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Prologue 
 
Elevated informality rates, coupled with factors such as increased life expectancy, have meant that 
average pension payouts in Latin American countries correlate increasingly less to wage levels upon 
retirement.  This dynamic is driving pension reform throughout the region.  Instead of focusing on 
improving replacement rates, reform efforts have primarily limited to attempts that resuscitating 
antiquated, impracticable frameworks and reversing reforms based on individual capitalization. 
 
Due to demographic constraints, Pay-as-You-Go (PAYG) pension systems stopped being sustainable 
alternatives long ago.  In the limited number of cases where nations did manage to generate sufficient 
replacement rates, pensions were limited to individuals accruing 15 to 20 years, and failure to meet this 
threshold meant one paid into the system and then received no payout.  ILO Convention 128 asserts that 
only workers contributing for more than 30 years can rationally expect a full pension.  Therefore, those 
failing to accrue this amount of contribution periods have a right to a partial pension.  And lastly, 
individuals failing to generate more than 10 years in system should not expect to receive a pension upon 
retirement. 
  
This ILO norm, together with the evidence that countries with PAYG pension systems are beginning to 
adopt individual-capitalization mechanisms to alleviate the fiscal deficits they face, and the nearly 
unanimous opinion of experts, has not been an obstacle for ideologically-motivated sectors to see an 
opportunity to reintroduce, even partially, PAYG pension systems.  
 
Unfortunately, their intransigence does not end there. Many have refused to even give thoughtful 
consideration to reforms designed to remediate the shortcomings of individually-capitalized frameworks 
(e.g. increasing contributions, voluntary savings). This is ostensibly because such measures’ fail to 
comport with political agendas that include efforts to reintroduce public PAYG pension systems or other 
such collectively-funded frameworks. Instead, they advocate for individual-capitalization reversals on the 
basis of the purported failure of same.  Pro-PAYG rhetoric increasingly points to arguments included in 
books such as Reversing Pension Privatizations: Rebuilding public pension systems in Eastern Europe and 
Latin America.  While at first glance this publication may appear to be an ILO-sanctioned document, this 
is not the case.1  
 
In the hope of generating a more informed pension debate, FIAP is proud to present this publication.  
Our deepest hope is that it will contribute to progress in terms of generating better pensions for more 
individuals throughout Latin America and the Caribbean.  Entitled Reversals: As Europe advances 
towards individual capitalization, some in Latin America advocate return to Pay as You Go, it was 
prepared by sector specialists Rodrigo Acuña and Karol Fernández,  Agnieszka Chlon-Dominczak, who 
provided an analysis of the reforms in Central and Eastern Europe, and the FIAP editorial board, made 
up of Francisco Margozzini, Manuel Tabilo and Rodrigo Vidal.  
 
The publication highlights the strengths of individual-capitalization schemes, and delineates what our 
societies can do to perfect them. It then addresses the dangers of reverting to PAYG or collectively-
funded pension schemes, and concludes with a refutation of the rhetoric put forth by political leaders 
who have repealed their nations’ individual-capitalization reforms. 
 
Guillermo Arthur  
Chairman, FIAP 

 
 
1 Though the article’s authors (Isabel Ortiz, Fabio Durán-Valverde, Stefan Urban and Veronika Wodsak and 
Zhiming Yu) hold positions at the ILO, the study was not a product of said organism’s tripartite processes.  

https://www.ilo.org/secsoc/information-resources/publications-and-tools/books-and-reports/WCMS_648574/lang--en/index.htm
https://www.ilo.org/secsoc/information-resources/publications-and-tools/books-and-reports/WCMS_648574/lang--en/index.htm
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Executive Summary 
 

Certain political sectors within several Latin American societies have proposed pension reforms 
aimed at reinstating or bolstering PAYG or collectively-financed schemes, with defined benefits and 
public centralized administration, with the goal of debilitating or completely eliminating individual 
capitalization systems.  The expropriation of worker pension funds has even been proposed.  This 
publication presents ample and convincing evidence from Latin American and other international 
contexts that said reversals, which have failed in the past, constitute major setbacks for pension 
systems, the economy and individuals and their families.  It is urgent to stop them, because far from 
delivering what they promise, they do not contribute to the improvement of pensions in the long 
term, on the contrary, they generate lower pension payouts and greater insecurity among workers.  
 
The experience of expropriation of pension funds in Argentina has been disastrous for workers who 
contribute to the contributory system, since they lost ownership of their savings in exchange for a 
mere promise to pay a pension in the future, lower than what was projected in the individually-
capitalized system.  According to FIEL economists, nationalization was unnecessary, populist and 
will have strong negative impacts on the pension system. It was unnecessary, because it was 
promoted under the argument of the decrease in the value of the assets under management being 
due to the international financial crisis, in circumstances that said decrease was due to the decrease 
in the value of Argentine public securities and Argentine share values.2  It was also not justified by 
the transitional fiscal deficits generated by the creation of the individually-capitalized system, 
whereas during the period of operation of the system deficits were reduced, releasing fiscal 
resources for other public policy aims. It was populist, because it was used to obtain additional 
resources to finance generous "moratoriums", which allowed people to access pensions without 
having made the required contributions, mortgaging the future financial situation of the pension 
system. In addition, nationalization impaired transparency in the management of pension funds, 
politicized investment decisions, granting subsidized and doubtful loans, devalued funds, and 
lowered investment returns. 
 
