PRIVATIZING PUBLIC PENSION SYSTEMS:
LESSONSFOR THE UNITED STATESFROM LATIN AMERICA

John B. Williamson*

CRR WP 1999-03
November 1999

Center for Retirement Research a Boston College
550 Fulton Hall
140 Commonwesdlth Ave.
Chestnut Hill, MA 02467
Td: 617-552-1762  Fax: 617-552-1750
http:/Awww.bc.edu/crr

*John Williamson is Professor of Sociology at Boston College {ohn.williamson@bc.edu). The author
wishes to thank Mercedes Del Valeand Yamil Jaskille for their research assistance. He aso wishes to
thank Idolina Hernandez for her many contributions in all phases of this research. The research reported
herein was performed pursuant to a grant from the U.S. Social Security Administration (SSA) funded as
part of the Retirement Research Consortium. The opinions and conclusions are solely those of the author
and should not be construed as representing the opinions or policy of SSA or any agency of the Federal
Government or the Center for Retirement Research at Boston College.

© 1999, by John B. Williamson. All rights reserved. Short sections of text, not to exceed two paragraphs,
may be quoted without explicit permission provided that full credit, including © notice, is given to the
source.



PRIVATIZING PUBLIC PENSION SYSTEMS:
LESSONSFOR THE UNITED STATESFROM LATIN AMERICA

ABSTRACT

The primary god of this study isto cast light on what might happen were the United States to partialy
privatize its Socid Security system. The analys's draws on evidence from four Latin American countries
that have privatized their public penson schemes (Chile, Mexico, Bolivia, and El Savador) and four that
have partidly privatized (Argentina, Uruguay, Colombia, and Peru). In Latin America privatization
tends to have positive economic effects. 1t contributes to the development of financid ingtitutions and to
an increase in investment capita. Thereisless consensus, but at least some evidence suggesting thet it
may increase the national savings rate and economic growth. However, privatization dso leads to
higher adminigrative costs as well as an increase in both income and gender inequdity. In addition,
thereisarisk that many low-wage workers and particularly women will end up worse off with defined

contribution than with defined benefit schemes.
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PRIVATIZING PUBLIC PENSION SYSTEM S
LESSONSFOR THE UNITED STATESFROM LATIN AMERICA

For the past severa years, internationa socid welfare policy experts have spent agreat dedl of
time discussing the reative merits of the privatization or partia privatization of public penson schemes.
In recent years we have begun to see efforts to address this issue based on evidence concerning pension
reforms in various OECD countries (Myles & Pierson, in press, Weaver, 1998; Myles & Quadagno,
1997). Of particular note are studies that have focused on the United Kingdom (Liu, 1999; Thompson,
1999) and Sweden (Sinden, 1998; Paimer, in press), two nations that have recently taken stepsto
privatize their public pension systems. However, in the recent debate over the proposed partia
privatization of Socid Security in the United States, much more attention has been given to reforms that
have been introduced in Chile and other Latin American countries than to those in OECD countries.
Until the United Kingdom and Sweden have had more experience with individua accounts, it islikely
that this trend will continue.

Until the 1990s, Chile was the only Latin American country that had privatized its public pension
system, but during the decade of the 1990s seven other Latin American nations fully or partialy
privetized their public pensgon schemes. Latin Americanow provides saverd models of full privatization
and severd modds of partid privatization. Over the next few decades these countries will provide a
wesdlth of information about both the short and long-term consequences of privatization.

Since the mid-1990s there has been agreat ded of discussion in the United States about a
variety of different proposals designed to partialy privatize the Socid Security system. Some have been
critical of such proposals (Baker, 1997; Bdl, 1997; Williamson, 1997), but the emphasis has been on
the potentiad advantages to the government (such as reducing the public burden of providing for the

retirement of the baby boomers and the generations that follow the boomers) and to workersin the



aggregate (Beard, 1996; Bipartisan Commission on Entitlement and Tax Reform, 1995; Katlikoff,
1992). There has been rdlatively little atention to the risks and potential problems associated with
privatization. With afew noteworthy exceptions (e.g., Schulz, Roseman & Rix, in press), there has
been little attention to the possible distributional consequences of privatization, the differentid risks and
benefits for different population subgroups, particularly those defined by gender, race, and income.

When mgjor changes are being consdered in a program that impacts the lives of as many
Americans as does the Socia Security system, it behooves usto find out as much as we possibly can
about what is likely to happen or what might happen before making such changes. There are anumber
of ways in which relevant information can be obtained; each dternative hasits Srengths and its
limitations. One approach, and the gpproach considered here, isto look at what has happened in other
countries that have had some experience with these policies. Efforts to generdize to the United States
from such evidence must be carried out with considerable caution due to the many differences between
these countries and the United States. While it would be a mistake to assume that reforms related to
privatization in other nations would have basicdly the same consequencesin the United States asin
those nations, it would also be short-sighted not to at least take a close look at what has happened in
those nations. When attempting to generdize from the experience of other nations to the United States,
it isimportant to take into consgderation differencesin program history (such as whether the nation has
had along history of wage-rdated public pensons), differencesin cultura vaues (such as the strength of
the commitment to individua respongbility and salf-help or those that undergird the status of women),
and gructural differences (such as degree of democracy or the strength of interest groups that have
reason to oppose proposed reforms).

The mgor objective of thisarticle is to say something about what might happen were the United

Statesto partidly privatize its Sociad Security system based on the experience of severd Latin American



nations. In this context particular attention will be given to the Chilean case asit is the country with the
longest experience (Amogt twenty years) with funded individud retirement savings accounts.

