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Abstract

In the past two decades, Latin American countiésrmed their pension
systems focusing mainly on addressing the weakses$ethe contributory
schemes - fiscal unsustainability, low coverageelevand a high degree of
segmentation- and barely addressed the non-cotdrnibelement. The reform
experiences show however that the intended refalitisnot manage to meet
their objectives. Firstly, to this day, a large podion of the population remains
inadequately covered by the contributory systemcoBdly, the fiscal
performance and outcome of the reform was worse ¢h@inally planned. The
possibilities for the success of these reforms daseveral constraints of a
structural nature that are independent of the pansystem itself and that as a
result can not be overcome by a pension refornudicy mainly the limited
savings capacity of some population groups and thstability and
precariousness of the labor markets in the redibe.Latin American experience
shares similarities with that of China in terms afverage, labor market
informality. Both cases attest to the importanceambining contributory and
non-contributory components in pension reform desig
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Introduction

The main function of a country’s pension systertoiguarantee the adequate insurance
of the population against old age poverty. To #msl, pension systems generailymbine a
contributory scheme with a non-contributory compan@ solidarity component) by which
basic benefits are delivered to individuals whoehezached old age and are unable to finance
their basic expenses regardless of past contrii((BCLAC, 2006).

Pension systems in Latin America have tended, hewew® rely mainly on contributory
schemes. Non-contributory programs have been spanske of very limited scope and
application. Non-contributory programs have beepliad in a few countries but even so have
lacked substantially in terms of coverage as treyetbeen able to attend only a small fraction
of the elderly. In addition, these have providedgeneral uncertain welfare protection since
benefits have been known to be granted under aleamset of rules and mostly through the
discretionary power of the authorities (ECLAC, 2006

Since their inception, contributory pension schemesatin America were organized in
the form of pay-as-you-go (PAYGO) intergeneratioc@htract systems. Over time the PAYGO
systems faced insurmountable difficulties as thésel become characterized by fiscal
unsustainability, low coverage levels and a higlgrele of (inequitable) segmentation. As a
result, Latin American countries were forced tooref their pension systems. The non-reform
of the pension system was not an available option.

To this end, —starting with Chile in the 1980’s aecadntinuing with several other
countries in the 1990’s- Latin American countrieslertook structural pension reforms focused
mainly on addressing the weaknesses of the cotarpischemes and barely addressing the
non-contributory element. These reforms replacedoonbined the existing PAYGO systems
with fully funded models of individual capitalizah.

The underlying rationale for this particular modereform was that by establishing a
fully funded component of individual capitalizatiorthe tighter linkage between the
contributions made and the pension received woelduge (in the long term) the fiscal
requirements stemming from the reformed systemhifjirsy the economic and financial risks
of pension provision —totally or in part- from tB¢ate to the workers themselves. At the same
time, the close linkage between contributions aedefits would reduce the “tax connotation”
of the pension-fund contributions paid by affilst@nd in that way provide an incentive for the
formalization of the labor force and the expansiboontributory coverage (ECLAC, 2006).

The pension reform experience of the Latin Americanntries in the past two decades
shows however that the intended reforms did notagarto meet their objectives. Firstly, to this
day, a large proportion of the population remainadequately covered by the contributory
system. Secondly, the fiscal performance and outcofithe reform was worse than originally
planned.

In spite of the closer correlation between contitns and benefits in countries that
have undertaken structural reforms, no significansystematic increases in pension coverage



rates can be observed. In fact, the ratio betwdennumber of workers actually making
contributions in a given period and the economycatitive population (EAP) of the economy
does not exhibit a clear trend after the reform&il®\in some countries coverage expanded in
others it decreased even further. Moreover theeene shows that existing contributory social
protection systems cover only a fraction of mald &male workers with the situation being
more complex in rural areas and among workersenriformal sector. Finally, the inequalities
in coverage -that had been a pervasive elementrdipn systems in Latin America since their
inception- remained unchanged after the reforms.

On the fiscal front, the analysis shows that thegition costs of the pension reform are
by no means negligible and in fact can represarthe cases analyzed in this paper, up to 1.5%
of GDP. Transition costs can also be protracted twee. Furthermore, governments have had
to rely on non-contributory fiscal expenditures asubsidies to partially compensate for the
failure of the reforms to substantially expand thebverage, thereby increasing the fiscal
burden of the reform.

The possibilities for the success of these refdaned several constraints of a structural
nature that are independent of the pension sydtsth and that as a result can not be overcome
by a pension reform. These constraints include ipdhe limited savings capacity of some
population groups and the instability and precammss of the labor markets in the region
(ECLAC, 2006).

As a result, given the unlikely alteration in theseictural characteristics, the prospects
for a reversal in the coverage situation of thespgnsystem in the short to medium term are not
encouraging. It is therefore urgent to work tovgattie development of social protection
systems that are not uniquely employment-basedaduiition to seeking ways to build the
capacity of national economies for creating desenitk, progress must be made in adopting
measures to guarantee adequate and stable finanoinder to supplement employment-based
protection with non-contributory solidarity baseéchanisms (ECLAC, 2006).

The Latin American experience and history in pemsieform is not unique to the
region. Countries of other regions of the develgpiorld, affected by the same problems and
prompted by the same concerns (fiscal unsustaityaéild low coverage) as those pertaining to
Latin America, have opted to undertake a similahpa pension reform. Such is the case of
China, which following several unsuccessful attesppéeplaced its PAYGO system in 1997,
with a mixed pension system. In spite of more tlme decade since the reform was
implemented, many of the problems that plagued#®g¢GO system remain unresolved.

The analysis of the pension reform outcomes innLatmerica in terms of coverage,
fiscal performance can provide useful insights tltee Chinese case since both cases share
important similarities.

For one thing, as with Latin America, the existenfestructural constraints in China,
such as its high degree of labor market informaligpresent a significant obstacle to the
success of the pension reform in terms of covenageoth cases, the formalization of the labor
market is a prerequisite for pension reform succéssthe case of China, labor market



precariousness is magnified by the sheer sizesatiital population and the growing migration
flows from rural to urban areas.

Also, both cases point to the importance of conmgnin pension reform design market
incentives, through a contributory component, wihstrong and operational solidarity
component (non-contributory component) clearlymisdi, and delimited.

This paper analyses the pension system reformsemgited by Latin American
countries with a view to assess the outcomes mgef fiscal performance and of contributory
coverage. The paper also builds on the Latin Ataeriexperiences analyzed, to draw general
implications that may be of use when analyzing @menese current experience with pension
reform.

The paper is divided into six sections. The firel aecond sections provide a description
of the motives and strategies for pension refonmkatin America. The third section analyses
the outcomes of the reforms in terms of the fiseglirements of the pension system during and
after the reform. The fourth section examines tbhecames of reforms in terms of (quality)
contributory coverage. The fifth section centers the lessons of the Latin American
experiences for the Chinese case. The final rébflestare found in the conclusion.



1. Motivation and strategies of pension reform in Latin America
1.1. Motivation for reforms

At the time of the reform initiatives, which stadtevith Chile in the 1980’s and
intensified in the 1990’s with many other countripension systems in Latin America were
experiencing serious difficulties both at the namtcibutory and contributory levefsNon-
contributory programs were very limited, existinglyoin a few countries. Even in these
countries the benefits were sometimes granted wiitiear rules responding to discretional
initiatives. Furthermore, they covered a small prtipn of the elderly and in general provided
limited and uncertain welfare protection (ECLACOB).

Pension systems were thus relying mainly on theritanory schemes, traditionally
organized in the form of pay-as-you-go (PAYGO) igenerational contract systems- These
contributory PAYGO pension schemes had become ctemrzed by fiscal unsustainability, low
coverage levels and a high degree of (inequitafdgimentation. Structural pension reforms
focused mainly on addressing these weaknesses eofcahtributory schemes and barely
addressed the non-contributory element.

1.2. Fiscal unsustainability

PAYGO systems in various Latin American countrierevfacing severe disequilibria
both in terms of their current balances as in tesfitheir long run sustainability which put a lot
of pressure on fiscal budget and deficit.

Contribution revenue had been decreasing as at resulsing dependency ratios and
increased evasion together with macroeconomic <rg@ch caused a rise in unemployment
and the informalisation of part of the labor force.

At the same time, pension expenditures had beenimgorapidly as a result of larger
numbers of pensioners -in line with population agetogether with repeated benefit increases.
As a result contribution revenue had become ingefit to cover current benefit expenditures
and pension systems exhibited increasing deficits.

The fiscal situation was projected to worsen inltmgy-term as population ageing would
put even further pressures on the systems’ balamcesl the Latin American countries that
undertook structural reforms, the present valughef stream of benefits to be paid by the
PAYGO system to contributors, beneficiaries, arartBurvivors (generally called the Implicit
Pension Debt) was projected to increase monotdyiealoss time, in line with the systems’
maturity and population ageing.

2 Non-contributory programs are a solidarity elemafrthe pension system consisting in providing lieneo the
elderly in need regardless of past contributiossony.