The proposals to reinstall or strengthen PAYG or collective savings pension systems, centralized 
public administration and defined benefits, basically imply transferring the power that fund 
participants currently have to make certain individual decisions to politicians who are in government 
and the legislative branch. Members lose their property rights, so that they no longer have their 
savings to finance their pensions, retirements or provide an inheritance in the event that there are 
no survivor pension beneficiaries. They also cannot choose who manages their savings. It is the 
executive and legislative powers that will decide the destination of the accumulated collective 
funds, the benefits that will be delivered and the way in which they will be distributed within a 
generation or between generations. This type of reform goes against the greater awareness and 
appreciation of individual ownership of savings on the part of participants of pension systems, which 
have been shown by various surveys in a variety of countries. 
 
PAYG pension systems are financially unsustainable, due to a number of insurmountable factors, 
increases in life expectancy, decreases in birthrates, and other structural problems.  This situation 
will be exacerbated in the future given the demographic trends and fiscal constraints that our region 
will experience.  Introducing frameworks that rely on collectively-funded mechanisms only 
addresses short-term aspects of the problem, because these types of systems involve high levels of 
risk and deficiencies that materialize over the medium and long term as said frameworks mature.    
 

 
 
2 FIEL: Latin American Economic Research Foundation 
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Collective ownership of pension funds exposes retirement assets to the danger that they will be 
used for purposes other than the aims of the pension system. In fact, during the 20th century pension 
systems began as collective capitalization schemes, but over time accumulated assets were partially 
or completely utilized, resulting in systems that operate on a pay-as-you-go basis or with insufficient 
reserves to meet their long-term commitments, such that they are no longer financially sustainable. 
To address their shortfalls, they require transfers from the public budget, thereby diverting 
resources that might be spent on social programs aimed at lower-income and more vulnerable 
sectors, which have a high probability of not being covered by contributory pension systems. 
 
Additionally, the collective ownership of the funds and the abundant accumulation of resources 
when there are still few pensioners and many contributors, also generate incentives to grant 
benefits above what is actuarially-reasonable and financially-sustainable in the long term. As a 
consequence, important intergenerational transfers are generated, in favor of initial generations 
(grandparents), but to the detriment of future generations (children, grandchildren and great-
grandchildren). Of course, this has attractive political dividends in the short term, but causes huge 
damage to pension systems in the long term. 
 
Even more serious, the experience of Latin America shows that the existence of collective funds and 
the lack of individual property rights have harmed the lowest-income and most vulnerable workers, 
and has favored the action of sectors that have greater bargaining power and that pressure to obtain 
better benefits without having made the corresponding contributions, generating inequity and 
disincentives to the contribution. These problems, which have occurred in most of the pension 
systems in our region that operate with defined benefits and without individual ownership of the 
funds, are aggravated when one considers that the subsidies implicit in the granted benefits favor 
sectors with greater job stability and they harm a significant percentage of the population that is in 
the informal sector and cannot access said benefits. 
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Advantages and advances generated by launch of individually-capitalized pension 
systems 
 
The introduction of individual capitalization systems in Latin America starting in the 1980s provided 
long-term sustainability to the financing of benefits, and significantly increased the capacity to 
provide better pensions, both in non-contributory programs as well as in contributory programs, 
improved equity and solidarity of existing programs, and has had multiple positive effects on the 
daily lives of individuals and their families. 
 
In the medium and long term, individually-capitalized systems make it possible to improve non-
contributory pensions due to their positive impact on the public sector budget. Although in the short 
term its creation generates a greater transitional fiscal deficit, in the medium and long term its 
operation allows the release of public budget resources that were previously committed to financing 
the deficits of the PAYG regimes, which can be used in the strengthening of social or non-
contributory pensions and on other social programs. 
 
On the other hand, mandatory individual-capitalization contributory systems have multiplied the 
financing available for the payment of pensions several times, as compared to PAYG systems. In the 
latter, the only source of available financing is the contributions of workers, employers and the 
State. As its name says, in this type of system, contributions are only distributed among workers 
within a generation or between different generations. On the other hand, in individual capitalization 
systems, in addition to contributions, the returns obtained by fund managers on the investments of 
the pension funds comprise an additional source of financing. For example, in the Chilean AFP 
system, the pension savings that the first generations of fund participants accumulated to finance 
their pensions are four times higher than those that would have been obtained if the PAYG system 
had been maintained, at the same contribution rate.  When the pension situation of all the 
generations that have entered the Chilean system up to December 2019 is analyzed, one can 
conclude that the accumulated returns on the investments of the pension funds between January 
1990 and said date have contributed approximately USD 151 billion to pension assets of all affiliates, 
which has allowed their contributions to individual accounts to more than double. 
 
Additionally, the introduction of individually-capitalized systems has had positive macroeconomic 
effects, which have generated greater growth in GDP, employment and wages, thereby increasing 
the amounts contributed to pension systems. 
 
The review of experiences with individually-capitalized systems in Latin America demonstrates that, 
in addition to the positive effects on pensions, their creation has had multiple favorable impacts on 
the well-being of members and individuals and their families. Workers have accumulated savings in 
their individual pension accounts, which for most fund participants constitute their primary savings 
and, for many, their only link to the financial system. In addition, they have been able to access 
previously inaccessible savings and investment options with great advantages, which has bolstered 
their financial inclusion. The pension savings in the pension funds have also allowed workers to 
participate in the capital increases obtained from investments in a variety of financial instruments. 
 
Property rights over accumulated funds ensure that savings and returns are fully used to finance the 
benefits of members and their survivors or heirs, unlike what occurs in PAYG systems in the region 
where many members, especially those with lower income, partially or completely lose their 
contributions when they do not meet pension requirements. 
 
In individual capitalization systems, regulatory frameworks exist that protect members’ pension 
savings, which has allowed assets to grow safely, without prejudice to the fact that there may be 
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periods of high volatility in short-term returns due to events that occur in financial markets.  In this 
regard, experience shows that workers' savings have recovered from the crises they have faced, 
which is what is important in terms of pensions. 
 