Any trangtion from an existing defined benefit public penson system (e.g., the current Socia
Security system in the United States) to an aternative based on the defined contribution approach (eg.,
401 (k) plansin the United States) will involve subgtantid trangtiond costs. Thereisarisk that one
generation will in effect end up paying for the retirement of its parental generation while a the sametime
Seiting asde savings to pay for its own retirement. For this reason it isimportant to raise questions
about which population subgroups are bearing the brunt of these trangtion costs. It is aso important to
condder the digributiona consequences of privatization more generdly.

In the next section, the focusis on policy lessons for the United States derived from the Chilean
experience. The following section extends that discussion to include evidence from seven other Latin
American countries. In thefind (discusson) section, the implications of contextua issues are explored,
particularly those linked to historicd, structurd, and culturd differences between these nations and the
United States. Throughout the article, mgor conclusons are presented in the form of generdizations or
lessons for the United States based on the experience of one or more of these countries. Some of these
lessons condtitute arguments in support of partid privatization; others point to potentia problems. Given
the highly palitica nature of the debate over privatization, some of these generdizations will be strongly
contested by advocates of privatization and others will be equaly strongly contested by critics of

privetizetion.

LESSONSFROM CHILE
In 1981 Chile became the first nation in the world to shift from a public pay-as-you-go

(PAY GO) defined benefit penson system to a privatized defined contribution aternative based on



individua accounts. Chileis particularly important to the present andysis asit is the nation with the
longest experience with defined contribution individua accounts. It isaso vauable as a case sudy of a
nation making the trangtion from aPAY GO public defined-benefit system to a privatized system based
on individua accounts.

In 1924 Chile became the first nation in Latin Americato introduce anationd public penson
system. During the early years, the scheme covered only afraction of the population and only afew
occupational categories. Over the years, the proportion of workers included increased, and by the
early 1970s the program covered approximately three-quarters of the population (Mujica & Larrafiaga,
1992). However, by the mid-1970s the Chilean scheme could no longer function without huge
subsidies out of general government revenues (Edwards, 1998). Due to a number of factors, the system
was not generating payroll tax revenues that were adequate to cover pension obligations even with
payroll tax rates as high as 25 percent. Despite massive government subsidy, 70 percent of retirees
were recaiving benefits at aleve beow the officid minimum old age penson (Graham, 1998, p. 47).
The pension scheme was supposed to replace 70 percent of amanua worker's find wage, but by the
late 1970s the replacement rate was closer to 20 percent (Simone, 1983). There were aso serious
problem of non-compliance due in part to very high payroll tax rates (Kay, 1997c).

The privatization of the penson system in 1981 was part of amore generd effort by Generd
Augusto Pinochet to marketize the Chilean economy (Williamson & Hochman, 1995). The
authoritarian Pinochet regime was able to impose this policy shift despite opposition from a number of
groups, including public sector workers, teachers, health workers, academic experts, and union
members (Kay, 1996; Edwards, 1998, p. 39; Fifiera, 1992, pp. 23-30). Given the number of people
affected, the amount of opposition was quite limited. Among the genera public, opposition was not

grest in part because the scheme it was replacing was performing so poorly; it was paying the minimum



pension to gpproximately 93 percent of pensioners. Another reason was that for the first year or so
only new workers were required to enroll in the new scheme. Those aready covered by the old

PAY GO scheme were not required to shift. Many older workers did remain with the old scheme and
even today approximately 5 percent of workers are till covered under the old scheme (Pifiera, 1999,
p. 15). Yet another reason the shift was not strongly opposed is that workers were given strong
economic incentives to shift to the new scheme. Those who did shift were given an 18 percent wage
increase. They were also given a“recognition bond” to compensate them for contributions aready
made to the old PAY GO system (Kritzer, 1996).

The privatized schemein Chile is mandatory for dl new employees, but optiond for the sdlf-
employed. Each worker contributes 10 percent of his or her wage (up to a specified ceiling) into one of
8 (thisis down from 22 in 1994) gpproved pension funds (caled AFPs). These are privately managed
funds that compete with one another to attract enrollees (caled "affiliates’). Over and above this 10
percent contribution there is an additional fee that varies from one fund to another, but averages about 3
percent, to pay for disability and survivor's insurance as well asto pay for the cost of administering the
funds, marketing cogts, and profit (Queisser, 1999, p. 8). The fund management indudtry is highly
regulated by the government. For example, the state sets limits with repect to the maximum proportion
of assetsthat can beinvested in each of seven asset categories such as stocks, bonds, foreign equities,
etc. If thereturn for afund fals more than 2 percent below the average for dl penson funds, it is
required to make up the difference out of its own asset reserves (Queisser, 1998, p. 77). To protect
covered workers, the corporate finances of the AFP are kept separate from those of the pension fund
astsit adminigers. If the AFP goes under, the government steps in and finds another manager for the
pension fund assets. Workers who are dissatisfied with the investment results of one AFP can shift to

another AFP.



After contributing for twenty years or more, the worker uses the accumulated assets to
purchase an annuity. If the resulting annuity would fal below the minimum pension, the worker is
awarded aminimum pengion. For the firg few years, the benfits are paid for usng fundsin the
account; after those funds have been depleted, the government picks up the cost of the minimum
penson. AsChileisasmdl nation (15 million people), a nation with less well-devel oped financid
inditutions, a nation with a much lower sandard of living, and a nation with a very different cultura
background, it isimportant to be very cautious when attempting to make judgments as to how the
Chilean experience can best be used to inform the current debate over Socia Security reform in the
United States. However, it isdso the one nation in the world that has extensive experience with the
process of shifting from a defined benefit scheme to a scheme based on privatized individua accounts.

The Chilean scheme is generdly described as a fully-privatized scheme despite extensive
government involvement. The government is respongible for regulating the AFPs so as to protect
workers from fraud and risky investment drategies, it is respongble for guaranteaing a minimum pension
to low-wage workers who have contributed for 20 years or more; it pays for the recognition bonds; and
it pays for the pensions of those who retired under the former system. The term “fully-privatized” refers
to the decision to require al new workers to shift to the new defined contribution individua accounts
scheme.

