciplines.  It is unclear what percentage of these business majors also 

majored or minored in finance. 

 The average Australian is not significantly more financially literate than the average 

American.  When Australia set up its Twin Peaks system, one of the underlying assumptions was 

that its citizens "should be treated as rational and informed investors, with disclosure and market 

conduct controls being the main regulatory instruments with which to oversee the industry."
175

  

Unfortunately, the Cooper Review found that a majority of Australians were not financially 

literate.
176

  It cited the 2006 Adult Literacy and Life Skills Survey of Australians conducted by 

the Australian Bureau of Statistics that found that on a practical numeracy test 53 percent of the 

15-74 years surveyed could only reach the second of five levels and that on a problem-solving 

test 70 percent could only reach the second of five levels.
177

  The administrators of the survey 

consider Level 3, or the next higher level above Level 2, as the "minimum required for 

individuals to meet the complex demands of everyday life and work in the emerging 

knowledge‐based economy."
178

 

 

 A survey on financial literacy in the United Kingdom found: 

 

 low level of financial understanding among consumers; 

 financial understanding is correlated with education and income levels; 

 respondents often feel they know more about financial matters than is actually the case; 

 consumers feel financial information is difficult to find and understand.
179

 

 

In 2004, the UK FSA considered as one of its main concerns the fact that "consumers are making 

financial decisions based on [an] inadequate understanding" of the financial products and 

services involved.
180

  

  Even when formal financial skills classes are offered, little empirical evidence exists that 

such programs work.  Financial literacy is a favorite solution proposed by politicians and 

academics to solve the lack of financial skills amongst most Americans.  Currently, twenty 

different federal agencies are running fifty-six different financial literacy programs.
181

  A recent 

U.S. Government Accountability Office (GAO) report noted: 

 

Federally funded financial literacy programs cover a number of topics (such as saving for 

retirement and avoiding fraudulent practices), target a range of audiences (such as 

schoolchildren, prospective homeowners, and investors), and include a variety of delivery 

mechanisms (such as classroom curricula, print materials, Web sites, broadcast media, 

and individual counseling).
182
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In 2003, Congress attempted to get these programs to coordinate their efforts by creating the 

Financial Literacy and Education Commission.
183

 In 2006, this commission issued the National 

Strategy for Financial Literacy, which the GAO criticized for primarily describing the existing 

programs and did not establish a strategic vision.
184

  The commission issued a new national 

strategy in 2010 and has promised to issue a plan to implement this strategy in 2011.
185

  The 

commission, however, has no independent staff or budget and cannot compel the agencies 

implementing the financial literacy programs to comply with its national strategy.
186

  As a result, 

coordination and duplication problems persist.
187

 

 Even if these coordination and duplication problems are fixed, however, little evidence 

exists that financial literacy programs actually improve people's financial skills.  Politicians and 

others who support financial literacy programs, however, rely on a limited number of studies that 

purport to show that financial literacy works.
188

  Unfortunately, all of these studies have serious 

flaws that undermine their ability to support the proposition that financial literacy programs 

work.
189

 

 Without any empirical data to show that financial literacy programs work, the repeated 

calls for more financial educational programs becomes merely an expression, at best, of a hope 

that they will work or, at worst, an ideological view that allows some to continue to advocate the 

deregulation of the financial markets without having to deal with the market imperfections 

caused by the substantial portion of the public who lack the skills to successfully operate in such 

an environment. 

 While Australia recognizes the need for financial literacy programs, it does not believe 

that it is reasonable to rely on them as the sole solution to the lack of financial skills of a 

substantial portion of its population.  The Cooper Review articulated as one of its Ten Policy 

Principles that: 

 

Financial literacy is an important long term goal, but a compulsory superannuation 

system cannot depend on all its participants having the skills necessary to comprehend 

complex financial information or being investment experts.
190

 

 

With this principle in mind, the Cooper Review attempted to build into the superannuation 

system default options that would work for people who do not have the financial skills to select 

their own investment options from the range of choices offered. 

 

 b.  Individuals are restricted in their choice of investments and thus, cannot adopt some 

of the strategies that large pension fund managers may use to safe guard their investments.  In 

the United States, the employer sponsoring the 401(k) plan or similar plan heavily influences 

who will manage the plan and the range of options that it will offer.  As long as the plan offers at 

least three reasonable options, other than the employer's stock, it is considered a valid plan under 

ERISA and the PPA.  Initially, the average U.S. employee had a very limited number of funds 

from which to choose.
191

  Today the average defined contribution plan offers eighteen funds.
192

  

This is still a far cry from the much wider range of investment options open to the defined 

benefit plan fund managers for any medium or large pension fund.  