Thanks to the operation of individually funded systems, individuals and their families have greater 
access to financing and under better terms, especially with regard to residential mortgages.  The 
investment of pension funds has also contributed to the implementation of projects to improve the 
infrastructure of various countries in which individual capitalization systems operate, increasing the 
quality of life of workers and their families and driving increases in efficiency and productivity within 
various productive sectors. 
 
The advantages of individually-capitalized systems to improve pensions are being acknowledged 
even by countries that, either due to the political orientation of their governments or nature of their 
pension systems, could opt for another type of system.  For example, in the Netherlands, whose 
pension system is ranked as the best in the world, the government recently reached an agreement 
with a variety of social sectors to gradually replace the defined benefits, of its collectively-financed 
programs, with defined contributions that operate with the same individual account logic. The 
reform attracted broad support from workers, employers and the government. 
 

Contribution regularity strongly correlates to pension adequacy 
 
One of the criticisms made of individually-capitalized systems is the low amount of pensions granted 
to fund participants, vis-à-vis what can purportedly be achieved with PAYG systems. These criticisms 
are unfounded for the aforementioned reasons, but also because in the PAYG systems of our region 
only a percentage of workers manage to meet the requirements for the number of years of 
contributions required to receive a pension (for example: Chile, 50%; El Salvador, 40%; Peru, 33%). 
The remainder fail to comply and do not receive a pension, thus losing their contributions partially 
or totally. In individually-capitalized systems, however, individual property rights ensure that funds 
are expressly used to finance the benefits of members and their survivors or heirs, without any loss 
in terms of savings or returns. This aspect, which comprises a strength of individually-capitalized 
systems, is used by certain sectors to unfairly criticize such frameworks.  In reality, the fact all 
members receive benefits, regardless of the number of years they have contributed to the system, 
is what lowers pension averages.  According to ILO criteria, many of these pensions financed with 
few years of contributions should not even be classified as such.  Lastly, comparisons do not usually 
take into account contribution rate variances between one system and another, as well as the fact 
that pensions paid by pay-as-you-go programs are unsustainable or can only be financed in the long 
term with contributions via public outlays. 
 
One of the main reasons that pensions are low for many fund participants is the long periods during 
which people do not contribute to the system because they are inactive, unemployed or in the 
informal sector. For example, in the Chilean pension system, 84% of current old-age pensioners 
contributed for less than 30 years, which is the threshold set by the ILO to qualify the benefit as a 
full pension. Other contributing factors to low pensions are insufficient contribution rates; 
contribution evasion and avoidance; delayed entry into the labor market by young people; low 
salaries; and the increase in life expectancy upon retirement, which has not been accompanied by 
increases in legal pension ages. All these problems negatively affect both individually-capitalized 
systems and PAYG or collectively-financed schemes. 
 
In spite of the region’s historically low contribution rates, the pensions and effective replacement 
rates generated by Latin American individual capitalization frameworks for retirees contributing 
regularly to their retirement accounts have been high; in fact, they have surpassed the thresholds 



 

 8 

suggested by international organizations.  For instance, the average replacement rate for Chilean 
pensioners accruing 25 or more years of contributions is 78%. 

 
Why some countries have opted for individually-capitalized pension system reversal  
 
The book Reversing Pension Privatizations: Rebuilding public pension systems in Eastern Europe and 
Latin America published by officials at the ILO Social Protection Department – but which does not 
comprise the official stance of the organization – asserts that individually-capitalized systems have 
failed due to their negative social and economic impact and failure to generate expected results. 
The authors also argue that most of the countries that have reversed the reforms that created 
individually-capitalized frameworks did so in the wake of the financial crisis of 2007-2008, when the 
disadvantages of private systems became evident. For example, they indicate that one of the 
arguments for the reversals was the low return of pension funds. 
 
After carefully analyzing the actual cases of reversals and performing an accurate assessment of the 
circumstances that led to same, one can conclude that the true determinants that drove reversals 
in Central and Eastern Europe the worsening of the fiscal situation, high pension spending and the 
high level of public debt in these countries. Concern about the fiscal situation was exacerbated by 
said nations’ efforts to comply with the fiscal policy requirements of the European Union, and by 
the Maastricht criteria established in the Stability and Growth Pact for the treatment of fiscal 
deficits. 
 
In terms of the profitability of the funds, at the time of the reversals the investment horizon was still 
too limited to objectively evaluate the results of the rates of return, considering that the investment 
horizon of the pension funds is long-term. Furthermore, the relatively low returns were also linked 
to investment regulations and strategies, which in most cases were conservative. 
 
In Latin America and the Caribbean, the only true retreat occurred in Argentina, and largely 
comprised a response to fiscal constraints.  In addition, the management investments of pension 
funds vis-à-vis political aims became an issue. In the cases of Ecuador, Venezuela and Nicaragua, 
which the study by ILO officials included among the reversals, individual capitalization systems were 
never implemented, so there was nothing to reverse, while in Bolivia individual capitalization has 
not has been reversed, whereas it only constitutes an attempt to transition from private-sector to 
State-run management.   
 