Over thelongrun, ratesof return for assetsheld in individual retirement savings
accountsare likely to be high relative to the " imputed” returnson contributionsto the typical
PAY GO defined benefit public pension schemes. Therate of return for contributions made in
connection with a public PAY GO defined benefit schemeis typicdly determined by the rate of increase
of wagesin the country. Thisrate istypicaly much below the rate of return on capitd assets. In Chile,

between 1981 and the end of 1998 the average red rate of return for AFP investments was 11 percent



(Pifiera, 1999, p. 13). If wetake into consderation the payroll tax of approximately 3 percent that
goes to cover adminigtrative expenses, the average return turns out to be much lower (James, 1997),
closer to 7.4 percent (Kay, 1997b). It isaso of note that the very high returns during the early years
were due in large part to investments in government bonds that paid high (double digit) interest rates; a
relatively smal share of these pendion assets were dlocated to common stock (Kritzer, 1996, p. 49).
In recent years, a retirement the pension has replaced approximately 78 percent of atypica worker's
income averaged over the ten yearsjust prior to retirement (Pifiera, 1999, p. 15). While the 18-year-
average return has been high, the red (inflation-adjusted) return on assets held in Chile's AFPs has been
much lower in recent years, for example, for the years between 1995 and 1998 it was. -2.5%, 3.5%,
4.7%, and -1.1% respectively (Pifiera, 1999, p. 14). According to some analystsit is reasonable to
expect that future inflation-adjusted returns will average between 2 and 5 percent per year (Kay,
1997c; Gillion & Bonilla, 1992).

Privatization islikely to have positive effects on the economy. In Chile, penson reform
has definitely had a positive impact on the development of capita markets (Arenas de Mesa &
Bertranou, 1997). By 1995, the funds held by the AFPs had increased to 40 percent of the GDP and
clearly had made amgor contribution to the development of Chilean capital markets (Queisser, 1999,
p. 18). Thereisaso much agreement that privatization has contributed to the development of financid
inditutionsin Chile. Not only did it increase the funds available for investment, it led to increased
disclosure requirements for public companies, the development of risk classification agencies for bonds,
improved bank supervision, new securities and corporation laws, and other such changes associated
with modern financid ingtitutions (World Bank, 1994, p. 213). These benefits with respect to the
development of financid indtitutions are much more likely to be repeeted in other nations a a

comparable level of economic development than in the United States and other OECD nations that



dready have wdl-developed financid inditutions.

Some experts argue that privatization has definitely increased the savings rate (Edwards, 1998,
p. 52); othersthat it may or may not have had such an impact (Kritzer, 1996, p. 49; Myers, 1992, p.
53). Whilethereis generd agreement that between 1986 and 1996 the savings rate increased from
about 10 percent to about 29 percent, there is disagreement asto why. Many critics and some
supporters of privatization point out that it is hard to say how much of this change in savings rate was
due to pension reform given that there were a number of other mgjor changes that would aso be
expected to contribute to an increase in the savings rate taking place during this same period of time
(World Bank, 1994, p. 209). A reated argument is that much of the increase in savings due to the
pension accounts may have replaced other forms of savings (Graham, 1998, p. 50).

Similarly, some argue that there has been a positive impact on the rate of economic growth
(Pifiera, 1999; Kay, 1997c); more common is the view that there may have been such an impact
(Arenas de Mesa & Montecinos, in press). Thereis generd agreement that Chile has experienced a
great ded of economic growth since the early 1980s, but there is much less agreement about how much
(if any) of that growth can be attributed to pension reform.

Theindividual accounts approach givesworkers more mobility than they have with
private defined benefit occupational pensions. When workers are covered by defined benefit
schemes they are often subjected to severe pendtiesif they leave (or they are asked to leave) the
organization prior to reaching retirement age. In contrast, Chilean workers own their individua accounts
and arefully vested & dl times. Thereisno pendty or loss of assets when aworker moves from one
job to another. In Chile pengon reform unlinked pensions from occupationd categories (under the old
scheme many occupationa groups had their own defined benefit schemes) making it easier for workers

to move from job to job (Graham, 1998, p. 50). Thisincreased labor flexibility is good for the worker
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and it isaso good for the overdl economy. It isof note that thisis an advantage relaive to defined
benefit occupationad pensions and relative to the structure of Chile's old pension system, but it isnot an
advantage reldive to the Socia Security system in the United States.

General revenues can be used to help financethetranstion from a PAYGO toa
privatized scheme. In Chile gpproximately 40 percent of the cost of the trangtion has been financed
by government bonds paying market rates. These bonds are primarily being sold to the AFPs and will
be gradualy redeemed by the government using generd revenues during the retirement years of those
covered under the old system (Pifiera, 1999, p. 11). Thisisviewed as away to distribute the cost of
burden of the trandition across generations. The burden on genera revenues due to trangtion costs had
gtarted to decline by the mid 1990s (Edwards, 1998, p. 51). Some advocates of privatization for the
United States have dso suggested that the trangtion could at least in part be financed by sdlling bonds
here aswell (Beard, 1996, p. 157).