 Even when they have a range of options, employees have a tendency to overinvest in the 

stock of their employer.  This practice continues to routinely occur, despite the debacle that such 

investments had for the Enron employees.  The PPA does require that employers allow 
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employees to sell off any of their employer's stock that they are holding in their defined 

contribution.  This change is an improvement over what occurred with Enron, which severely 

restricted when employees could sell the Enron shares held in their defined benefit plans. 

 In Australia, a worker's employer enjoys some control over where the superannuation 

contributions go because they can choose to pay them into a defined benefit plan or a defined 

contribution plan.  In practice, almost all employers pay these contributions into a defined 

contribution plan.  

    

5. Individuals who receive lump sum payments or who have control over the 

withdrawals from their defined benefit accounts frequently do not manage their 

funds well. 

 All of the hard work that plan participants have engaged in to save and grow their defined 

contribution accounts can be undone if they do not manage the funds in a way to ensure that they 

do not outlive their funds.  Some participants use lump sum payments to pay off debts or to go 

on a spending spree and as a result, they burn through their retirement savings too quickly.   

 This problem exists in both the United States and Australia.  It was less of a problem in 

the United Kingdom prior to 2011 because the law required that bulk of the funds in a defined 

contribution plan be used to purchase an annuity between the time that the funds can first be 

withdrawn and age 75.
193

     An annuity is an insurance policy that usually pays a fixed amount 

each month to the beneficiary for the remainder of their life.  It ensures that the beneficiary will 

not outlive his funds.  The size of the payments, however, depends on how much money is 

invested in the annuity and the life expectancy of the purchaser.   

 The current U.K. government passed a law to eliminate the compulsory annuitization 

requirement, which took effect on April 6, 2011.
194

  The government promoted this measure as a 

way of providing individuals with greater flexibility to manage their own retirement funds.
195

  It 

will also aid the government in reducing the U.K. deficit because the government will likely 

receive higher tax revenues as U.K. pensioners choose less tax efficient investment vehicles. 

 

C. Impact on Financial Markets – Benefits 

 

 Obviously the major benefit for the financial markets from defined contribution plans are 

the revenues that they generate for the firms who manage the mutual funds and other products 

sold to plan participants.  The mutual fund industry has been one of the greatest beneficiaries of 

this shift from defined benefit plans to defined contribution plans.  In the 1950s and 1960s, 

mutual funds struggled to get individual investors interested in their products.  Beginning in the 

1970s with the creation of the individual retirement accounts in the United States and similar 

products in Australia and the United Kingdom, mutual funds began to grow.  They took off in 

the 1980s with the growth of defined contribution plans.  In 1980, only 5.2 percent of U.S. 

households owned mutual funds but by 2009, 43.0 percent did. 
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Figure 23:  IRA Assets by Source 

(billions of US dollars) 

 

 
Figure 24:  Percentage of Certain Assets Held In IRAs 
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  Mutual funds can invest in a relatively wide range of products - stocks, bonds, 

commodities, real estate, options, futures, and many more.  As a result, all of the providers of 

those products have benefitted from the increased demand for their products.  Mutual funds and 

money market funds, which are also a frequent investment option in defined contribution plans, 

even invested in many of the riskier products that have been blamed for contributing to the recent 

financial crisis, including securitized subprime loans and collateralized debt obligations.  As a 

result, large swathes of the financial services industry has a vested interest in promoting the shift 

to defined contribution plans and lobbying against any restrictions that might limit where the 

funds of those plans can be invested.  

  

D. Impact on Financial Markets – Risks 

 

 The shift to defined contribution plans carries substantial risks for the financial markets.  

Poorly informed individuals do not always invest wisely.  Their poor investment decisions lead 

to financial products being mispriced, bubbles being created, and riskier products being sold to 

those seeking higher returns.  In addition, the creation and growth of defined contribution plans 

has put pressure on the remaining defined benefit plans to allocate larger portions of their 

portfolios to riskier alternative investments in order to obtain the returns necessary to keep the 

sponsoring firms' contributions to a minimum.  All of these factors may have contributed to 

recent financial crisis.   

