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• Coverage of contributory pension systems depends on a 
set of different (but mostly related) economic, 
institutional, political and cultural factors. Among 
these, business cycles and the size of informal sector 
(which is closely correlated to economic development) 
seems to have the most significative influence. 

 

• The nature and specific characteristics of the pension 
system do not  have a large direct impact on coverage. 

• However, in the margin and ceteris paribus, different 
pension systems will  have different levels of coverage. 
These differences depend mainly on: 

 How the design of the pension system influence 
workers and employers decisions to participate in it. 

 What’s the economic impact of the pension system. 



II. Funded pensions systems and coverage: 
the theory  

• The replacement (partial or total) of a PAYG system by 
a funded pension system based on personal savings 
accounts, can have a positive impact on coverage since: 

 The pure-tax component of social security contributions 
is reduced. 

 Contribution rates can be reduced. 

 Labor mobility is increased. 

 Early retirement is discouraged. 

• Then, pension reform can: 

 Reduce the costs of formality (increase employment in 
the formal sector). 

 Create incentives both for workers and employers to 
participate in the contributory pension system. 

PrimAmérica 

Consultores 

(Continue) 



II. Funded pensions systems and coverage: 
the theory  

• On the other hand, incentives to pay contributions to a pure DC system may be 
much weaker for low income workers with unstable employments (since the 
benefit they get will depend strictly on the amount of contributions going to 
their personal savings accounts). This works against coverage. 
 

• There are other characteristics of pension systems which have an influence on 
coverage. However, they are not necessarily associated to any particular class 
of system: 

  
       - Collection mechanisms. 
       - Enforcement capacity. 
       - Interactions of the pension system with other social security programs.    
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III. The facts 
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• Available data is not enough to draw a definite conclusion 
about the size of the impact of pension reform on coverage. 
However, there are some relevant results: 

 Packard (2001) finds that the introduction of individual 
retirement accounts increases the share of the economically 
active population who contributes to the reformed systems, 
although this takes place gradually (Panel data for 18 LA 
countries). 

 Colina/Ronconi/Tommasi (2002) finds that pension reform had 
a positive (but minor) impact on coverage, and that the impact 
is concentrated on workers receiving higher incomes 
(Argentina). 

 Edwards/Cox (2002) finds that pension reform did help to a 
modest increase in informal sector wages (2%), and to a 
modest reduction in unemployment rates (Chile). 

 Cox/Edwards (2003) finds that the reduction in payroll taxes 
(that’s associated to a switch towards a funded and DC 
system) had a significative and positive impact on labor 
demand and on labor force participation (10% reduction in 
payroll tax would led to 2% increase in employment and 0.7% 
expansion in labor force participation) (Chile). 
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 Cox/Edwards (2003) finds that, after pension reform, both 
men and women are staying in the labor force until a later 
age (Chile). 

 Munell/Cahill/Jivan (2003) find that individuals in DC 
plans retire one year later than individuals in DB plans 
(USA). 

 Corbo/Schmidt-Hebbel (2003) finds that because of 
pension reform, total employment grew between 1.3% and 
3.7%; employment in the formal sector grew between 
3.2% and 7.6%; and that employment in the informal 
sector did fall between 1.1% and 1.3% (Chile). 

 Evidence from Chile also shows that coverage is positively 
correlated with income levels. 
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• So, we may conclude that the impact of pension 
reform on coverage has been positive, although 
not large. 

• As expected, the socioeconomic characteristics of 
the country and the structure of employment 
seems to be the most important forces behind 
coverage of a contributory pension system. 

• So, to increase coverage is still a mayor challenge 
for both, DC and DB programs in developing 
countries. 



IV. The objective of universal coverage 

 
• Experience from countries where participation in contributory 

pension programs is voluntary, shows that many workers 
choose not to participate. 

 
• This decision could be rational: restrictions on liquidity of 

pension savings combined with restriction of poorer workers 
to access the credit market, make pension savings unattractive 
for some groups. 

 
• Also, there is partial evidence that workers not covered by 

mandatory pension systems, do “build” some other different 
kind of economic protection for old-age.  

• So, the objective of universal coverage is questionable. In 
particular, proposals to extend the pension mandate to 
independent (informal) workers, should be carefully evaluated 
since their costs could be greater than their benefits. 
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V. Concluding comments 

• Contributory pension systems will not experience full coverage, as long as 
there exists an informal sector. 

• Universal coverage could only be experienced in “multi-pillar” systems 
which combine contributory with non-contributory programs (this means 
that there is a potential trade-off between the objectives of full coverage 
and financial sustainability of the social security system). 

• To expand coverage: 
 Reduce informality (costs of formalization should be reduced). 
 Develop non contributory programs (but pay special attention to their 

design: expenditures should be concentrated in the very poor; no 
des-incentive to participate in contributory pension programs should 
be created; etc.) 

 Remove any des-incentive for voluntary participation of informal 
workers in the contributory pension system. 

• Also, a policy to increase coverage should include the introduction of a 
funded pension program based on personal saving accounts. 

 This kind of system increases the incentives for workers and employers to 
pay contributions and encourages the formalization of labor. 

• In all cases, economic growth is a basic condition to increase coverage. 
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