With privatization, returns on retirement savings tend to be greater for high-wage
workersthan for low-wage workers. While the return on invested capitd is the same for everyone
who isinvested in a particular fund, there are a number of flat-fee expenses that have the effect of
reducing the net return for employees who earn less and thus contribute less (Graham, 1998, p. 52,
Kay, 1997¢). For example, with severd, but not dl of the AFPs there is aflat rate transaction fee for
each contribution that has the effect of reducing the net return on contributions for workers making small
contributions. Further adding to this regressive effect are the pendties linked to interruptions in the flow
of contributions associated with moving in and out of the labor force, a pattern that is more common for
low-wage than high-wage workers. A substantia fraction of covered workers end up with AFP
accounts that are so low that they will qudify for the minimum pension. What can we say about the

returns for their accounts? There are two somewhat contradictory ways to andyze their returns. We
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could say that their effective returns are higher than those of workers with dightly higher wages who do
qudify for apension, because the government in effect adds money to their account after retirement. Or
we could say that their perceived returns are lower than those of workers who earn enough to justify a
regular pension, because they redlize no increase in their eventua pension based either on the size of
their contributions or the performance of assetsin their accounts.

With privatization, returnsfor women tend to be lower than returnsfor men One
reason returns tend to be lower for women is that they often earn less than men. Sex discrimination in
Chileis not againg the law, and this discrimination reduces women's wages (Elter & Briant, 1995, p.
28). They are disproportionately represented at the lower end of the income distribution. They are dso
more likely to move in and out of the labor force and as aresult are less likely to reach the 20 years of
contribution required for the minimum pension (Elter & Briant, 1995, p. 23). One study reportsthat a
typica woman who retires at age 60 is able to purchase an annuity that replaces only 57 percent of her
former sdary in contrast to the 86 percent replacement rate for the average man retiring at age 65 (Kay,
1997c). The lower replacement rate is due in part to lower wages, in part to lesstime in the labor
force, and in part to the use of gender specific annuity tables (Kay, 1997b). Because women live longer
than men, for the same size AFP account at retirement, awoman's monthly pension payment is lower.
On average, women and men retiring at the same age and with the same szed AFP fund accounts can
expect the same lifetime pension benefit, but the lower monthly benefit for women does making paying
the bills more difficult, particularly for unmarried women.

The adminigtrative costs associated with the individual accountstend to be high. The
adminigtrative costs associated with the AFP accounts are less than transparent as there are a number of
periodic transaction feesin addition to the initid 2.5 to 3.5 percent fee. For small accounts these fees

can eat up much of any advantage there might have been of investing in private financid markets as



opposed to participating in the old government PAY GO defined benefit scheme (Diamond, 1996).
Many commentators present figures on rate of return for the Chilean pension funds that do not take into
consderation costs associated with marketing and the adminigtration of these funds. When such costs
are factored in the redl rate of return for the period between 1982 and 1995, it drops from 12.7 to 7.4
percent (Kay, 1997¢). Thereis evidence suggesting that the cost of administering Chile' s privatized
scheme s higher than it was with the old PAY GO scheme (Diamond, 1994).

The marketing costs associated with the AFPs are high and getting higher. Thereturns
for the various funds tend to be very much dike due in large part to the iff pendtiesfor faling below
the average return for al AFPs. Given these amilar rates of return, the funds must find other grounds on
which to attract enrollees. Incentives such as free cdll telephones and bicycles are used to get workers
to shift from one AFP to another (Rotella, 1998; Friedland, 1997). This marketing effort cdlsfor a
large sdles staff and other marketing expenses (Kay, 1997c). The cogt of dl this marketing, estimated
to be $200 million in 1996 (Graham, 1998, p. 53), tends to reduce the net return for participating
workers. Over the years the saes saffs for the various AFPs have grown considerably as competition
between AFPs has become intense. Between 1990 and 1997, the sales force in Chile has grown from
3,500 to 20,000 (Graham, 1998, p. 53). It isaso estimated that as many as 50 percent of al enrollees
switch AFPs each year (Queisser, 1999, p. 23).

Privatization may promote movement from the formal to the informal labor market. In
an effort to avoid paying the high payroll taxes associated with the privatization scheme (which
approaches 20 percent for Chilean workers when we include the contribution for hedlth insurance as
well), some workers are moving from the formd to the informa sector of the labor force. Thismoveis
particularly attractive to workers who have 20 years of contribution credit (this number often includes

credit for severd years spent contributing to the former PAY GO scheme) and who redlize (or expect)
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that the savingsin their individua accounts a retirement will be so low thet they will qudify for the
government financed minimum pension (Arenas de mesa & Bertranou, 1997). One estimate is that
between 30 and 40 percent of those currently covered will end up taking the minimum pension (Kritzer,
1996). According to some recent accounts, the number making this choice isincreasing and the long-

run result could be a substantial economic burden on the government (El Espectador, 1996).

EVIDENCE FROM OTHER LATIN AMERICAN NATIONS

Chileisno longer the only Latin American nation to have introduced defined contribution
individua accounts. During the 1990s severd other countries have privatized or partidly-privatized their
socid security systems: Peru (1993), Argentina (1994), Colombia (1994), Uruguay (1995), Mexico
(1997), Balivia (1997), and El Sdvador (1998) ( Cruz- Saco & Mesa-Lago, 1998a; Mesa-Lago,
1997; Peirce, 1997; Queisser, 1998, 1999; Willimason & Pampd, 1998; Stanton & Whiteford, 1998).
Whiledl of these countries have adopted some form of privatization, the schemesin Balivia, El
Sdvador, and Mexico are fully privatized and thus closer to the Chilean model. The other countries
have adopted mixed or coexisting programs that include a PAY GO pillar. All of these countries have
adapted agpects of the Chilean model, but have done so in ways that respond to nation specific
economic, socid, and politica contextua factors.