 

1.  The shift decreases market efficiency. 

  

Defined contribution plans do not currently have access to many of the long-term assets in which 

defined benefits plans invest.  This hinders market efficiency.  For example, defined benefit 

plans, like Calpers, invest as much as 10 percent of their portfolios in private equity investments 

with venture capital firms and similar entities.  Those firms invest the funds in small or 

entrepreneurial businesses that use the funds to grow and develop new products.  Defined 

contribution plans do not offer this as an option for its investors.  The mutual funds that they 

offer might offer one or two funds that claim to invest in small or medium businesses but 

frequently these are small or medium-size publicly traded firms, which are not the same type of 

private start-up firms that the venture capitalists are investing in.   

 In addition, participants investing in a fund for small or medium-size firms must have a 

high risk tolerance as these firms go bankrupt with a greater frequency than do large firms.  Most 

defined contribution plan participants have tended to pick conservative investments in order to 

reduce the risk of loss.  In addition, many of them follow the same investment advice - "keep 

your fees low, invest in index funds", "more than half of all mutual funds perform worse than the 

S&P 500, invest in an S&P500 index fund", etc.  In this scenario, funds that a defined benefit 

plan might have invested to help grow small and entrepreneurial businesses mostly likely will be 

diverted into an S&P500 index fund (most 401(k) plans offer this as an option).   

  

2.  The shift encourages the development of asset bubbles. 
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As already noted above, defined contribution plans offer their participants a limited range 

of investment options.  Across employers the menu of investment options tends to be very 

similar.  Defined contribution plans frequently offer a conservative bond fund, a money market 

fund, an S&P500 fund, a small companies fund, and an international fund.  Plan participants are 

essentially chasing investing in the same assets and driving up the demand for those assets.  If 

demand exceeds supplies, then asset bubbles form as prices exceed the actual values of the assets 

being traded.  The dot.com bubble in the late 1990s is an example of this phenomenon. 

 Thus, defined contribution plans pose a serious risk of creating asset bubbles in those 

products (stocks, gold, etc.) that plan participants have been advised to invest in.  An investment 

strategy that works if one person follows it or if a small group follow it, may not work when 

millions of people are doing the exact same thing.    

 

3.  The shift encourages some individuals to invest in risky financial products in an 

effort to obtain the returns needed to grow their accounts enough to 

comfortably retire.  

  

Many employees in defined contribution plans have listened to the dire warnings that 

most people with such plans will outlive their funds.  At least some of these employees have 

adopted very aggressive investment strategies in an effort to maximize their returns, such as 

investing 100 percent of their portfolios in stocks because the "experts" say that, in the long run, 

stocks outperform bonds.  If enough plan participants are following this strategy, this can lead to 

a mispricing of the affected assets and bubbles in the prices of those assets. 

 In addition, the financial services industry might be tempted to create new financial 

products that promise higher returns.  Mortgage-backed securities and other asset-backed 

securities are examples of instruments that offered a fixed rate of return, like bonds, but usually 

at higher interest rates.  The demand for these products surged in the late 1990s when the interest 

rates on Treasury bonds and similar government bonds were very low.  The investors who 

purchased these instruments thought that they were buying a relatively conservative investment 

with a high rate of return.   

 The demand for these instruments was so great that the banks and mortgage brokers 

weakened the lending requirements for home loans because they knew that they could easily 

securitize the mortgages and pass any risks along to the ultimate holders of those securities.  

Thus, participants in defined contribution plans may have played a role in the financial crisis 

through their participation in the securitization markets. 

 

4.  The shift increases the pressure on defined benefit plans to achieve higher rates 

of return. 

  

Institutional investors, including pension funds, comprise the largest source for private 

equity investments.  Private equity includes venture capital, angel investors, and corporate 

investments.  Generally, pension funds prefer to use a fund to invest in private equity rather than 

to make such investments directly.
196

 

 Defined benefit plans need high rates of return in order to meet their actuarial targets and 

remain fully funded without additional infusions of capital from the businesses sponsoring them.  

In order to achieve those high rates of return in the years leading up to the financial crisis, 
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pension funds increasingly turned to hedge funds.
197

  One article quoting Herbert Kaufman, a 

finance professor at W.P. Carey School of Business, Arizona State University, noted: 

 

"Pension fund managers are in sort of a desperate situation right now," Kaufman said. 