For example, Implicit Public Debt levels projectied 2050 by Zviniene and Packard (2004)
were at 211% without reform for Chile, 121% witheetorm for Argentina and 313% without
reform for Uruguay.

1.3. Low coverage levels

More than half of pension system structural refasrexhibited unsatisfactory coverage
levels of their PAYGO schemes. Only four out ofvele reforming countries, Argentina, Chile,
Costa Rica and Uruguay, reached contributory caeeratios equal to or above 50% of their
labor force in the pre-reform years. A second grotipountries including Colombia, Mexico,
Dominican Republic and Peru reached contributornyecage levels comprised between 30%
and 40% of the labor force. Finally, the group obger countries among pension reformers —
Bolivia, Ecuador, El Salvador and Nicaragua-, ekéd contributory coverage levels ranging
between 10% and 20% of the labor force (Mesa-La§02a; Mesa-Lago, 2004a).

Although the causes behind this low coverage lefeglshe majority of Latin America
pension reformers responded to structural problemthe labor market together with low
savings capacity of the population, the reform Wwased on the logic that the causes were
basically lack of positive incentives to contribuded limited trust in the public system.
Specifically, one set of hypothesis argued that B&Y systems established weak linkages
between contributions and retirement benefits. Ths agents to perceive social security
contributions as a tax on income and, as a rgaudyjided a disincentive to contribute. Another
type of explanation hypothesized that the mainessas not the perception of social security
contributions as a tax on income, but rather thregpetion that the benefits were not sufficient to
‘induce workers to contribute to the pension system

With this logic in mind, the assumption behind tteforms was that a tighter link
between benefits and contributions -brought abguhb introduction of a defined contribution
component through individual accounts- would affpeositively the incentives of workers to
contribute (Arza, 2008). This, together with gredtansparency and efficiency of the system,
would bring about the “formalization” of the lablmrce and thus raise contributory coverage.

1.4. High degree of (inequitable) fragmentation

In general pension systems tended to be highlynfesged; multiple schemes existed at the
same time with very different conditions for pagetion and benefits. Besides, systems were in
many cases subject to abuse by political groupsesiienefits were decided by lobbying and
political power, leaving vast groups of populatiara disadvantaged position or even excluded
from the system (Queisser, 1998).



2. Strategies of reform

In view of the above shortcomings of traditional\F&0 schemes, since the 1980’s several
of the region’s countries made structural reforatally or partially replacing them with systems
containing a fully funded component of individuadigpitalized accounts.

The reforms introduced can be classified in thread types: (i) the substitutive type, where
a PAYGO regime is totally replaced by a fully fuddeystem of individually capitalized
accounts; (ii) those that entail the introductidrparallel regimes which maintain the PAYGO
component, but also incorporate a fully-funded\viaiial-account component as an alternative;
(i) those that establish mixed models that ineluan individual-account component as a
complement to the PAYGO regime (ECLAC, 2006). Tabkleshows the eleven structural
reforming countries according to the type of mddebduced by the reforms.

Table 1: Structural Reformsin Latin American Countries

Reform modé, country and starting date Financial regime Benefits calculation

Fully funded substitutive model

Chile: May 1981

Bolivia: May 1997 Individually capitalized Defined contribution

Mexico: September 1997 accounts

El Salvador: May 1998

Dominican Republic: 2003-2005

Fully funded parallel model

(workers can choose the system of their preference) PAYGO Defined benefit

Peru: June 1993 Individually capitalized Defined contribution

Colombia: April 1994 accounts

Fully funded mixed model

(workers pay into both systems simultaneously) PAYGO Defined benefit

Argentina: July 1994

Uruguay: April 1996

Costa Rica: May 2001

Individually capitalized

Defined contribution
accounts

Ecuador: 2001

Source: ECLAC (2006); Mesa-Lago (2004a)

In these three types of reformed systems, benphid by the individual account
components are not defined. Rather, they depemdthliron the actuarial result of capitalizing
individual contributions on financial markets. Thaye therefore a function of the worker’'s
lifetime earnings, contribution history and investrh decisions made by the administrators of
such accounts (ECLAC, 2006; Arenas de Mesa e2@06).

This stronger link between the contributions magleeach individual and the pensions
paid to him/her was intended to (i) counteractldmg-term financial sustainability problems of
traditional PAYGO models by shifting the economidinancial risks of pension provision —



totally or in part- from the State to the workdnemselves and (ii) reduce the “tax connotation”
of the pension-fund contributions paid by affilist@nd in that way provide an incentive for the
formalization of the labor force and the expansibonontributory coverage (ECLAC, 2006).

3. Fiscal requirements of the pension system during and after the reform

The structural reform of a pension system from & 8® regime to a system containing
individually capitalized accounts entails transitioosts. The transition costs are expected to
decline over time and disappear, once the tramsgiitasefrom one system to the next is
complete. However as experiences show, transitibasgs can be long and protracted.
Depending on th@lemographic characteristics of the country andsihecificities regarding the
pension system, transition phases can last froto 40 years (Mesa-Lago, 2002b).

Also, other fiscal requirements stemming from tiperation requirements of the pension
system will be present not only during but alsem@athe completion of the transition phase.
These include:

4 Non-contributory assistance pensions (pillar zévg)oor non-insured workefs.

4 Subsidies to top-up contributory pillar pensionsengrally called Minimum
Pension Guarantegs

4 Subsidies to independent “special” pension schameases where some of these
where not consolidated by the reform and/or subsith the PAYGO public pillar
remaining in place (in cases of mixed or parallpktreforms).

31 Transition cost

A structural reform that implies a change in theaficial regime of the contributory
pension system from an intergenerational contragtgs-you-go (PAYGO) system —where
active workers finance current pensions- to indieid capitalization—where each person’s
pension is financed by his/her own savings in aividual account- may imply incurring costs
of transition which, as shown by some country eigmees analyzed below, are high and long
lasting.

These transition costs are usually divided in tasib parts: (i) th@perating deficitof
the public PAYGO system and (ii) threcognitionof past contributions into the old system
made by workers who move to the new system (oftdled "recognition bond") (ECLAC,
2006; Mesa Lago, 2002a).

% The expenditure on assistance pensions is naalacuconsequence of the reforms but rather texi
independently of the latter, in the old and neways.



Source: Own elaboration using AIOS; Mesa Lago (2002

Table 2: Fiscal Requirements of the pension system during and after reform

Type of Reform

Treatment given to individuals

Fiscal Requirements

Transition Cost
(I) Operating deficit of PAYGO

(I) Recognition of past contributions to old PAYGO

Minimum Pension Guarantees

Assistance Pensions

Subsidies to independent “special” pension sch
not consolidated by the reform (if needed)

emes

Chile

Substitutive

PAYGO system is closed to new affiliates. It is
substituted by fully funded model of Individually
Capitalized Accounts (IA).

1980

"Old men" stay in the PAYGO system
“"New men" compulsorily to IA system
“Middle men" given short time to choose
between swithching to IA system or stay in
PAYGO

Yes, the PAYGO system looses most of its
revenues because contributions are diverted to
the I1A's and still has to pay its obligations with
old men and middle men that chose not to
switch.

Yes, to all "middle men" that switch to 1A
system. Value of contributions made is
recognized through public debt instruments
("Recognition Bonds)" . They have no ceiling,
are adjustable to inflation and earn 4% real
interest annualy.

Yes, the Government gives MPG's to all those
affiliates of 1A system that do not accumulate
enough funds to retire with a pension higher than
the statutory minimum (provided they comply

with required minimum years of contributions)

Yes, assistance pensions ("PASIS") are in place
for indigent elderly not covered by the
contributory system. But Government limited the
amount of PASIS given out in order to control
fiscal costs and therefore many people did not
receive this coverage although qualifying for it.

Yes, for example the armed forces' pension
scheme was not consolidated by the reform

b); Mesa Lago (2004) and ILO (2005).

Argentina

Mixed

combines a reformed public PAYGO first pillar with
a second pillar that offers workers the choice
between: a PAYGO scheme paying a defined
benefit or a fully funded individually capitalized
account (IA).

1993

"Old men" stay in PAYGO system

"New men" can choose between mixed system or
reformed PAYGO system

“Middle men" can choose between mixed system or
reformed PAYGO system

Yes, the PAYGO system looses contributions of
those that choose IA option for second pillar. It still
has to pay pensions to "old men", first pillar benefits
to all retirees in mixed system, and second pillar
benefits to workers those that choose PAYGO
option for their second pillar.

Yes, but only to individuals fulffiling retirement
conditions (i.e 30 years of contributions in total).
Value of contributions made is recognized through
the Compensatory Benefit ("Prestacion
Compensatoria”). It is adjustable but has a ceiling,
and earns no interest.

The minimum pension is given by the one paid by
the first public PAYGO pillar (the Basic Universal
Benefit or "Prestacién Basica Universal”) to those
complying with the required 30 years of
contributions. The Government does not guarantee
a minimum pension in the IA pillar.

Yes, assistance pensions are in place for poor

individuals who are not covered by the contributory

system and not receiving any other type of pension.