Those countries that have fully privatized their pension systems have replaced the old system
and require al employees who are new entrants to the workforce to participate in the new scheme. For
example, the program in El Salvador requires dl new employees and dl younger employees (those who
were under age 36 in 1998) to enrall in the privatized scheme. The old scheme remains in place for
older employees, but asin Chile, it is gradualy being phased out (Queisser, 1998, p. 133). In Mexico

and Boliviadl employees have been shifted to the new privatized schemes.
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Partial privatization can take many formsand in Latin Americait hasdone so. In
addition to the nations that have fully privatized their nationa pension schemes or are on the road to full
privatization, there are an equal number of nations that have opted for partid privatization. These
include Argenting, Colombia, Uruguay, and Peru. Some systems have digibility restrictions for
participation. For example, in 1995 in Uruguay those earning below 5,000 Uruguayan pesos (US$
812) per year had to enrall in the nation’ s defined benefit public pension scheme, and those who earned
over thislimit had to enrdll in the privatized scheme (Davrieux, 1997). Asthislimit isindexed, by 1999
it had increased to 9,171 Uruguayan pesos (US$ 798). In Peru workers entering the labor market have
a choice between the privatized scheme and the public pension system, but once the choice has been
made they are not alowed to switch. In Colombia workers may switch between the systems once
every three years, and in Argentinaworkers also have the option of switching up to twice ayear
(Queisser, 1998, 1999; Isuani & San Martino, 1998).

One common change asthe Chilean model has been adapted to the needs of other
nations has been to centralize the collection of pension contributionsin an effort to reduce
fraud. In Chile, the contributions are collected by the employer and sent to the designated AFP. The
sameistruein Boliviaand El Sadvador. But in many other countries such as Argenting, Mexico, and
Uruguay, government agencies collect the contributions which are then sent dong to the specified
pension fund adminigtrators. The reason for the centra collection of contributionsis that it makesit
easer for government regulators to keep track of certain types of fraud, such as employerswho are
dow sending employee contributions to the pension fund administrators. Employers that collude with
employees to under report income are another problem; the result is low contributions or no
contributions to the AFPs (Vittas, 1997, p. 5; Zapatta, 1997, p. 69). However, central collection can

aso be problemdtic if thereisinefficiency or fraud on the part of central government employees
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(Thompson, 1999, pp. 9-10).

Individual retirement savings accounts ar e typically funded entirely by employees
themselves, but in some countriesthe cost of funding these accountsis shared with employers
or the government. In Argentina, Colombia, Uruguay, Bolivia, and Peru the practice isthe same asin
Chile; only the employee makes contributions to the individud accounts. Contributionsin these
countries range between 7 and 10 percent. In Mexico the 6.45 percent contributions to the individua
accountsis plit three ways, the employee contributes 1.125 percent, the employer contributes 5.15
percent, and the government contributes .225 percent (Cruz- Saco & Mesa Lago, 1998b, p. 391;
Mesa-Lago, 1997, pp. 396, 404). In El Sdvador the 10.5 percent contribution to the individual
accounts is split between the employee and the employer with the employer paying adightly larger share
(5.50 and 5.15 percent respectively) (Superintedencia de Pensiones, 1999).

In Colombiathere isaspecid one percent tax on high-income employees (those earning at least
four times the minimum wage). The funds generated from this source are matched with government
funds and the money is then used to subsidize the contributions of targeted low-income groups in an
effort to bring them into the system (Queisser, 1998, pp. 26, 98; Cardenas Rivera, 1998, pp. 188).

In several of these nationswith privatized schemesthereisa guaranteed minimum
pension for workerswho have been covered for a specified number of years, but for one
reason or another end up with avery low pension benefit. In Chile such apensonisavailable
after 20 years of contribution. In El Salvador and Mexico it is available after 24 years (Cruz- Saco &
Mesa-Lago, 1998b, p. 392). But in some countries such as Bolivia and Peru (Graham, 1998, p.52;
Queisser, 1998, p. 68) thereis no such guaranteed minimum pengion. Chil€ s minimum penson is25
percent of the nationd average wage and isindexed to inflation. The minimum pension in El Savador is

set by the government and is not indexed to inflation or changesin the overdl standard of living. In
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Mexico it isequd to the minimum saary in Mexico City (Queisser, 1998, p. 68). In Argentina 35 years
of contributions are required and the minimum pengion is determined by the government. Colombia has
aminimum penson that is equa to one minimum wage, digibility requires 23 years of contributions
(Cruz- Saco & Mesa-Lago, 1998b, p. 406). In countries such as Argentina and Colombia the women
and low-wage workers mogt likely to be in need of a minimum pengon often will have opted for the
defined benefit scheme.

Most of these countriesrequirethat benefits from theindividual retirement savings
account betaken in theform of an annuity that will last for the person'slifetime or in theform
of a scheduled series of payments designed to provide coverage for a specified number of
year s based on life expectancy. Typicaly the fundsin these accounts are used to buy an annuity or a
series of scheduled payments (Queisser, 1998, pp. 80-81). But in some countries, like Chile, itis
possible to take a portion of the retirement savings as alump sum so long as the amount |eft in the
account provides what is consdered an adequate minimum annuity income (Edwards, 1998, p. 48). In
some cases, such as Pery, there is the option as to whether or not to buy an annuity that includes
survivor benefits (U.S. Socid Security Administration, 1997, p. 280). In some such as Balivia, the
benefits can be taken in the form of afixed or avariable annuity (Mesa-Lago, 1997, p. 397).

In most of these countriesthe gover nment specifies upper limitswith respect to the
proportion of the pension fund assetsthat can beinvested in various asset classes. Some
countries, such as Chile, Argentina, and Mexico, alow investments outside the country; others, such as
Balivia, require that al assets beinvested domestically. Regulations with respect to upper limitsasto
the fraction of fund assets invested in various asset class are present in Chile, Mexico, El Sdvador,
Boalivia, and Uruguay. One reason for such regulation isto control therisk level of benefits. Control

over where funds are invested is a so used to assure that the assats are used to finance domestic needs
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for investment capital. The redlization that a funded scheme will generate substantial assets that in turn
can be used to stimulate economic growth has become a major argument in favor of privatization
(Iwasaki, 1996; Reisen, 1997). For some countries, such as Mexico, Uruguay, and Bolivia, rules about
how much isto be invested in various assets classes are used to assure that a specified portion of the
assats be invested in government bonds (Quiesser, 1998). Policymakers expect these funded accounts
to have a positive impact on the economy independent of the actud long-term returns for individua
workers. Boliviaand Mexico do not guarantee minimum yields (Mesa-Lago, 1997, p. 438). In severd
of these countries the amount invested in government bonds is quite high, for example, in thefdl of
1998, it was 100 percent in Bolivia, 94 percent in Mexico, and 79 percent in Uruguay. In contrast, the
amount invested in bonds was only about 41 percent in Chile and 46 percent in Argentina (Garcia,
1998).