Principal future challenges 
 
A significant degree of consensus exists in terms of the need to reform pension systems.  However, 
efforts to reengineer schemes should focus on improving pension payouts and expanding coverage 
to individuals who, for a variety of reasons, do not currently participate in contributory programs. 
Improvements in pension payout levels are achieved by gradual increases in contribution rates and 
retirement ages. These two factors need to be brought into alignment with current replacement 
rates, as well as demographic, financial and labor market realities. Contributory, individually-
capitalized pension systems – as well as their non-contributory, State-financed counterparts – need 
to be strengthened. However, these types of measures must never involve reforms which turn 
frameworks into unsustainable, inequitable scenarios that accomplish little in terms of increasing 
the number of retirees covered, which are more costly to operate in the long run.   
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I. Introduction 
 
A variety of nations in Latin America are analyzing potential reforms to their pension systems, both 
in terms of social or non-contributory programs, as well as contributory programs.  The objective of 
this report is to contribute to the analysis of reform proposals through the collection and analysis of 
experiences and lessons learned regarding the operation of pension systems within Latin American 
and international contexts. 
 
Section II analyzes the importance of implementing hybrid individually-capitalized/PAYG pensions. 
It also addresses how individually-capitalized pension systems have strengthened Latin American 
pension sectors by increasing the amount of resources available to finance pensions, the financial 
sustainability of said schemes and the transparency with which system results are evaluated.  The 
chapter also analyzes the benefits and quality of life improvements that these frameworks have 
provided to fund participants, as well as Latin American society at large.  Lastly, the authors address 
the challenges that exist in terms of a need to increase pension system payouts and expand system 
coverage. 
 
Section III evaluates the true determinants which led to individually-capitalized pension reversals in 
some nations within Central and Eastern Europe, as well as in Argentina, which is the only example 
of a Latin American nation reversing an individual capitalization system. 
 
Lastly, Section IV analyzes the implicit risks faced by pension system participants vis-à-vis the 
implementation of reforms aimed at either strengthening or returning to PAYG or collectively-
financed pension schemes.  The reasons why said reforms would jeopardize pension sustainability 
and security over the long term are also explored. 
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II. Contribution of individual-capitalization programs to 
pension improvements  

 

A. Multi-pillar systems: clarity of objectives and financing sources 
 
The generation of adequate pensions and replacement rates for workers necessitates a hybrid 
system which combines noncontributory or social programs with voluntary and mandatory 
contributory programs. Experiences in Latin America indicate the importance of designing programs 
which effectively integrate these two models in order to capitalize upon all available synergies and, 
it is hoped, provide better payouts to the greatest number possible of individuals within a society. 
Measures must be taken to ensure benefits are sustainable over the long term; i.e., the financial 
stability and integrity of a given framework must do nothing to undermine societal confidence in 
same.  Lastly, designers must do everything possible to generate a scenario in which workers and 
employers have incentives to participating in a given contributory pension system.  
 
When designing pension systems and evaluating their results, it is crucial to prioritize the fulfillment 
of system objectives, which are to prevent people from falling into poverty during old age and/or 
due to disability, as well as to ensure an adequate replacement rate during the passive stage, in 
order to prevent worker living standards from dropping sharply upon retirement. These objectives 
must be achieved at the lowest possible and achievable cost. 
 
Preventing poverty as the result of old-age or disability requires designing programs for individuals 
who belong to the poorest and most vulnerable families who, for a variety of reasons, lack pension 
rights or are unable to finance basic pensions via contributory programs which are designed to meet 
the minimum levels which society as a whole defines.  Setting benefit amounts and coverage levels 
is a political decision that is subject to the availability of financial resources.  
 
Once benefit levels and coverage parameters for noncontributory or social benefits are set, one 
must then determine how to finance same. The best option is to utilize progressive financing; which 
is to say, a strategy which primarily uses resources from higher income sectors of society in order to 
keep potential economic distortions to a minimum, especially in terms of ensuring labor market 
distortion is minimized. In light of the foregoing, funding for these types of measures should flow 
from capital gains and income tax revenues. 
 
Additionally, contributory programs seeking to generate appropriate replacement rates should be 
designed in such a way that each pension unit is generated at the lowest possible cost for 
participants in the long term; this is to say, in terms of several generations of workers. These 
programs should include a direct link between contributions made by workers and the benefits they 
receive, by rewarding efforts to accrue more savings, incentivizing contributions, and avoiding 
opportunistic behaviors involving attempts to receive better benefits despite a concomitant lack of 
increased contributions.  Additionally, in defined-contribution, individual-capitalization systems, it 
is important to delineate what reference replacement rates are intended to be achieved.  Thus, if 
the pension payout projection anticipates the existence of significant gaps between pension payouts 
and aspirations, principal parameters such as contribution rates and pension ages can be gradually 
adjusted – and in a timelier manner – to ensure they comport with labor market realities and payout 
requirements.  This is all done with an eye to reducing, and ideally closing, projected gaps. 
 
The abundant evidence available on Latin American societies demonstrates that optimal pension 
policy seeks to separate programs – designed to achieve redistributive and social well-being, as well 
as combat old age and disability poverty – from those designed to achieve appropriate replacement 



 

 11 

rates during the passive phase. This ensures the objectives of each type of program are clearly 
defined, as well as their sources of financing. Attempting to include all of these objectives in a single 
program is inefficient in terms of addressing social well-being issues, in addition to being regressive 
in terms of financing. 
 
Mixing these two aims is inefficient in terms of pension issues, because such policies force entities 
to simultaneously manage benefits that innately involve a weak or non-existent correlation between 
contributions and pension payouts (non-contributory or social), with policies that possess a strong 
link between contributions and pensions.  Evidence from experiences in Latin America and the 
Caribbean shows that programs attempting to pursue income replacement and redistributive or 
solidarity objectives, fail to deliver on both counts.  This is because they tend to grant benefits to 
system participants with no direct relation to contributions; said benefits are also beyond what is 
actuarially-feasible given the contribution history of said individuals. In addition, these benefits do 
not comprise a social well-being measure, because they do not usually favor lower-income and more 
vulnerable workers. On the contrary, they end up paying taxes to finance the pensions of higher-
income workers, and partially or totally lose their contributions due to their failure to comply with 
in-system requirements. According to the indicators calculated by Altamirano et al. (IDB, 2018), this 
inequity exists in the majority of PAYG or partially-funded, defined-benefit pension programs in 
Latin America. 
 