Yes, for example the armed forces' pension scheme
was not consolidated by the reform. Pension
schemes of some provinces (together with their
deficits) have been transferred to the national
system.

Costa Rica

Mixed

combines a public PCF first pillar with a second
pillar of fully funded individually capitalized
accountS (IA).

2000

"Old men" stay in PAYGO system
"New men" compulsorily to mixed system

"Middle men" compulsorily to mixed system

No, the public system does not loose part of its
contributions because the IA are funded by
contributions diverted from other purposes and
NOT from the public system.

No, because the public pillar remains open and
pays a pension under the same conditions that
before the reform

The minimum pension is given by the one paid
by the first public pillar to those complying with
the required 25 years of contributions. The
Government does not guarantee a minimum
pension in the IA pillar.

Yes, assistance pensions are in place for poor
individuals not covered by the contributory
system.

Yes, for example for example the Judiciary
Power and Teachers pension schemes was not
consolidated by the reform.
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3.1.1. Operating deficit

The operating deficit of the public system occuesause, after the reform, the public
PAYGO pillar is left without contributors or with minority of them, but with the burden of all
current pensions plus those that will be eventugidénted to the insured that chose to stay in the
old system (Mesa-Lago, 2002a).

The degree to which the PAYGO regime is replacedhegyindividual capitalization
component is the key determinant of the changesmtribution revenue received by the public
system and therefore of the size of the operatefigitithat this one will incur.

In the extreme case of a substitutive reform, inctviihe PAYGO scheme is closed to
new affiliates and a majority of the existing affies move (generally voluntarily) to the funded
scheme, the transition immediately generates tbe &b a majority of contribution revenue for
the public system. This, together with paymentpaisions that must continue, gives rise to an
immediate increase in the operating deficit (anngXa of this is Chile as it will be discussed
below).

In the less extreme where the new system is miaed therefore includes a compulsory
PAYGO first pillar- part of the contributions maysa be diverted to the funded pillar, but a
certain amount of them will still be going towarth® public system (ECLAC, 2006). In this
case the operating deficit need not be as large @ substitutive case (an example discussed
below is that of Argentina). It may even be theecdsatnew contributions are put in place to
fund the individual accounts in the mixed systenttssd none at all have to be diverted away
from the public first pillar. In this case, the pigbpillar will experience no change in its
contribution revenues as a consequence of themegfan example of this is Costa Rica).

3.1.2 Recognition of past contributions

A key institutional design issue of the reformsnfroan intergeneration contract
(PAYGO) to a system containing individual accoumsto determine what will be the
Government’s obligations towards current workerowlave accrued benefits under the old
PAYGO system and decide to switch to the new system

If the reform is substitutive and completely elilmies the PAYGO pillar, workers that
change to the new system should be recognizedie seay for the contributions already made
to the system that ceased to exist, but the geityerdghis recognition is the issue that has to be
decided. In this sense countries faceade-off because a less generous recognition échpmt
adjusted, no interest earned, previous contribati@guired) in order to reduce fiscal costs goes in
detriment to the general welfare of the insuredgdd.ago, 2002b). An example of this trade-off is
given byChile whose reform was thmost generous of all, -the Governmestognized the whole
value of contributions with no upper ceiling, adgdgthem for inflation and paid an interest on
the value-but also the most onerous from a fiscal standddiesa-Lago, 2002b). Other reforming
countries opted for less generous and less expegitions to recognize contributions only to
some workers complying with a minimum number oftabations, not adjust the contribution
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value for inflation, not to pay interest). Mexico for example, the reformanly recognized the
years of contributions but not the value of conttibns made®

If the system emerging after the reform is mixed amaintains a public PAYGO pillar,
working basically with the same conditions as befibre reforms, countries need not make an
explicit recognition of contributions because induals will end up receiving a pension from
that pillar anyway. An example of the latter is esta Rican mixed reform.

Lastly, if the new system is mixed but the new PAY@illar works with benefits and
conditions completely different to the ones premgibefore the reform countries may choose to
recognize explicitly rights accrued by individuaighe old PAYGO (an example is Argentina).

Next we examine the experience with transitioncastthree Latin American countries
that underwent structural reforms in the directmnsubstituting (Chile) orcomplementing
(Argentina, Costa Rica) their public PAYGO systenith individually capitalized fully funded
components. The analysis will offer some insightshow the above factors affected the
transition costs.

3.1.3 Theextreme case of Chile: thelargest transition costs

In 1980, Chile implemented a substitutive reformtsfpension system through which
the existing public PAYGO system was closed to radfiliates and replaced by a private,
defined contributions, fully funded system of indiwally capitalized accounts. Individuals
already retired as of the reform dat®ld’ meri) continued to receive their pension form the
PAYGO regime but individuals entering the work ferafter the reform dater(ew meh) had
to compulsorily enroll in the new system.

On the other hand, individuals already working Bthe reform date ¢hiddle mei) had
the choice of remaining in the old PAYG system witching to the new individual account
system. A majority of them chose to switch becaheg were given incentives to do so; their
contribution rates were set much lower in the newtesn, and the Government made a
compromise to recognize the value of their pastrdmutions to the PAYGO system (Uthoff,
2001).

The reform brought about a large immediate incraasthe operating deficitof the
public PAYGO system that saw its contributions aimcompletely diverted to the individual
accounts and still had to pay pensions to all tiid eri and to the few fhiddle mehwho

* Instead, in Mexico all workers who changed torikey system were given the option of a “life timetst/ this

is, to choose at retirement between a pension ledéécliaccording to the rules of the old systemapénsion from
their individual account balance (Queisser, 199&sa-Lago, 2000).

5 If the conditions of the post-reform PAYGO are saicand/or its benefits lower, countries have imegal
generated an age division of workers in such a tlvaythe reform does not apply (or applies grdgiu& older
generations of workers and no abrupt decreasernefite occurs to thenDlder generations of workers are the most
affected by the reforms; they have already madeymyears of contributions to the old more generaigtesn and if the new
system and rules were applied to them they wowe th@wer first pillar benefits and not enough ydafsto generate a benefit
equivalent to this loss in the second pillar.



12

chose to stay in that system. The operating defiag the main factor explaining the transition
cost throughout the whole period; it increased fth8% of GDP in 1980, before the reform, to
a peak of 4.7% of GDP in 1984 and only then stiaidedecline. It is projected to stand at 1.5%
of GDP by 2010Ipforme de Diagndstico para el Consejo Asesor garReforma Previsional
2006). Nevertheless it should be borne in mind thatincrease in the operating deficit of the
system was not only a consequence of the refornofoather factors that affected it at the same
time. In particular, immediately after the reforhretdecrease in revenues of the public system
was accentuated by the economic crisis of the paggnof the 1980’s which caused a decrease
in real wages and an increase in unemploymenty Eestimates indicate that only 20% of the
operating deficit during the first years after tleform was caused exclusively by the loss of
contributory revenue diverted into individual acntaf

In terms of the second component of the transitost, the recognition of accrued
benefits under the old PAYGO system, the Governndeided to recognize the value of all
past contributions made to the old system tmydtle mehwho switched to the new one. This
was done by transforming them into public-debtriunsents (the Recognition Bond} that
mature upon retirement of the worker. It is at thmement that the sum is deposited in his
individual account. The expenditure on such bonds is therefore defdrrdiine in line with
“middle mehretirements (ECLAC, 2006). It started at levet0dl% of GDP in 1982 and has
been increasing steadily since then reaching 1.8%RP in 2004 Ihforme de Diagndstico
para el Consejo Asesor para la Reforma PrevisipBa06).

3.1.4 Theother extreme: no transition costsin Costa Rica

In 2000 Costa Rica reformed its pension system antoixed model that combined the
existing public pillar (functioning under Partialoliective Funding) with a fully funded
compulsory second pillar through individually cafited account&. The new mixed system
was made compulsory for alhéw mehand “middle meh The reform did not bring about an
operating deficitof the public pillar because this one did not lesatributory revenue. The
contributions to fund the individual accounts weog diverted from it but instead represented a
reallocation of employer contributions that werigimally assigned to other purposes.

® These estimates are found in Larrain and Verd208Q) are based on earlier figures for the opamatideficit
which do not coincide with the ones used here.

" These bonds are inflation indexed and earn a fixetlest of 4% per annum.

8 In contrast to most Latin American pension systeimes existing public pension system in Costa Riaa, instead
of a purely PAYGO system, a partially funded defirteenefit system working under what is known adifdar
Collective Funding (PCF) (Martinez Franzoni, 2008Bhis is the system that remained in place asitseillar
after the structural reform. In the PCF (Partiall€zive Funding) a fund is created with part of ttontributions
received by the public pillar and it is investectisat interest earnings from it together with feteontributions are
used to fund the pensions of a certain period.oB&ally it is evaluated whether the funds accutedaand the
Lnterest earnings are enough to pay obligationsifamat, the contribution rates of the system alpisted.
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In Costa Rica, there was necognition of past contribution® the PAYGO pillar because this
one remained open and paying first pillar bendfitsall retirees under basically the same
conditions as prior to the reforti Therefore in Costa Rica transition costs did misteas such.