Very little evidenceis currently available with respect to thedigributional
consequences of these various privatization schemes, but what is available suggests that
women and low-wage wor kerstend to do lesswell than men and higher-wage workers. Itis
difficult to make generaizations about how well women and low-wage workers are doing or will doin
connection with these schemes relative to how they did with old defined benefit schemes. Onereasoniis
that the old schemes were typicdly in very bad shape when the change was introduced. In many of
these countries benefits under the defined benefit scheme had become very low and payroll taxes had
become very high due to problemsin the way the plans were desgned. The old scheme in many
countries covered only avery smdl fraction of the population and it often excluded alarge portion of
low-wage workers (Graham, 1998; Queisser, 1998). The old schemes often had provisons making it
possible for certain categories of workers, typicaly those in high-wage public service occupations such

as judges, to get very high pension benefits rdative to payroll tax contributions (AyaaOramas, 1997;
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Queisser, 1997, 1998).

In Chile, low-wage workers do not do aswell as higher-wage workers for two reasons. Oneis
that they tend to have less regular work histories with more movement in and out of the formal sector of
the economy. The other is that the amount of money in their accounts is generdly lower. In the Chilean
schemesthere are avariety of flat rate fees that have the effect of reducing the long-term returns for the
accounts of low-wage workers more than the accounts of high-wage workers. Because women tend to
earn less and tend to move in and out of the paid labor force more than men, they tend to end up with
lower returns than do men (Arenas de Mesa & Montecinos, in press, Kay, 1997¢). In Peru, women
and low-wage workers tend to do less well for the same reasons mentioned in connection with Chile
(Graham, 1998, p. 122). An additiond factor for Peru isthat there is no minimum pension; it was not
included due to the large number of low-wage workers (Graham, 1998, p. 52). In Argentina, an
important factor isthe 30 year limit for digibility for the minimum pension. Women and low-wage
workers are less likely to have accumulated 30 years in covered jobs and for this reason will beless
likely to be digible for that penson (Elter & Briant, 1995; Graham, 1998, p. 52). However, in
Argentinathere is a pecid provison for homemakers alowing them to participate in the second-tier
pension making a reduced contribution.

When wor kers shift from a defined benefit schemeto a defined contribution individual
accounts scheme, they generally get credit for prior contributionsto the defined benefit
scheme, but the way credit is given takes many forms. One method found in Chileisa
"recognition bond” that corresponds to contributions made to the prior scheme (Queisser, 1998, p. 48).
Over the years there is an increase in the vaue of this bond due to imputed interest and at retirement the
government redeems the bond. This Spreads the reimbursement over many years (as workers will retire

in different years) reducing the fisca burden on the government. An dternative gpproach isillustrated in
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Argentinawhere the worker isissued a specid lifetime pension available after aminimum of 30 years of
contributions to the system (Cruz- Saco & Mesa-Lago, 1998b, p. 400). Asaresult, the government
Spreads repayment over an ever longer period of time than in Chile. In Boliviathere is a compensatory
pension made & retirement to those who contributed for 5 or more years to the old defined benefit
system thet is adjusted for the number of yearsworked. The policy isamilar in Peru with arequirement
of 4 years of contribution and in Colombiathe requirement is 3 years (Mesa-Lago, 1997, p. 400). In
El Sdvador thereisdso a specid payment at the time of retirement (Mesa-Lago, 1997, p. 396). In
Mexico the number of years contributing to the old system is added to the number of years contributing
to the new system to meet the years of contribution requirement. At the time of retirement aworker's
pension is caculated two ways, based on the new system and based on the old system. The worker
then gets the larger of the two benefits (Queisser, 1998, p. 50; Stanton & Whiteford, 1998, p. 160). In
Uruguay there is no speciad compensation for contributions to the prior scheme; however, the number of
years of contribution count toward the number of years a person must contribute to become eligible for
apension under the new scheme (Queisser, 1998, p.50). In some countries, such as Peru, these bonds
are not indexed; in others such as El Salvador and Argentina they are indexed, but no interest is paid
(Cruz- Saco & MesaLago, 1998b, p. 395; Queisser, 1998, p. 29). In Colombia and Argentinathe
bond isindexed and pays ared return over and above inflation (Mesa-Lago, 1997, p. 400).

Workers generally have very little control over how the assetsin their pension funds
areinvested. In Chile, for example, currently there are eight pension funds to sdlect among, but the
types of investments made are very Smilar across funds. Due to the pendty for areturn on AFP assets
of more than two percent below the average, fund managers tend to adopt very smilar asset dlocation
plans (Reisen, 1997, p. 12). In Chile each of these pension managersis responsible for only one fund, a

fund that will combine invesments in many different asset classes. In Mexico, in contrast, some of the
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pension fund organizations will soon be able to set up severd subfunds dlowing workers to move ther
assets between these subfunds (Queisser, 1998). The god isto give the worker more control over
investment decisions than they have in Chile, but still no where near the control that IRA and 401(k)
investors have in the United States.