Additionally, when these programs exist alongside collective funds – in which everyone and no one 
possesses property rights – conditions and incentives are generated that favor granting of pensions 
beyond what is actuarially feasible. When nothing is done to address current demographic trends, 
this dynamic generates financial deficits that deplete and eventually exhaust resources, and 
necessitate enormous public outlays to cover deficits. These types of scenarios, in turn, hit the most 
vulnerable sectors of society the hardest, as they divert funds that might otherwise be spent on 
social well-being programs that help out such individuals. Latin America’s track record on social 
security is full of instances in which this is exactly what has occurred.   
 
It is preferable to allocate responsibility for managing noncontributory programs to a State-run 
entity with high standards of efficiency and transparency which is capable of executing 
noncontributory public policy, coordinating and centralizing the data required from other public 
institutions in order to adequately target said benefits, managing the financial resources earmarked 
for fulfilling the social well-being objectives of the aforementioned public policy, and that is charged 
with making direct payments of respective benefits (or assigning said task to a public or private 
entity). It is also advisable to permit the administration of contributory programs by entities with 
expertise in operating these types of programs.  Said entities can then compete to provide the best 
services and benefits to members.  These types of scenarios in no way preclude States from 
promoting and incentivizing centralized operating processes capable of reducing costs and 
increasing efficiency in terms of benefits and services delivery. In fact, programs such as AFP Net in 
Peru, as well as PREVIRED and SCOMP in Chile, clearly demonstrate this is feasible. 3 
 

 
 
3 PREVIRED: An online service for declaring and transacting pension contributions.  SCOMP:  The Online Pension 
Consultation and Bidding System (Sistema de Consultas y Ofertas de Montos de Pensión) is a system by which 
pension-sector entities – AFPs, firms offering annuities, and retirement-wealth brokers – provide electronic 
bids to fund participants and/or beneficiaries. Interested parties may request payout amounts and pension 
options vis-à-vis their individual situation, needs and preferences.  Entities reply via a certificate that allows 
individuals to compare results and make better-informed decisions. 
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The mixture of different objectives within a single program also implies – or at least tends to increase 
the probabilities of – a portion of workers’ contributions to contributory programs being utilized to 
finance non-contributory or social pensions or, in general, to finance other social well-being ends. 
This type of financing is regressive because all worker savings, including those from lower and 
middle-income participants in contributory programs, are used to finance non-contributory 
benefits; i.e., instead of primarily financing such benefits through the use of tax revenues that are 
generated from capital-gains and income taxes paid by higher-income brackets. 
 
Furthermore, the vast majority of contributory pension systems have taxable-income caps in terms 
of contributions, which means that lower and middle-income workers’ pay contributions that 
comprise a higher percentage of their total income than their higher-income counterparts.4  Thus, 
the use of contributions to contributory programs as a means to redistribute wealth not only places 
the burden of financing solely on the backs of workers, as it excludes capital; such strategies hit 
lower-income workers the hardest because, in terms of labor markets, taxable-income caps create 
inefficiencies by increasing labor costs and driving informal-sector growth.  As a result, they have 
only served to exacerbate Latin America’s already extremely serious informality challenges. This 
type of strategy also weakens incentives to pension-system participation. At the end of the day, 
financing noncontributory pensions through the use of general tax revenues is a much more 
progressive and efficient means. 
 
Some have argued that this is not the case, whereas a large portion of tax revenues are generated 
via a Value Added Tax (VAT) that burdens the medium and lower-income brackets more than their 
higher-income counterparts. The assertion is that the former segments of society consume 
practically 100% of their income, while higher-income individuals do not and even manage allot a 
percentage of their income to savings. While the argument may be fairly well-founded, it should be 
noted that the VAT applies to a fairly significant percentage of higher-income individuals’ wages.  
When one considers that higher-income individuals tend to save – on average – approximately 20% 
of their income, one can assume that the remaining 80% is eventually subject to the VAT. 
Additionally, the VAT tax base is much broader than a tax on pension contributions, which only 
applies to a percentage of an individual’s income.  In Latin America, contribution rates track at 10% 
– or less – of an individual’s wages. In the case of higher-income workers, the figure is even lower 
due to tax caps.  Furthermore, when financing comes from general revenues, the collection of 
income tax and specific taxes contributes to the financing of non-contributory pensions, and thereby 
substantially increases the progressivity of said financing. Finally, achieving certain non-contributory 
payout and coverage goals would require much more modest increases in VAT and income-tax rates 
due to the wider tax bases involved. Financing contributory programs through the use of taxes 
pegged to contributions, on the other hand, would involve a much narrower segment of the 
population.   
 
Nations that have launched contributory, individually-capitalized pension systems in Latin America 
– and then to a greater or lesser extent later strengthened their non-contributory programs via fiscal 
outlays – have moved in the right direction. These systems need to continue to be perfected in order 
to overcome the inherent sufficiency and coverage challenges of the pillars which comprise these 
hybrid systems face.  Chile has pursued this path to pension reform.  Barr and Diamond (2016) 
conclude that its pension system works well and constitutes a suitable vehicle to implement needed 
improvements. The authors also assert that the Chilean framework provides a good foundation 
upon which to build up the Solidarity Pillar via flexible options that increase pensions to different 
segments of the income spectrum. This was precisely what the Chilean government did at the end 

 
 
4 Exceptions do exist, such as in Colombia and Peru. 
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of 2019, when it significantly increased basic solidarity pensions and payout maximums through a 
solidarity pension contribution. Reforms to mitigate sufficiency and coverage problems within the 
contributory pillar are pending. 
 