3.1.5. An intermediate case: Argentina

In 1993 Argentina reformed its pension system f@fAYGO system to a mixed one
that was compulsory tall “middle meh and “new meh The new mixed system combines a
reformed public PAYGO first pillar with a secondlai that offers workers the choice between:
a PAYGO scheme paying a defined benefit or a fiulhded individually capitalized account.
The revenues of the public PAYGO system were reglilcea magnitude corresponding to the
contributions of all the workers that choose thdividual account option for their second pillar.
An increase in theperating deficitof the public system arises as a consequenceesé tlower
revenues and this is a first part of the transitiost of the mixed reform.

But here, as in the Chilean case, there is a sepandarising from recognition of
contributions made to the pre-reform PAYGO systéms is because in the Argentine case, the
reformed PAYGO system does not pay benefits uritiesdme conditions as before the reform.
Instead, it pays a flat first pillar benefit equeat to around 28% of the economy’s average
wage at the time of the reform) to all workers aedond pillar benefits only to those who chose
the PAYGO optiort! Therefore as threw PAYGO system was conceived so differently to the
old one, the government implemented a transitiooampensatory benefitn order to
compensate middle meh for their rights accrued in the pre-reform PAYCGEstem. The
objective was to maintain their benefits similarvtbat they would have been under the pre-
reform rules? This compensatory benefit is paid in the form omanthly pension to all
“middle men” upon their retirement. By choosingsthype of payment instead of redeeming the
whole recognition bond at the moment of retiremirt cost is stretched out over a longer
period in time.

With the reform in place, the deficit of the pubpension system rose from 1.8% of
GDP in 1993 to a maximum of 3.5% in 2001. Thentatted to decrease standing at 1.6% in
20061° Nevertheless, as in the case of Chile, the iserdéa the deficit in the Argentine case
cannot all be associated with the effect of thesmemreform. Other factors have been strongly
influencing the expenditure and revenue of theesysand it is not obvious how to isolate their

19In 2005, the public system was parametrically mafed and stricter conditions and benefits wereipyilace.
Nevertheless, these new conditions did not apptyapplied very modestly- for the older generatiohsmiddle
meri, the ones that had a larger number of contrimgtialready made to the old more generous system.

Y The uniform benefit for all workers whatever theiage is paid provided they satisfy the requiredimim
conditions and it implies an important redistrilvetielement. Nowadays the benefit is much lower tharoriginal
28% since in the year following the reform its cddtion underwent changes and it was not adjustethfiation.
12 The compensatory benefit is equivalent to 1.5%ase salary for every year contributed to the dk¥®O
system so for example, a median wager “middle mhbat at the time of the reform had already contedu30
years to the old PAYGO, will have a replacemenrg sifirting at 73% from the new mixed system (288nfthe
flat benefit and 45% from the compensatory beneditlevel very similar to the one he would havegowithout
the reform.

13 The deficit considered here is the “pure” defici, the one that considers expenditures onlyeimefit payments
and revenues only from contributions (excludingreaked tax revenue).
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effect (Cetrangolo and Grushka, 2004). In the fpkice, the system’s revenues decreased
strongly as a result of reductions in contributrates beginning in the mid nineties. This “fiscal
devaluation” was part of a policy to enhance thepetitiveness of the economy (ECLAC,
2006). In the second place, beginning at abouts#me time, there was a gradual transfer of
most of the provincial pension funds (along witleithdeficits) to the central government
(Cetrangolo and Grushka, 2004; ECLAC, 2006). Est@®s by Cetrangolo and Grushka (2004),
indicate that less than half of the pension deésitof 2000 -which stood at 3.3% of GDP- can
actually be explained by the loss of contributidirted to the individual accounts.

Leaving aside the case of Costa Rica, which istgpical case due to the absence of
transition costs, the experiences of Chile and Atiga, which are representative of that of
Latin America in general, show that transition sogste high and long lasting. In these cases,
available estimates show that transition costscoame up to represent up to 1.5% of GDP.

This highlights the importance of estimating thegm#ude and possible duration of the
transition costs that will be experienced and plagrahead how to finance them. Large and
long lasting fiscal deficits induced by the pensieform may in fact generate a perverse cycle
of increased credit risk perception and explosietdlynamics as markets may react negatively
to them (Gill, Packard and Yermo, 2005).

In the case of Chile, the option taken by the aufies was to deliberately strengthen the
fiscal stance before undertaking the reform sott@transition costs could be more easily absorbed
in the short-term. Fiscal surpluses of around 5%hetwo years prior to the reform, nevertheless,
came at the expense of cuts in public expenditaretber very relevant social areas. Argentina, by
contrast, did not strengthen its fiscal situatioevipusly to the reform and the large fiscal desici
endured during the years following it are normalited as an important factor contributing to the
economic collapse of the late 2001 (Gill, Packard ¥ermo 2005 and ECLAC, 2006).

3.1.6 Other fiscal requirements

As it was mentioned at the beginning of this sexgtithe fiscal requirements of the
pension system entail, besides transition coststalulkee reform, other fiscal requirements that
may persist even after the transition phase is .oVé&ese include expenditure on non-
contributory assistance pensions and minimum pangigarantees, subsidies to independent
“special” pension schemes and/or to the PAYGO pupiilar remaining in place (in cases of
mixed or parallel type reforms).

3.1.6.1. Non-contributory assistance pensions
The decrease of public expenditure on non-conwityupensions after a structural

reform depends critically on the success of expandioverage levels of theontributory
scheme. If this is not achieved, expenditure oncmntributory pensions need not decrease and

14 Estimates by Rofman (2004) coincide with this magie; he estimates the loss of revenues of thégsystem
as a consequence of the reform at 1.5% of GDP @0.20 relation to expenditures on compensatoryefitn this
part of the transition cost cannot be isolated friva overall balance of the public system due tk laf
information.
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it may even be the case that after reforms, maihédr than less) individuals have to resort to
the non-contributory pillar. This could happen #ds-t was the case in some Latin American
experiences- parametric reforms accompanying tietstral reforms turn the conditions of the
contributory pillar too strict and some of the elgevho would have received a contributory
pension under the previous rules end up with nasipanunder the new conditions (Ferreira
Coimbra and Forteza, 2005).

In Chile, expenditure on the “assistance pensigR&SIS) for indigent elderly who did
not qualify for a contributory pension was projetcte 0.44% of GDP in 2010 up from 0.20% in
1981 (nforme de Diagnostico para el Consejo Asesor pardreforma Previsional2006).
Nevertheless, as the Government limited the amgivein out in order to control fiscal costs
this may indeed underestimate the true value oft Wigalevel of assistance pensions would be
in the absence of such restrictions.

In Argentina, expenditure on non-contributory pensiincreased from 0.16% of GDP
in 1994 to 0.28% of GDP in 2006 (ILO, 2005uenta de Inversion, Contaduria General de la
Nacion Argentina). In this case it is argued that the rsvicter requisites for acquiring a
pension after the parametric reform implied a deseein coverage of the contributory system
and, hand in hand with it, pressures on the notribaoriory system (Cetrangolo and Grushka
2008). Lastly, in Costa Rica, expenditure on nontgbutory pensions stood at 0.4% of GDP in
2006, up from 0.3% of GDP in 2000, the year ofréferm.

3.1.6.2. Minimum Pension Guar antees

Minimum pension guarantees (MPG’s) are in placey anlsome countries and they
consist of State subsidies to “top-up” contributgmnsions of all those insured in the new
system whose accumulated sum in the individual @tices insufficient to finance at least a
pension equal to a statutory minimum —provided tb@yply with required minimum years of
contributions-.

The expenditure on minimum pension guarantees eanrbe quite relevant after the
reforms if an important proportion of the populatithat was believed to be adequately covered
by the contributory scheme ends up requiring tlegeups”.

In Chile, where MPG'’s existed provided the workemplies with a required minimum
of 20 years of contributions, the expenditure asthguarantees increased from 0.01% of GDP
in 1989 to 0.07% of GDP in 20@hforme de Diagndstico para el Consejo Asesorapiar
Reforma Previsional006). Estimates indicated that as the systernedt more than 30 % of
retirees would seek recourse to the minimum pengi@rantee, resulting in a fiscal burden of
about 1% of GDP (Asher and Vasudevan, 2008).
In Argentina, the same as in Costa Rica, becausesybtem is mixed all retirees from the
contributory system receive at least the definedebepaid by the PAYGO first pillar so in
practice this constitutes the minimum pension. &hekists no formal minimum pension
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guarantee from the State for the individual accailter."> Nevertheless in the Argentine case,
the Government recently had to incur relevant costsder to provide a “bail out” to affiliates
with insufficient funds accumulated in their indivial accounts, just as if such a guarantee had
been in place. This will be further discussed ictisa 3.3.1.

By supposedly inducing the formalization of the dabmarket and increasing
contributory coverage, the Latin American structuedorms were intended to make the non-
contributory pillar less relevant. Nevertheless tvas not the case and the budgetary pressures
arising from the transition costs were compoundgdnisreasing demands fdiscal funding
arising from the need to extend pension coverageutfin non-contributory means, both
assistance pensions and minimum pension guargii€&C, 2006).