In most of these countries the self-employed can participate in the defined contribution
individual accounts, but typically very few do. In Chile coverage of the sdf-employed is voluntary
and estimates of the proportion covered are between 10 and 20 percent (Queisser, 1999, p. 21;
Kritzer, 1996, p. 49). Participation isaso voluntary in El Salvador, Bolivia, Peru, Colombia, and
Mexico. In Uruguay participation of the self-employed is mandatory, but only if their income is above
the income limit a which coverage by the privatized scheme become mandatory. In Argentina the sdlf-
employed must participate in the earning-related second-tier pension, but there is a choice between the
defined contribution individua accounts and the public defined benefit scheme (Cruz- Saco & Mesa-
Lago, 1998b, p. 399).

In some countriesworkers can retire early so long asthey have accumulated sufficient
fundsin their individual retirement savings accounts. In Chile aworker can retire as soon as he
or she has accumulated sufficient funds to purchase an annuity that will pay at least 110 percent of the
minimum old-age pension or if it isequa to at least 50 percent of his or her average (indexed) wage
over the prior ten years (Kritzer, 1996, p. 47). There are smilar policiesin place in Mexico (Stanton &

Whiteford, 1998, p. 161), El Savador (Queisser, 1998), Balivia, and Colombia (Mesa-Lago, 1997).

DISCUSSION

Most of what we know about the impact of the privatization of nationa pension schemesin

Latin Americais based on the Chilean case because the other schemes are comparatively recent. While
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there will be much to learn from these other models in the years ahead, their primary relevance to the
current debate over the proposed privatization of Socid Security in the United States is for what they
tell us about the different ways in which national pension schemes can be partidly or fully privatized.

In recent years we have seen the emergence of what could become aworldwide trend in
nationa pension policy, atrend away from the PAY GO defined benefit schemes and atrend toward
greater emphasis on funded defined contribution schemes. A number of structurd, culturd, and
ideological factors have played arole in shaping the policies that have emerged.

Some structurd factors have been present in mog, if not dl, of the Latin American nations that
have shifted from PAY GO defined benefit schemesto systemsthat depend dl or in part on afunded
defined contribution component. They were dl finding it increasingly difficult to provide promised
benefits as their pension systems matured and their populations aged. Policymakersin these nations
were concerned about projected demographic trends pointing to a continued graying of the age
dructure. A factor that has received less atention, but is dso important in many of these countries, is
concern with the maintenance of international competitiveness (Kay, 1997a, p. 9).

In some nations, country specific structura factors have been important. In Chile, for example,
the trangition from a defined benefit PAY GO scheme to afully privatized scheme was made possible by
the power of Generd Augusto Pinochet’ s authoritarian regime. By contrast, when Argentinamade its
move in the direction of privatization, policymakers had to contend with a more democratic politica
context (Isuani & San Martino, 1998, p. 131). It was necessary to compromise in the face of
opposition from various interest groups and the result was a scheme giving workers a choice between
the defined benefit and the defined contribution gpproach for the earnings-related tier of the nationa
pension system. In Peru there was public discussion, but lessinterest group politicsinvolved, in the

decison to partidly privatize (Cruz- Saco, 1998, p. 166-168).



Another important factor has been program history. In generd it has been eadier for nations
without mature PAY GO defined benefit schemes covering most of the population to make the shift to
defined contribution individua account schemes (Myles & Pierson, in press). Thisline of reasoning can
be used to explain why it was politicaly easer for a country like Britain (that did not have a mature
earnings-related defined benefit schemein place in the mid-1980s) to partidly privatize its nationa
pension scheme than it would be for the United States (that does have a mature defined benefit scheme
in place) to do the same today.

But how do we account for the Chilean case? Unlike Britain, Chile did have a mature PAY GO
defined benefit schemein place when the decison to privatize was made. Part of the answer isthat
Chile's commitment to the defined benefit approach had been substantialy undercut by the steady
declinein the proportion of pre-retirement income that the system was able to provide. It was clear to
most Chileans that something had to be done. The payroll taxes were becoming unbearably high and
benefitswere Hill fdling. 1n short, the Chilean policy legacy had become problematic. There were
amilar problemsin Argentina (Isuani & San Martino, 1998, p. 133-135), Peru (Cruz- Saco, 1998, p.
167), and many of the other countries.

Culturd factors dso have played an important role in many of these countries. In Chileit was
possible to impose privatization because the structurd power of Pinochet’ s authoritarian regime trumped
the nation’s populist and paterndigtic palitica vaues that supported the prior public defined benefit
scheme. In some countries that consdered making the shift in the structura context of greeter
democracy such as Argentina, Uruguay, and Peru, these traditiona political vaues seem to have
contributed to making it more difficult to make as dramatic a plit with the past (Cruz- Saco, 1998, p.

168).
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Given thisline of analys's, how do we account for policy developmentsin Mexico, a country
that opted for full privatization despite greater democracy than was present in Chile in the early 1980s?
Why did Mexico end up adopting amodd closer to that of Chile than that of Argentina? One response
isthat the process was different. 1t took seven years for Mexico to move from serious discussion about
privatization to the implementation of the scheme; in Chile the decison was made much quicker. One
reason it took aslong asit did in Mexico was the opposition of various interest groups such asthe
unions (Cruz- Saco & Mesa-Lago, 1998, p. 380). Another part of the explanation is that Mexican
workers covered in 1997 (the year the trangition was made) by the old defined benefit system, at
retirement will have the option of collecting benefits based on ether the new scheme or the old scheme,
whichever yields the greater pension benefit (Cruz- Saco & Mesa-Lago, 1998, p. 386). Thisis
arguably a more generous aternative than that offered Chilean workersin 1981. While Mexico did in
the end opt for full privatization, it did so in away that reflected the different political context in which
the decision was made.