B. In the long term, contributory individually-capitalized pension systems 
correlate to better pension payouts and stronger replacement rates 

 
This section analyzes the reasons why – in the long term – contributory, individually-capitalized 
pension programs offer better pensions than their PAYG and collectively-funded counterparts which 
provide defined benefits. As argued above, these programs must be complemented and integrated 
with non-contributory programs aimed at financially supporting pensioners with lower incomes. 

 
Individually-capitalized pension system has led to manifold increases in volume of 
resources available to fund pensions   
 
In individually-capitalized pension frameworks, pension fund managers invest participant 
contributions in the hopes of obtaining returns that increase the retirement wealth of workers and 
provide larger payouts.  In PAYG pension systems, however, no equity is generated. Instead, and as 
the name implies, workers' savings are shared or redistributed within a given generation, or 
between several generations.  Normally, the first generations to retire achieve the best payouts. As 
one might expect, this is not the case for the ensuing generations of workers. Payout levels become 
unsustainable vis-à-vis demographic trends and other structural problems.  There is also ample 
evidence that in Latin America said redistribution generally works against the poorest and most 
vulnerable within society (Altamirano et al., 2018), whereas they fail to meet the conditions required 
to receive a pension. Thus, pension benefits tend to end up in the hands of middle and higher-
income workers capable of accruing the requisite contribution periods. 
 
The creation of retirement wealth is one of the primary advantages of individually-capitalized 
pension frameworks. As compared to PAYG pension schemes, they provide better payouts to 
workers.  In PAYG pension systems, the sole source of funding is worker contributions, and matching 
funds provided by employers and the State; this is to say, excluding revenues provided through 
public outlays. For their part, individually-capitalized pension systems generate funding through 
returns on investment in addition to worker contributions.  Retirement wealth generated by the 
return on investments (ROI) is a significant percentage of the final balance – or equity – that workers 
accumulate to finance their pensions. For example, if an average annual real return rate of 3.5% is 
assumed for a 40-year savings horizon, accumulated ROI would represent approximately 50% of the 
final balance within a worker’s individually-capitalized pension account. And this does not even take 
into account additional returns obtained during the passive phase. To date, the contribution made 
by individually-capitalized pension profitability to the financing of pensions in Latin America has 
been greater than that estimated in this simulation, given higher-than-projected historical real 
returns. 
 
In the Chilean case, it is estimated that this percentage is 75% for the first generations of fund 
participants. This means that resources generated in the AFP system to finance pensions are four 
times higher than those which would have been obtained under the previous pay-as-you-go 
parameters for the same contribution rate (100/25). If one analyzes what happened to all 
generations from 1990 to December 2019, accumulated returns obtained by AFPs have contributed 
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no less than approximately USD 151 billion5 to AFP participant equity6 and to the funding of their 
pensions.  Said returns represent 47% of the total increase in pension funds (Figure II.B.1) and 59% 
of 2019 GDP. In this case, retirement wealth generated via the individual-capitalization framework 
was 2.2 times more than what would have been achieved under PAYG pension parameters. 
 

Figure II.B.1 
Chilean AFP pensions: Contributions, ROI, payout increases 

January 1990 to December 2019 
 

 
 
 

Source: FIAP, based on figures from Superintendency of Pensions (Republic of Chile). 

 
 
In Mexico, the CONSAR estimates that – as of May 2020 – 48% of pension system resources were 
generated through return on investment, while the remainder was made up of tripartite 
contributions.  In the case of the Peruvian AFP system, the IDB (2019) concluded that – as of 4Q2018 
– 65% of fund resources were comprised of ROI, and that only 35% of said assets were the direct 
result of worker contributions. Therefore, the retirement wealth accrued in individual-capitalization 
accounts increased by between 1.9 and 2.9 times in these two cases; due, in large part, to the 
investment strategies pursued by their respective fund managers. The differences in these figures 
between countries are influenced, inter alia, by the amount of time each individually-capitalized 
pension scheme has been in operation.  
 
The contribution of pension-fund returns to the growth of worker pension assets in Chile, Mexico 
and Peru would never have occurred had these societies failed to launch individual-capitalization 
frameworks.  As one might expect, the same is true of other nations in Latin America who have 
introduced individually-capitalized pension models. 

 
 
5 At an exchange rate of CLP 770.39. 
6 For mandatory and voluntary contributions, revaluation (profitability), transition to individually-capitalized 
pension bonuses (bonos de reconocimiento), additional contributions and other increases. 
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The introduction of individual accounts and property rights also encouraged higher levels of 
employment and productivity in labor markets, as well as accelerated annual GDP growth of 
between 0.31% and 0.58% per year depending on the country (SURA, 2013).  The positive impact of 
individually-capitalized pension systems on employment and productivity increased worker 
earnings and pension contributions, as well as formal-sector growth.  In other words, increases in 
the level of retirement wealth were the result of improvements in pension fund performance, as 
well as escalations in the volume of contributions made to individual retirement accounts. 
 
Another major benefit of individually-capitalized pension systems is that they increased the amount 
of resources available in public coffers to finance noncontributory pensions.  Significant – albeit 
short-term – fiscal deficits are, in fact, generated during the PAYG-to- individually-capitalized 
transition, contributions are channeled into individual retirement accounts instead of PAYG 
reserves.  However, one must not lose sight of the fact that during the medium- and long-term 
individually-capitalized pension frameworks free public resources for the financing of PAYG fiscal 
shortfalls. Thus, societies have more revenues with which to strengthen pension instruments 
designed to protect their most vulnerable citizens; i.e., via the generation of social or 
noncontributory pensions. Resources can also be used to cover the cost of social programs.  