3.1.6.3. Subsidies to independent pension schemes and/or to the public PAY GO

In cases where some independent or “special” pprsitbemes remained outside the
consolidation brought about by the reforms therg besubstantial fiscal demands arising from
them. This is generally the case because thesensshiend to suffer from the same mismatches
between contribution revenues and benefit paymentke pre-reform PAYGO systems.

In general countries have been successful to sodentein consolidating various schemes
which were working under very different contributiand benefit conditions into a more unified
system. As an example, in Costa Rica, there wertsfié€cial” regimes financed by the fiscal
budget. Previous to the 2000 structural reform,ofthem had already been consolidated
leaving outside only the Judiciary Power and théiddal Teachers pension schemes. In Chile
although most of the multiple schemes were conatdi] one that was left outside the reform, -
the one for the Armed Forces- runs a deficit titaisal.3% of GDP yearly to the fiscal budtfet.

3.1.6.4. Subsidies to the remaining public PAYGO pillar in mature post reforms systems
(in case of mixed or parallel reforms)

In the case of mixed or parallel type reforms -vehepublic PAYGO scheme remains in
place as the first pillar of the new post-transitgystem- fiscal requirements may stem from the
need to subsidize the latter if continues to ruraricial imbalances even after the transition
phase is over.

If no adjustments are made to the parameters of RA¥GO system, or if the
adjustments made are not sufficient to match umimggbenefits with contributions such as to
guarantee its sustainability in the long run, tiieese imbalances will be growing across time
and putting ever tighter pressures on the fiscdbbt

5 In Argentina the Government does guarantee a mimirreturn from the investments of an Individual et
administrator only if this return is below the systs average and the reserves of the administaagonot enough
to cover the difference (Mesa-Lago, 2000).

18 This figure corresponds to the year 200¥drme de Diagnéstico para el Consejo Asesor parReforma
Previsional 2006).
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In the Latin American experiences -independentlyhaf type of the structural reform
implemented- this one was accompanied by paranwtanges to the public pillar in an attempt
to establish the sustainability of the latter ie thew models. This was so even in the case of
Costa Rica, where the public PCF first pillar wagikiting a current surplus but where
sustainability projections showed that this one Midurn into a deficit in the medium term (see
Box 1).

The parametric changes implemented generally imeblthose intended to adjust the
conditions for retirement to the new demographalitg by increasing the legal retirement age
and/or demanding longer contribution periods. Ottleanges were aimed at increasing the
revenues of the PAYGO pillar and/or limiting thengeosity of the benefits granted by it. This
was done either directly —with increases in contidn rates and/or decreases in replacement
rates for example- or indirectly by providing intiges that rewarded more contributions with
more benefits. Examples of the latter are the e&kbenof the number of contributions
considered in the calculation of benefits, (whiimmates incentives to under-contribute in the
early years of working life) and the changes in riles regarding replacement rates such that
they penalize early retirement with lower benefitsd reward later retirement with higher
benefits (ECLAC, 2006).

Usually, parametric changes that affected the lamdl conditions for obtaining benefits
in the public pillar were implemented in a gradominner. This was achieved either by applying
changes over a period of some years by applying thelectively according to age groups of
the working population (such that the older genenst of workers, that have more acquired
rights under the old systems, are the least afi¢cte

Virtually all reforming countries accompanied stural reforms with parametric
changes in an attempt to guarantee the sustaiiyabilithe public first pillar in the new
reformed systems as these maturetiwo examples are discussed in Box 1 below.

17 Examples of parametric changes accompanying stalaeforms are summarized in Mesa-Lago (1998) and
Rodriguez and Duran (2000).
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Box 1
Brief description of parametric changes implememtedirgentina and Costa Rica

In Argentina parametric changes implemented attithe of the structural reform include
gradual 5 year increase in the minimum age ofaetéant (to 60 and 65 years for women
men respectively) and an increase in the numbereafs of contributions required to obta
retirement benefits (from 20 to 30 years) (Cetrdmgand Grushka, 2004). The wa
replacement rate of the public pillar remains \atyithe same (before the reform it ranged fr
70% to 82%) but is calculated based on the lasyéans of wages instead of the last three.

In Costa Rica, the parametric reform was implengkfitee years after the structural reform,
2005. Contribution rates were left the same forfitg five years and then increased gradu
over a period of 30 yealsThe retirement age was left the same (65 years}heuyears o
contributions required for pensioning were incréageom 20 to 25. In terms of wag
replacement rates from the first pillar, the refdmplemented new formulas to calculate th
so that the rates for higher income people becanaler while those of lower income peof
were left unaltered. The parametric reform had siteon rules varying by age group. H
workers older than 54 contributions and benefitsaweft unaltered. For those between 45

54 changes take place gradually and for those yautigan 45 all changes apply (Martin
Franzoni, 2008).
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In the case of Costa Rica, estimates are availablihe positive effect that the parametric
reform had on the sustainability of the public PsyBtem. Before the 2005 reform sustainability
projections of the system’s balances showed tHiastacritical moment of would come in 2011
when contributions would no be enough to financpeexlitures and interest earnings of the
fund would have to be used for this purpose. By8€@#e public pillar fund reserves were
projected to have run out. With the parametric maféhese critical moments are estimated to

have been postponed by 30 and 26 years respectBetause the increase in contribution
gradual over time there are years in which contidms are insufficient but these balance ou
the subsequent years. The reform achieved actusgialibrium of the public pillar for fou
decades after the reform.
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!

Source: Based on Cetrangolo and Grushka (2004Mantinez Franzoni (2008)
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3.1.7 An assessment of the fiscal requirements of the pension system during and
after reform

The above analysis showed that structural reforna g@ension system from a
PAYGO regime to a system containing individuallypitalized accounts entails fiscal
requirements during and after the transition phagkese fiscal requirements comprise
transition costs and other costs.

Regarding transition costs the analysis showed, tidiough a well designed
structural pension reform may yield fiscal benefits the long term, countries should
carefully estimate the magnitude of the tdtahsition costghat they will be experiencing
and plan ahead how to finance them.

In relation to the other costs, there may be, i finst place, sizeable fiscal
requirements arising from assistance pensions ananom pension guarantees which
may perpetuate across time. The new systems wdievdxk to have transferred all or
part of the risk of pension provision from the 8tab individuals themselves.
Nevertheless, if the systems end up underperforimitige sense that guarantees for non-
poverty in the old age are insufficient, the Stateultimately the one that ends up
providing subsistence means for the elderly eithesugh “top ups” to low contributory
pensions or directly through non-contributory assise pensions. Hence, ultimately the
risk of old-age poverty is borne by the State, ewdren the system has been formally
completely or partly privatized (Mueller, 2001).

In the second place significant fiscal burdens radge from subsidies to the
public pay go pillar, even after the structurabref is implemented. This could happen if
parametric changes are not implemented within #teerl or if they are implemented
incompletely and fail to match the contributioneaues with the benefit payments in the
long run.

Lastly, fiscal requirements may stem from subsidiezsndependent “special”
schemes if some of these are left out of the catestadn brought about by the reforms.
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4. Contributory coverage and contribution density
4.1 Contributory coverage

As it was mentioned in section 1.3, one of the nmdijectives of Latin American
reforms was to increase the levelohtributory coveragef the pension systems and in
this way achieve the increase of overall coverdde extension of social protection
coverage depends largely on the viability of expageénd formalizing labor markets.

The diagnosis at the time was that low contributayyerage originated from the lack of
positive incentives to contribute in a context arfge informal sectors providing an easy
means for contribution evasion. The lack of incesgiwas believed to be the result of the
both the lack of trust in the systems and the wadkexisting between contributions
made and benefits received which led agents tepertche former as a tax on income.
With this logic in mind, the assumption behind thorms was that greater transparency
and efficiency of the system, together with a #ghlink between benefits and
contributions -brought about by the introduction aofdefined contribution component
through individual accounts- would affect incensivef workers encouraging them to
contribute (Arza, 2008). This would induce the ffalization” of the labor force and
therefore raise contributory coverage.

The available evidence shows, however, that refefiorts have not managed to meet
this goal. Despite the closer correlation betweemntrdutions and benefits in countries
that have undertaken structural reforms, no sigaifi or systematic increases in pension
coverage rates can be observed (ECLAC, 2006).cin tiae ratio between the number of
workers actually making contributions in a giverripé and the economically active
population (EAP) of the economy does not exhilakear trend after the reforms; in some
countries coverage expanded while in others itebsed even further (figure 1). Existing
contributory social protection systems cover onlyagtion of male and female workers
with the situation being more complex in rural aread among workers in the informal
sector (ECLAC, 2006).

Figure 1: Contributory coverage
Pension system contributors as a percentage of the Economically Active Population
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Note: Period 0 = Reform period
Source: Rofman and Lucchetti (2006). For Chile: Informe de Diagndstico para el Consejo Asesor para
la Reforma Previsionk(2006). For Costa Rica: official data.