These managers need returns on investments based on an actuarial assumption to their 

pension obligations -- frequently about 8 percent. "And those equity and bond returns, 

their traditional portfolio holdings, have evaporated in this environment," he said. "So 

they looked for alternative investments to raise their overall returns to their assumed 8 

percent, which they hadn't been able to achieve."
198

 

 

 Prior to the financial crisis, pension funds typically invested 10 percent or less of their 

investment portfolio in hedge funds.
199

  Some commentators did concede that if the amounts 

invested in hedge funds or other alternative investment instruments increased significantly that 

this would be "very worrisome."
200

  One of the reasons for this concern is that hedge fund 

investments require a lock-up commitment of between one and twelve years, during which the 

investors cannot withdraw the funds that they invested in the hedge fund.
201

  In addition, it is 

harder for hedge funds to deliver the exceptionally high returns that they originally touted, as 

much as 30 percent or more, when more money is attempting to pursue the same strategies.
202

  In 

2006, before the financial crisis began, hedge funds were struggling to meet their investors' 

expectations.  David Friedland, the then President of the Hedge Fund Association, noted in 2006 

that the hedge fund industry was experiencing deteriorating market conditions due to the 

substantial sums being invested in hedge funds and commented: 

 

What I mean by [deteriorating market conditions] is it's a lack of market investment 

opportunity, coupled with increased monies facing those investing opportunities that lead 

to a reduction in overall returns in that particular area. When you've got more and more 

dollars chasing fewer and fewer deals, the spread tends to narrow and the risks tend to 

increase. You'll find that there will be a lowering of return expectations in some of those 

strategies, because of that."
203

 

 In all three nations, the trustees for the firm sponsored defined benefit plans are not 

supposed to be managing the plans for the benefit of the sponsoring firm.  Instead, the trustees 

are legally required to manage the defined benefit trust for the beneficiaries.  Unfortunately, 

many studies have found that the many of the managers and trustees of defined benefit plans are 

influenced by what the sponsoring enterprise wants. 

  One study found that defined benefit plans with a high proportion of insider-

trustees and with heavily indebted sponsoring firms tend to invest a larger portion their assets in 

risky equity investments.
204

   The study also found that the pension plans with a high proportion 

of insider-trustees also results in the sponsoring firms making smaller contributions to the 

pension plan.
205

  Other studies have found that extremely underfunded pension plans tend invest 

in more conservative fixed income securities while pension plans that are only moderately 

underfunded or overfunded will invest in riskier equity securities.
206

  The sponsoring firm for an 

extremely underfunded pension plan may have decided that it will declare bankruptcy or take 

other actions to close the defined benefit plan and turn it over to the PBGC.  As a result, it does 

not want to take any actions that might put that process in jeopardy or potentially give rise to 

claims that the firm should have made additional contributions to the pension plan.  Sponsoring 
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firms for moderately underfunded pension plans might encourage risky investments in order to 

decrease the likelihood that the firms will have to make larger minimum contributions in the 

future to correct the underfunding problem.
207

 

 

CONCLUSION: WHERE DO WE GO FROM HERE? 

 

 What the above analysis highlights is that the shift to defined contribution plans has 

created significant risks and costs both for works and for the financial markets.  Certainly, some 

of the risks posed by these plans could be mitigated if certain minor legal changes were enacted.  

For example, U.S. defined contribution plan participants would be less likely to outlive their 

savings if ERISA was amended to prevent early withdrawals except in cases on undue hardship, 

required participants to always rollover the funds in their plans to another defined contribution 

plan or an IRA when participants changed jobs, and required participants to use the funds to 

annuitize at least a majority of the funds when they reach retirement age.  In addition, if the 

United States adopted a mandatory employer contribution program like Australia's a much larger 

percentage of the U.S. population would be covered by some type of private pension.  Right now  

barely half of U.S. employees are covered.   

 Getting these changes will be politically difficult, particularly any move to a mandatory 

employer contribution system.  All of these changes would reduce the flexibility of participants 

to use their money as they see fit.  Significant numbers of Americans who participate in these 

plans would prefer to keep the system as it is, even if it means that they end up in poverty in their 

later years. 

 One thing that could be done would be to establish more clearly what the linkages are 

between the defined contribution and defined benefit pension plans and the wider financial 

services industry.  Such linkages could potentially pose systemic risks to the financial markets.  

The Dodd-Frank Act created the Office of Financial Research to investigate systemic risks.  

Congress or the Financial Stability Oversight Council could task this office with investigating 

such issues and formulating recommendations about how to address them.  
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