 
Over the long term, individual-capitalization pension frameworks generate better 
pension payouts than PAYG pension systems 
 
The pension payout levels generated by individually-capitalized pension frameworks have been 
consistently higher than PAYG pension schemes. Despite this fact, many ideologically-framed 
arguments attempt to assert the exact opposite and state that individually-capitalized pension 
payouts are inferior to what individuals would receive within a PAYG scenario. These criticisms are 
unfounded, since they fail to include elements that are essential to objectively compare the 
pensions that each system finance over the long term.   
 
In the first place, in the PAYG systems of our region, only a percentage of workers manage to meet 
the requirements for the number of years of contributions required to receive a pension. The rest 
do not comply and thus do not receive a pension, and partially or totally lose their contributions. 
These lost assets are used to fund the pensions of those who do receive them. Workers who do not 
obtain a pension are not considered in the statistics on pension payouts, which increases the 
pension averages of PAYG systems. In contrast, in individually-capitalized pension systems, assets 
are owned by workers and are fully used to finance their benefits and those of their survivors or 
heirs, without any loss of savings or returns. In addition, pension averages are calculated in some 
countries considering the benefits received by all fund participants, regardless of the number of 
years they have contributed to the system.7  
 

 
 
7 For example, the 2008 pension reform undertaken in Chile provided a live-birth bonus to mothers upon 
reaching age 65.  Many women chose to participate in the AFP system solely on the basis of this benefit. For 
example, in Chile the 2008 pension reform granted a bonus for a live-born child to women when they turn 65. 
Many of them joined the system just to receive this benefit, which was provided as a pension. Naturally, their 
monthly pension amount was very low, because it was financed solely by the live-birth bonus, which reduces 
the pension averages generated by the AFP system. In Peru, technical studies by the IMF and OECD, carried out 
to compare the pensions granted by pay-as-you-go and individual capitalization frameworks, evaluated pension 
payouts.  The PAYG averages utilized by the studies fail to take into account individuals who do not receive a 
pension, while individuals who only made a single contribution are included in individual capitalization averages. 
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The aforementioned loss of savings and the lack of pension coverage generated by PAYG 
frameworks is an enormous problem that affects significant number of workers.  In general, lower-
income workers, women and the most vulnerable sectors of society are generally the hardest hit.  
IDB (2012) concludes that approximately two-thirds of all enrollees within the Peruvian Social 
Security System – known as the Sistema Nacional de Pensiones, or SNP, in Spanish – will not receive 
a pension upon retirement.  In the Chilean case, about half of all individuals enrolled in the nation’s 
Social Welfare Institute – Instituto de Previsión Social (IPS) – receive no pension upon retirement 
(AFP Association of Chile, 2014).  In El Salvador, it is estimated that 60% of enrollees fail to meet 
contribution-period minimums; although they receive no pension, withheld income is returned to 
the taxpayer with no return on investment. 
 
Another common deficiency in critiques of individually-capitalized pension systems is that 
comparisons fail to take into account the differences in their contribution rates vis-à-vis PAYG 
pension frameworks. Furthermore, the only long-term solution to financing PAYG pensions is public 
outlays.  For example, figures from the Ministry of the Treasury and Public Credit (Republic of 
Colombia) indicate that the fiscal cost of operating PAYG pension systems in said nation have 
fluctuated between 3.1% and 3.7% of GDP during the last 15 years. In Chile, Cerda (2006) asserts 
that if Chile had failed to achieve its 1980 reform which introduced individual capitalization, deficits 
generated by its PAYG scheme would have reached 8% of GDP by 2050.  The author adds that said 
fiscal shortfall would have occurred even in the face of parametric reforms.  In Uruguay, the State 
withholds 22.5% of worker wages to pay for the retirement benefits provided by its Social Welfare 
Bank (called the Banco de Previsión Social, or BPS).8 And yet, more funds are needed whereas said 
Uruguayan PAYG scheme remains financially untenable.  According to Acuña (2015), other tax 
revenues are utilized to cover the shortfall which totaled approximately 3.3% of annual GDP 
between 2007 and 2013.9  The author also points out that, as of June 2015, a contribution rate above 
30% was required to bring BPS accounts into equilibrium; a figure which is practically three times 
the Latin American average of individually-capitalized pension contribution rates. 
 
The evident advantages of individually-capitalized pension systems have failed to impede several 
Latin American countries from proposing reforms that seek to reintroduce – or increase the scale of 
existing – PAYG and defined-benefit pension systems.  Proponents argue that said alternatives 
provide better and more stable pensions. It is tempting and politically expedient to resort to  such 
strategies since the first stage of implementation of a pay-as-you-go system allows the initial 
generations of retirees that meet the retirement requirements to receive high pensions in relation 
to the contributions made.  This is because there is a high number of workers who pay contributions 
in relation to the number of pensioners. However, said generosity comes at the expense of future 
generations – children, grandchildren and great-grandchildren – who will have to finance the 
benefits granted to the first generations through higher taxes and/or a decrease in pension payouts. 
In effect, as the relationship between active contributors and pensioners decreases, the financial 
situation of pay-as-you-go schemes deteriorates and the benefits granted cannot be sustained. For 
example, in Peru's PAYGO system (SNP), replacement rates are projected to fall sharply, from 
approximately 45% in 2020 to 12%-20% by 2047 (IMF, 2019), mainly due to past reforms that were 
necessary to make the system more sustainable.  This is also the case with many pension systems in 
Latin America, which were created in the twentieth century and which began as collectively-funded 
frameworks, that evolved into purely pay-as-you-go systems due to the misuse of existing assets. 
 