Moreover, the inequalities in coverage -that hadnba pervasive element of pension
systems in Latin America since their inception- agmed unchanged after the reforms
(Arza, 2008). Members of high-income households ilekhsystematically higher
contribution and coverage rates than members okrdowcome families (Table 3)
(ECLAC, 2006: Arza, 2008).

Table 3: Contributory coverage by income quintiles'
(per centage of employed population who makes contributionsto a pension scheme)

Quintile 1 Quintile 2 Quintile 3 Quintile 4 Quintile 5

year (lowest) (highest)
Argentina 2004 9.6 31 44.1 53.8 59.3
Bolivia 2002 0.5 2.6 7.5 13.2 30.9
Chile 2003 53.1 62.6 65.8 68.7 72.4
Colombia 1999 11.9 12.9 21.9 33.8 54.4
Costa Rica 2004 50.3 61 64.8 69.5 77.8
Mexico 2002 7.9 25.6 38.9 48.8 57.7
Peru 2003 13 4.7 11.6 215 37.7
El Salvador 2003 13.2 19.5 31.2 40.1 55.8
Uruguay 2004 25 50.3 62.8 73.2 75.6

Source: Arza (2008) based on Rofman and Luccl2a0§).

The arguments that have been given to explaintibgeaare mainly twofold and
are based on the presumption that the possibilftesextending social coverage by
means of contributory schemes faces relevant @ntt whose removal go beyond the
possibilities of pension reform itself. In partiaulthese constraints may be posed by the
limited savings capacity of some population grotpgether with the instability and
precariousness of the labor markets in the rede@1LAC, 2006).

In relation to the first constraint, it is argudtht contribution evasion may be a
consequence, not of workers discouraged to com¢ribacause of lack of incentives, but
of “rational” ones who decide not to contribute dese, being poor, they have a high
discount rate for future consumption (Arza, 2008).other words, given the basic
consumption and liquidity needs of vast groups opyation in these countries, the
saving capacity is limited and hence contributopnduct does not react easily to
incentives.

18 Only Contributory pensions included.
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In relation to the second constraint, non-contrtmtbehavior may be an
inevitable result of volatile economic growth pattetogether with labor market patterns.
In countries that experience large business cyiietuations, the labor situation of
affiliates to the pension system tends to be MelatFractions of workers may
involuntarily move onto unemployment and therefoease to contribute for some time
until the situation reverts.

In addition to this cyclical effects, tharucture of labor markets in the region
tends to have a negative impact on contributoryasquotection through low rates of
contribution and a close relationship between adividual's type of labor-market
participation and his/her contribution (ECLAC, 200&ontributory coverage clearly
reflects labor market patterns given that more Bgpeed or more educated workers who
are in the working in sectors with greater job #itgbare more likely to pay contributions
(Gill, Packard and Yermo, 2005). In particular,aralysis by ECLAC (2006) finds that
wage-earning workers employed in larger enterpiasesprofessionals or technicians are
more likely to pay contributions than other selfgdoyed workers, workers in micro-
enterprises, unpaid family workers and domestigisemworkers. Therefore, in countries
such as most of the Latin American ones, where pitoportion of informal sector
employment -as measured by these last four catsgas high (table 4), it is reasonable
to find lower rates of contributory coverage of f&P ™

Table 4: Labor Market conditions in Latin America
(2005 or latest year available)

Informal Sector Employment as a %
of Total Urban Employment

Latin America 48.5
Argentina 43.6
Bolivia 67.1
Brazil 49.1
Chile 31.9
Colombia 58.8
Costa Rica 39.9
Ecuador 57.8
El Salvador 56

Mexico 42.6
Nicaragua 58.8
Panama 37.6
Paraguay 61.3
Peru 54.9
Dominican Republic 49

Uruguay 44.6
Venezuela 50

Source: ILO (International Labour Organization) babOverview (2006)

Note: Informal sector employment is composed bykers in micro-enterprises (enterprises with up to 5
employees), self-employed workers (excluding adstiative, professionals and technicians), unpaid
independent workers and domestic service workers.

19|LO (International Labor Organization) definiegor mal sector employment as that in the four
categories mentioned.
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4.2 Contribution Density

The formalization of the labor market is a necesbat not sufficient condition to
guarantee the adequate insurance of the populagamst old-age poverty. To analyze
this issue the concept dfensity of contributionsnust be brought into the discussion.
This one is normally used to measure the frequeheyperson’s contribution throughout
his/her working life and is calculated as the nunddecontributions made divided by the
number of months in which the individual was of Wwog age (ECLAC, 2006).

The concept of density is useful since in the rafxt systems, the probability of securing
adequate retirement benefits depends criticallp@rumulating sufficient savings in the
individual accounts and this is only achieved tigtotegular contributions?® Since the
pension received depends directly on the (indeged) of all contributions made into the
individual account people with significant contrilain gaps (periods in which they did
not contribute) are likely to accumulate insuffitidoalances and receive pensions that
are low or time-limited (ECLAC, 2006Y}.The same is true for workers with a late start in
their contribution history, since contributionsthe first working ages are compounded
for a longer period and are therefore the most/agie

Average densities estimated for Argentina, Child &lmuguay since the reform
date onwards are 49%, 52.4% and 60,8% and resebctfifajnzylber and Repetto,
2008). Contribution densities allow estimating, fiodividuals reaching their retirement
age, the probability of having complied with theguktory minimum vyears of
contributions and/or of having accumulated enowytings in their account.

For Argentina, estimates by ILO (2005), indicatedttalmost half the people over
50 years of age as of 2001 had densities so lowthley would not be in a position to
pension when reaching the minimum statutory ageneffrom that year onwards they
were to contribute in a continuous manner untillédgal retirement age.
For Chile, where there is no requirement in terfhsnmimum years of contributions,
projections regarding thevelof pensions to be earned by affiliates indicated #mound
half of the affiliates to the individual accounistem pensioning between 2005 and 2025
would have densities too low to finance a pensighdr than the statutory minimum and
also too low to qualify for the Minimum Guaranteension (Bernstein et al., 2005).

For the Uruguayan case, projections in Buchell.R05) based on contribution
history of workers for the period 1996-2004, indéchthat only 13% of workers would
achieve the 35 years of contributions requiredCayéars of age and 28% would achieve
them at 65 years of age.

% 1n a PAYGO system on the other hand, individualsplying with the required number of contributions
receive a defined-benefit pension (ECLAC, 2006).

2L Whereas PAYGO systems pay benefits according ttefmmed benefit formula and pool the risk of
worker’s “blank periods” and periods of low earrsngver the covered population, the reformed systems
shift all or part of the burden of these risks atfite individual (Packard, 2001).

22 \When considering only the pre-crisis period fa fhojections (1996-1998), the percentages increase
24% and 42% respectively.
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The main conclusion to be drawn from the abovéas hot only coverage has not
increased, but also even in countries where iighdst as measured by the indicator of
contributors in relation to the economically actpapulation, a large proportion of such
contributors are in effect under-insured. This nsetirat their contribution densities are
below the threshold needed to qualify for a reteatrpension in defined-benefit models
or result in lower quality pensions in funded syt ECLAC, 2006).

It is not a casual fact that the three countriestioaed above have had recently
to introduce changes to their systems (Argentin2065-2007; Chile and Uruguay in
2008) in order to palliate the above problems aufficient and inadequate insurance
against old age poverty. This is discussed below.

4.3 Recent Reformsto addressinsufficiency of adequate coverage

It was mentioned that country studies for Argenti@hile and Uruguay indicated
that, among the affiliates to the pension systefarge proportion of individuals were in
effect under-insured as a result of their very lmmtribution densities. This meant that
they would either not qualify for a pension wheaal@ng retirement age (in the cases of
Argentina and Uruguay) or not be able to financpeasion higher than the statutory
minimum from their individual accounts (in the cagfeChile). The three countries have
recently had, to a certain extent, to acknowledge rteality and implement changes to
alleviate the situation. Next we briefly discuss theasures they implemented.

4.3.1 Argentina

In 2005-2007, the Argentine Government implemertedumber of measures to
deal with the problems of inadequate coveragehs pension system. One of the main
ones was the implementation of successivMratorias Previsionalésthat basically
implied giving the possibility of acquiring a peosito people with the regulatory age for
pensioning but not complying with the minimum reqdi number of contributions
(Cetrangolo y Grushka 2008). Beneficiaries havecdacel the missing contributing
years in a fixed amount of payments to be dedubimeh the pension benefits they
acquire. Moratorias’ have benefited around 1.3 million people (3.2% tbé total
population) and increased the proportion of popaabver 65 receiving a pension to
more than 80% in 2007 from a level of 70% in theadks of the 90’s (Castifieira, 2007;
Cetrangolo y Grushka 2008).