The difference in the degree of concern about the impact of privatization on women as opposed
to men throughout Latin America reflects the influence of regiona cultura factors. The evidence
suggedts thet the privatization of public penson schemesin Latin America has been particularly
problematic for women (Graham, 1998; Kay, 1997b, 1997c). Thisis congstent with evidence from the
World Vaues Survey suggesting that the economic status of women is of grester concern in countries
such as Sweden and Denmark than it isin countries such as Chile, Argenting, and Mexico (Inglehart,
Basariez, & Moreno, 1998, v128). Asmentioned earlier, in many Latin American countriesit is not
only common to discriminate againgt women, but also legd to do so (Elter & Briant, 1995). That being
the case, it isnot surprising to find more atention in Sweden than in Chile to the potentid impact of

pension reform on women, particularly low-income women. For example, in Sveden, unlike Chile, the
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retirement annuities will not be gender specific. In addition the Swedish government will give pension
contribution credit to women who take a few years off work to care for their children (Pamer, in press;
Klingval, 1998).

Starting in the late 1970s and particularly since the late 1980s the ideologica center of gravity
among nationa pension policymakers has been shifting to the right, not just in the Latin American
countries being congdered in thisandysis, but dso in many other nations including Britain, the United
States, and Sweden. The assumptions and beliefs embodied in the ideology of the free market lead
adherents to market-based solutionsto a variety of socia policy issues. The ideology of market-based
socid policy is sweeping around the world with little by way of successful opposition from those on the
left who have traditionally been skeptical of this degree of rdiance on market-based policies.

The collgpse of the communist regimes in Eastern Europe and the subsequent difficulty that
many of these nations have had in adapting to a capitaist world system have contributed to a
discrediting of not only socialism, but o generous welfare sates. Defined benefit public pension
systems (which often include reditributive payout provisions) as well as other generous health and
socid wefare programs are increasingly being viewed as placing an unacceptable burden on the Sate.
The solution to the problem of socia provision according to advocates of thisideology isto make
individuas and their familiesincreasingly responsble. The god isto shift the burden and the risk from
the state to the individudl.

Due to demographic trends, the maturation of existing public pension systems, and the pressures
of world markets, it is becoming increasingly difficult for governments to finance expensive pension
sysems. The beief in market-based solutions offers what looks like away out of both current and

projected future financing problems through the partid or the full privatization of nationd pension
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sysems. How well this gpproach will work in the long run remains to be seen; but in the short runiitis
looking attractive to policymakersin an increasing number of nations, both rich and poor.

Thefocus of the present andlysis is on what policymakersin the United States have to learn
from the evidence with respect to privetization effortsin Chile and other Latin American nations. One of
the mgor lessons from these various case sudiesisthat it is possble to shift from a PAY GO defined
benefit scheme to a scheme that dependsin part or even entirely on defined contribution individua
accounts. It has been both politicaly and economically possible to make the shift in these nations.
Thereis no evidence to suggest that the Chilean economy or any other Latin American economy has
been harmed by the shift in the direction of privatization, and there is & least Some evidence suggesting
that the shift has had positive economic effects.

The extent to which the creation of individua accounts will incresse the nationd savingsrate is
often overstated by advocates of privatization. Clearly aportion of what goes into such accountsis
offset by reduced individua savings outsde such accounts. However, thereis evidence from Chile
suggesting that privatization has led to an increase in the nationa savings rate (Edwards, 1998).
Privatization has resulted in a substantial increase in investment capita (Queisser, 1999; Arenas de
Mesa & Bertranou, 1997). While experts disagree as to whether privatization has had a positive impact
on economic growth, a number argue that the impact has been pogtive (Pifiera, 1999; Kay, 1997¢).
The move toward privatization has d o led to a decrease in the projected size of the future nationa
debt. Future reductionsin the size of the nationa debt would be likely to contribute to economic growth
over thelong run.

In Chile, the individud retirement savings accounts tend to be popular, particularly among
middle- and upper-income male workers (Navarro, 1997,p. 30; Diamond, 1994, p. 26). Thereis

good reason for this as the returns on contributions to these accounts in recent years have been grester
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than the imputed returns in connection with the public defined benefit scheme. However, there is much
lessinterest in these individua accounts among low-wage workers. One reason is that many low-wage
workerswill end up with low balances in their accounts when they reach retirement age. Asaresult
they will end up taking the guaranteed minimum pension, and the Size of that pension will not be
influenced by the badance in their accounts, except to the extent that they will be indigible for these
pensonsif the balance is over a specified leve.

The persond retirement savings accounts are also less likely to be attractive to women than to
men. In Latin Americaas throughout the industrid world, women tend to earn subgtantially less then
men and tend to spend fewer yearsin the paid labor force (Schulz et d., in press; Elter & Briant, 1995).
The result is that more women can expect to receive the guaranteed minimum pension when they retire.
In other countries, like Britain, these consderations lead many low-income women to opt for the public
penson scheme rather than the individua accounts dternative (Liu, 1999).

While privatized accounts seem to have positive consequences for the overal economy, in the
long run the benefits may turn out to be quite modest. While a shift from the more redigtributive
gpproach implicit in most defined benefit schemes towards less redigtributive defined contribution
schemes may have some positive consequences for the overal economy, and maybe for the average
worker aswdl, those benefits will come a aprice. Thereisat least suggestive evidence that such a shift
in penson palicy islikely to be associated with both an increase in income inequdity (Borzutzky, 1998,
p. 53; Graham, 1998, p. 123) and an increase in gender inequality (Kay 1997c; Elter & Briant, 1995).

One of the most important unresolved questions at this point is how patient the public will be
when thelr individua retirement savings accounts are subjected to the consequences of prolonged

declinesin financia markets. After afew nations have gone through such periods, the consequences of
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the decigon to shift the financid risk from the gate to the individud will come to be much more clearly

understood by both policymakers and the genera public.
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