A second measure implemented was a “bail-out” béffiliates near the pensioning age
(less than 10 years away) that, having chosen ntiidual account option for their
second pillar, had accumulated insufficient furmlslbtain a pension at least equal to the
one paid by the PAYGO sub-system. They were akbteechange onto the latter and
will therefore be able to retire with the benefitsm the public system (provided they
have contributed the statutory 30 years). This oreadvenefited around 1.2 million
workers and it is a demonstration of how, althoumgthe Argentine case the State did not

% Moratoriashave existed in Argentina for decades and althdbgj have repeatedly provided a
“solution” to coverage issues, they neverthelessige an improvised solution and individuals do nave
certainty on whether they will end up covered by@ratoria or not.
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formally provide a Minimum Pension Guarantee foe thdividual account pillar, in
practice it ended up having to “bail out” affiligtevith insufficient funds accumulated
just as if the guarantee had been in place.

The net fiscal cost of both these measures togétebeen estimated at about 0.84% of
GDP in 2007 and 0.54% of GDP in 2008 (Castifieit®722*

4.3.2 Chile

In Chile, before January 2008 there existed a nomkributory “assistance
pension” (“PASIS”) for indigent elderly who did nqualify for a contributory pension
(for example for not complying with the requirednmoer of years of contributions).
Nevertheless, the Government limited the amoumRASBIS given out in order to control
fiscal costs and therefore many people did notiveddis coverage although qualifying
for it.

On the other hand, a Minimum Pension Guarantee (MR{®n the Government
was in place for those retirees that had insufficfends accumulated in their individual
accounts to retire with a pension higher than tAeury minimum. But to qualify for
this guarantee workers needed to have at leaseaf® yof contributions and, as it was
mentioned, projections showed that this requisivelld leave about half of the affiliates
without the guarantee even when their projectedsipanlievel was below the statutory
minimum pension.

In an attempt to solve these inadequate coverageess a reform was
implemented in January 2008. It eliminated both B#SIS and MPG and substituted
them for a non-contributory Basic Pension (BP) riiced from general tax revenue and
available to all pensioners with incomes in thedstv60% of the population. Of these,
all who do not have a self-financed pension will reeeihe whole value of the BP
equivalent to around US$ 140. Those who do haveesamount of self —financed
pension will nevertheless receive a supplementttriamount of this benefit decreases
inversely with the amount that they were capablértance with their own means. The
supplement reaches zero when the self-financeibpds at about US$ 460 per morith.
(BBVA Pensions Observatory, 2008; IADB news, 2008).

In addition to this, other measures were implengemteincrease the density of
contributions of the segments of workers among Wwhicis lowest. For example, the
reform intends to gradually integrate the self-esgpt workers into the contributory
system. At first they will only contribute for a pon of their earnings but by 2015
contributions to the individual account system via# compulsory for them for their
whole income. Also given the importance of conttitws at early stages of working life
some incentives were put in place for the hiringaing workers.

% The gross expenditure on pensions for beneficarfehe measures is higher at 1.3% and 1.5% of GDP
in 2007 and 2008 respectively but as the measmasdse the contributions received by the PAYGO
system the net fiscal cost is thus lower (Cast&#)&l007).

% The exchange rate used for these figures was 108$550.
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With the measures proposed estimates are thatvérage contribution density could be
increased by around ten percentage points in agai five to ten years (Asher and
Vasudevan, 2008).

The cost of fully implementing the 2008 reform Heeen estimated at 0.9% to 1% of
GDP annually.

4.3.3 Uruguay

A law was recently sanctioned that reduces theimreduhumber of years of
contributions to retire (to the pre-parametric refdevel of 30 years) in view of the fact
that a large proportion of affiliates did not complith such minimum when reaching the
legal retirement age.

4.4 An assessment of contributory coverage and contribution density

By supposedly increasing contributory coverage,Lltatn American structural reforms
were intended to make the non-contributory pilkzssl relevant. Not only coverage has
not increased, but also, even in countries where litighest, density estimations show
that even the “covered” among the labor force aréact underinsured in the sense that
they are NOT accumulating rights towards adequetteement benefits.

This reality has, to a certain extent, been ackedgéd by the new changes that some
reforming countries have recently implemented.

5. Issuesin the Latin American experiencein pension reform and their
implicationsfor the Chinese case

The Latin American experience and history in pemseform is not unique to the
region. Countries of other regions of the develgpimorld, affected by the same
problems and prompted by the same concerns (fismlstainability and low coverage)
as those pertaining to Latin America, have optedrtdertake a similar path in pension
reform. Such is the case of China, which followisgveral unsuccessful attempts,
replaced its PAYGO system in 1997, with a mixedgo@m system consisting of three
pillars.

Pillar I consists of a social pooling pillar (publbenefit) and a fully funded
individual account. The objective of the social g pillar is to ensure a minimum
standard of living above the poverty line for ail @eople. It is financed on a pay-as-
you-go-basis. Pillar Il consists of a contributiwhich is voluntary and financed either by
the employer and/or employee. Finally, Pillar Blan individual account financed from
voluntary contributions by employees. (A more dethdescription of the current system
is provided in the Annex).

In spite of more than one decade since the refoas implemented, many of the
problems that plagued the PAYGO system remain oives.
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The analysis of the pension reform outcomes innL&merica in terms of
coverage, fiscal performance can provide usefuginis for the Chinese case since both
cases share important similarities.

For one thing, as with Latin America, the existeéestructural constraints in
China, such as its high degree of labor marketrimédity, represent a significant obstacle
to the success of the pension reform in terms wé@ge. In both cases, the formalization
of the labor market is a prerequisite for pensieform success. In the case of China,
labor market precariousness is magnified by thersbige of its rural population and the
growing migration flows from rural to urban areas.

5.1 Issuesregarding the expansion of (quality) coverage

Achieving a larger coverage rate of the pensionesyss still a major challenge
in China. In the first place, the voluntary pensiosurance scheme in place for rural
workers —which constitute the majority of employmah 63%- has a coverage rate of
only 10.9%. The system in place for urban work#ére ene on which the reform process
concentrated- achieved a coverage rate of 50% @6,20p from 41.7% in 199%.
Despite this increase, it is not clear that relyomdy on a reform strategy centered on the
contributory scheme is enough in order to guaratite@dequate insurance of the old age
population. The Latin American experiences haveashthat there may be structural
limits to the possibilities for extending old agesurance by means of contributory
schemes and it is worth considering if these samiesImight be present in China.

Recall the logic behind the reforms introducingullyffunded component: a tighter link
between benefits and contributions -introduced uglho an individual capitalization
account - will affect positively the incentives wbrkers to contribute, thus inducing the
“formalization” of the labor force and thereforesiag contributory coverage (see section
1).

In the Chinese case, the lack of positive incestisegems to be still in place; the
link between contributions and future benefits revmadiffuse as a result of “empty
accounts” (see Annex 1). But even if these problamascorrected and positive incentives
on contributions indeed become important, therd stiay be structural barriers
preventing contributions from reacting to theseemtoves.

The structure of labor markets and the close wiahip between an individual’'s
type of labor-market participation and his/her cifmitory conduct proved to be a key
constraint to the possibility of expanding conttidny coverage in Latin America. In
China, informal sector employment accounts for alimi@lf of total urban employment
and is the fastest growing segment of the urbaorlabarket (Jutting and Xenogiani,
2007). With rural migration to cities on the risthe- annual increase in the number of
rural migrants averaged 15% from 1998 to 2004sinot difficult to speculate that
pressures on the labor market may lead to eveeranfprmality (Jutting and Xenogiani,
2007).

% Figures correspond to 2006 calculated from ChigisSical Yearbook (2007). The coverage rate 8650
is calculated as the number of urban contributié pension system over the total urban employmen
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Besides, even if a fraction of informal workers rasvat some time to formal
employment and becomes affiliate to the pensiotesysthis might not guarantee their
adequate insurance against old-age poverty. Tha Baberican experience showed that
people that join the formal labor force lately,iotermittently, achieve low contribution
densities. Moreover, since contributions at théyeaorking ages are the most relevant
(they are compounded for a longer period thandateributions) individuals with a late
start in their contribution history will probablge@umulate low levels of savings in their
individual accounts. So in practice, as it happemethe Latin American experiences
revised, even among affiliates to the contributeygtem, a proportion of them may end
up inadequately insured in the old age.

Some of them are likely to either not be able toply with the minimum number of
contributions required to qualify for a contributormpension and/or accumulate
insufficient funds in their individual accounts guarantee them an adequate pension
level.

In the Latin American experiences, another barrier the expansion of
contributory was the low savings capacity of theudation. This however does not
appear to be the case in the Chinese experience Sininese families’ savings rates are
comparatively very high, even in relation to deyeld countriesHousehold savings in
percent of GDP are at 16% in China, compared t8%0n France, 8.2% in Japan, 4.5%
in Korea and 4.8% in the United States. In termbafseholds’ disposable income, the
saving rate has risen from about 5% before 19&dand 25% in 2004 with the figure is
slightly higher for rural households than for urlmares (Kuijs, 2006).

5.2. Issues regarding the fiscal requirements of the pension system during and after
reform

5.2.1. Transition cost

In the Chinese mixed reform there was no recogmibibpast contributions to the
old system because the public system (“social paslitself the first tier of the new
mixed system and pays benefits to all retirees fgeeex ). Therefore the transition cost
in the Chinese case is given only by the operatafgit of the public system.

Here, the same as in Costa Rica, there was nol atgviation of contributions to
fund the individual accounts because these areefiirflom employee contributions
which were put in place with the reforms and notedied from the social pool. The
difference is that in Costa Rica revenues of thelipisystem are enough to pay for its
pension expenditures (and the parametric reforme@mented ensured that this was the
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case for a longer time). In China on the contréingre is a transition period until the
system matures, in which revenues fall well beleaenditures.

The social pool continues paying pensions to thé feen” according to the old
generous benefit rules (an average replacementofaB9%) and it also has to pay
transition pension$o “middle men” to make up for the years duringettthey were not
contributing to the individual accounts (see AnrigxAs a consequence, the operating
deficit that emerges has to be covered by fiseaisfiers’’ As the system matures, and
no “old men” and “middle men” remain, these obligas will disappear and the social
pool will only be paying first tier benefits to aktirees according to theewrules. Only
then will the average replacement rate paid bypthidic tier have converged to the new
lower target level set by the reforms.

The magnitude of the Chinese transition cost walibally depend on how long
the transition period will be, this is for how lomgill the old and new system will coexist.
Some estimates suggest that that the transiticoderill not be completed until 2030
and only by that time will the new program be coetgly built in (Chen, 2004).

5.2.2. Other fiscal costs

By supposedly inducing the formalization of the dabmarket and increasing
contributory coverage, structural reforms introaigca funded component are intended to
reduce the need for public expenditure on non-dauntry assistance pensions and
minimum pension guarantees. Nevertheless the LAaterican experiences analyzed
showed that this is not necessarily the case. Labarket issues leading to low
contribution densities may leave a vast proporbbmffiliates inadequately covered by
the contributory pillar and therefore fiscal re@mrents from the non-contributory pillar
will continue after the reform, compounding the bethry pressures arising from
transition costs.

For the reasons discussed in section 4.2 aboweuitl be a possibility that some
affiliates to the contributory system end up witnsities too low to comply with the
regulatory minimum years of contributions. The dilseequirements stemming from non-

27 Although the gap is not evident when looking & @verall balance of the basic pension system ethés
exhibits an overall surplus over the years as tepdn Salditt et al (2007)- it has to be bornenimd that

the revenue side of the figure not only includestgbution revenue but also income from Government
budget allocations and subsidies as well as otberces (China Statistical Yearbook 2007 explanatory
notes). The existence of a financial gap is theeefiiven implicitly by the need for these extransters to
some local pension pools that run deficits and ctrgover their pension obligations. Government
subsidies stood at 0.2% of GDP in 2000 while in2€@tey had increased to 0.5% of GDP (Ma and Zhai,
2001; National Bureau of Statistics). Moreover, #oteumulation of empty individual accounts in ayéar
number of provinces also reflected the insufficien€ contributions to cover expenditures of someiao
pools and hence the utilization of individual acabalances to help close these gaps.
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contributory social assistance pensions for allthefm should be put into the fiscal
equation.

For individuals managing to comply with the reqdireumber of contributions, it
may be the case that a late contribution starhontrmittent contributory history causes
the funds accumulated in their individual accounbe too low to guarantee them the
replacement rate expected by the reform (see Anride Chinese Government could
end up having to “top-up” their pensions in ordegtiarantee them a minimum standard
of living. Minimum pension guarantees for retiregfsthe contributory system, either
explicit as in the Chilean case, or ex-post as he #Argentine one, should be
acknowledged as another contingent Governmentlitighinder the Chinese reformed
system.
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6. Conclusions
X Pension systems generally comprise contributoy @on-contributory schemes.
Pension reform in Latin America was centered maonythe contributory system and
incorporated a fully funded component of savingdasindividual accounts. This was
premised on the belief that positive incentivesultesy from a tighter link between
contributions and benefits would i) bring about foemalization of the labor market
therefore increasing contributory coverage ii) @uin the long term) the fiscal
requirements stemming from the reformed systemhifjirsy the economic and financial
risks of pension provision —totally or in part-indhe State to the workers themselves.

Nevertheless the limited savings capacity of theupettion together with the
precarious labor markets in the region severelytdidnthe potential for success of this
strategy.

In the first place, in spite of the reforms, tostlday, a large proportion of the
population remains inadequately covered by therdmnbry system. This showed that
focusing the reform strategies solely on the cbotory element is insufficient to
guarantee the adequate coverage of the populatitinei old-age. In fact, the analysis
leads to the conclusion that the non-contributdsment is an essential part of any
pension system and it must be contemplated in efoym strategy that seeks to provide
universal coverage. In fact, the analysis showd tharket driven incentives by
themselves cannot solve the pension problem urdesgplemented by a non-market
solidarity component.

In the second place, the performance in termssehfirequirements was worse
than expected. Transition costs proved to be largklong lasting. These costs were in
turn compounded by increasing budgetary pressuresnsing from the solidarity
component as a result of the failure of the refotmBicrease coverage by means of the
contributory scheme.

These conclusions are relevant for a country liken& whose labor markets have
an important share of informality, with a largeaiypopulation migrating to cities, and an
absence of a history of clearly defined market mtige systems. These labor market
issues leading to low contribution densities magvée a vast proportion of affiliates
inadequately covered by the contributory pillar #merefore fiscal requirements from the
non-contributory pillar will continue after the oefn, compounding the budgetary
pressures arising from transition costs.
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Annex: Brief description of the Chinese pension reform

Broadly speaking, there are three types of govemisigonsored pension systems
currently operating in China — a) The Enterprisad Q\ge Insurance program, a
mandatory system applicable to all kindsusban enterprises and their employees as
well as individual workers imrban areas, b) a voluntary pension insurance system for
rural workers and c) special occupational scheroe<itil servants and employees of
state organizations and institutions (Sin, 2005).

The Chinese pension reform process started in ttie8@s and it was centered in
the system in place for urban workétdt was in 1997 that the system was revised to
what constitutes the basis of the current schemenixed system comprising a
compulsory first pillar and two voluntary pillar$ saving in individual accounts (Salditt
et al, 2007Y°.

The mixed character of the scheme is given by thedatory first pillar since this
one combines a publicstcial pool designed to work on a PAYGO basis with a fully
funded component of individually capitalized acctsun

The PAYGO social pool ensures a flat replacemetiet 8 20% of local average
wage (provided the worker has at least 15 yearoofributions) plus an extra 0.6% for
each additional year contributed until 30% is reackWorld Bank, 2006; Chen, 2004
and Sin 2005}° The individual account has a target replacemestet of 24.2% based on
the assumption of 15 years of continuing contriliut{Salditt et al, 2007 Employee
contributions —which exist only since the refornogess put them in place in 1991- fund
these individual accounts (Chen, 2004).

In practice however, the funded nature of the iidial accounts has not been
respected in all cases and some individual accdogtame “notional” in the sense of
“empty”. This happened as a result of individualisgs being applied to pay existing
pensioners when contributions were insufficienttfas purpose. Since contributions to
the social pool and to the individual account wegposited in the same government bank
accounts, local governments routinely “borroweddiudual account contributions to
cover cash shortfalls in social pools (Wang, 2006)2000 a State Council document
mandated the separate administration of accounts raoreover, since 2006, the
Government has been making contributions to indi@idaccounts in some provinces in

28 Urban workers currently represent 37% of total leympent.

29 Underlying the pension system is the National &o8ecurity Fund, established in 2000,as a lomy-te
strategic reserve for future social security expemes. This fund is managed by a public agence -th
National Council for Social Security Funds- andatcumulated through budget allocations and sale of
state-owned shares, among other sources (Salditt2007).

30 A State Council document of 2006 has changed ah®ff of 0.6% to 1% of the ratio of own wage to
average wage (Sin, 2006).

31 The factor of 120 is based on an assumed averasjergtirement lifetime of 120 months but when a
pensioner lives longer the benefits continue tpid at the same rate out of the social pool. dt graved

to be underestimated and therefore some pilot giojeave had it adjusted in order to bring it ireliwith
average local lifetime expectancies at retirem8atditt et al 2008).
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order to “backfill” them and give them back theully funded attribute (OECD China
country profile, 2007).

In the Chinese casepltl meri were not affected by the reform and remained
entitled to benefits as determined by the old sygten average replacement rate of 80%
paid by the public social pool). Fonéw meh the new mixed system was compulsory
and so their benefits are determined accordinpeéonew rules discussed above. Finally
for “middle mehthe new mixed system was also compulsory but thenefits will be a
mixture of the new and old systems. They will rgegihe same two components as the
“new mehand on top of that atfansition pensiohpaid by the social pool. As “middle
men” have less years ahead of contributions in&r timdividual accounts than “new
men”, the transition pension makes up for the ydarsng which they did not contribute
to the individual accourit In practice, the effective replacement rate far tmiddle
mer is estimated to be similar to that aféw meh around 60 % or highe?.

32 The transition pension is calculated as 1.72%efdverage wage in the final working year for eper
of service before the reform date (1997) (Chen4200
% See studies reviewed in Dunaway and Arora (2007).
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