 
 
8 Banco de Previsión Social (BPS). 
9 Seven percentage points of VAT, out of a total of 22%; social security assistance tax; and a Lottery tax. 
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The long-term unsustainability of pensions in pay-as-you-go programs is particularly evident today, 
given existing demographic trends. According to Latin American and Caribbean Demographic Centre 
(CELADE) estimates, the ratio between the economically-active population aged 15-64 that pays 
contributions, and people aged 65 and over, will decrease in Latin America from 7.6 in 2020 to 3.4 
by 2050. This means that, if a purely pay-as-you-go system were introduced, in which pensions are 
financed solely via current contributions, and the ratio between contributors and pensioners 
behaves in the same way as the population, the replacement rate of the generations that retire in 
2050 would have to decrease by approximately 55% in relation to that received by the initial 
pensioners in order to maintain financial equilibrium. This is what is commonly referred to as 
intergenerational inequity. 10  
 
In practice, in pay-as-you-go systems around the world, governments have had to increase their 
outlays to finance deficits, but this has not been enough and the promise of defined benefits has 
had to be broken, lowering the amounts of pensions delivered and tightening the conditions of 
access to them. According to a FIAP report (2020a), between 1995 and June 2020 a total of 62 
countries adjusted or decreased benefits, the same amount increased the retirement age and 79 
countries raised the contribution rate, to reduce the financial shortfalls of their PAYG systems and 
reduce tax contributions. In the case of Europe (European Commission, 2018), the replacement rate 
of public programs is projected to decline from an average of 45% in 2016 to 38% in 2060, with 
dramatic cases such as Spain in which the rate will decrease from 79% to 46% during said period.  In 
addition, contributory capitalization programs are being created and strengthened to complement 
workers' pensions and compensate for the decrease in benefits from the PAYG systems. 
 
Even if one fails to take into account the aforementioned PAYG pension systemic deficiencies, which 
have only been partially described in this portion of the text, and concentrates solely on the effects 
of population aging, Jackson et al. concluded that individually-capitalized pension systems will 
almost certainly achieve higher replacement rates than their PAYG pension counterparts with no 
concomitant increases in contribution rates being required. The authors also projected replacement 
rates as a percentage of final wages in 2050 for both framework types. They did so through the use 
of stylized versions of frameworks currently operating in a variety of nations. The study assumes 
that in all cases a contribution rate of 12.5% exists during a work life of 40 years, and a retirement 
age of 65. Thus, differences in projected replacement rates are solely the result of variations in 
demographic trends. 
 
The projections for the Chilean case are shown in Table II.B.1. As one can see, and as per Jackson et 
al. (2015), in 86% of the cases the projected replacement rate of the individually-capitalized pension 
system is higher than that of the pay-as-you-go scheme.  PAYG pension replacement rates only 
manage to best individually-capitalized pension systems in a limited number of scenarios that 
assume real-wage growth rates of 2.5% or higher, and real annual ROI of 3.5% on a long-term 
horizon.  The authors also conclude that by year 2050 a contribution rate of 20% would be required 
for a PAYG system in Chile to obtain the replacement rate achieved by an individually-capitalized 
pension scheme with a contribution rate of 12.5%.  Thus, the difference involved is 60%. Lastly, 
Jackson et al. conclude that “the only choice for rapidly aging countries with PAYG pension systems 
may be between benefits that are inadequate and benefits which are unaffordable". 

 
 
10 This assumes that contribution rate does not increase. Calculation based on the following equality: Nc * w * 
Rc = Np * p + AF, where Nc is the number of contributors, w the average wage, Rc the contribution rate, Np the 
number of pensions, p the average pension amount, and AF administrative fees. Rearranging terms, we arrive 
at the replacement rate p/w = Nc/Np * Rc – AF/Np. 
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Table II.B.1 
Chile: Stylized Replacement Rate Projections 

Individual capitalization versus affordable PAYG replacement rates, as of 2050 
 

 
 

Individually-capitalized pension accounts projections assume a 40-year career, 
retirement at age 65, and management fees equal to 0.5% of assets.  PAYGO pension 
projections assume retirement at age 65 and price indexation of current benefits. 

 

    Source: Jackson et al. (2015). 

 
For their part, Montenegro et al. (2019) point out that if the rate of return on capital is higher than 
the growth of income (i.e., aggregate rate of increases in population and wages), FF pension systems 
outperform PAYG pension systems, when the latter is in equilibrium (i.e., no fiscal outlays). In fact, 
the authors emphasize the thesis put forward by Thomas Piketty in Capital in the Twenty-First 
Century, which asserts that capital grows much faster than the economy or income.  On the basis of 
said thesis, the authors assert that “Piketty suggests that countries should launch individually-
capitalized pension systems and shut down their PAYG pension systems”. Montenegro et al. (2020) 
reports that “available empirical evidence indicates that the real rate of return on capital has 
outpaced productivity as well as population increases.  Though exceptions may exist due to financial 
crisis or recession causing the real interest rate to track below GDP growth, in the long-term return 
on capital always comes out ahead.”  The researchers add that demographic trends tend to reduce 
benefits among future pensioners in both types of system, while asserting that in PAYG frameworks, 
replacement rates decrease to a greater extent than in individual capitalization systems; ostensibly 
due to changes in the demographic composition of a society (more older adults, less young people). 
 
 

PAYG or partially-funded collective pension schemes generate lower payouts, 
unsustainable benefits and intergenerational inequities 
 
PAYG or partially-funded pension schemes that provide defined benefits involve a number of risks 
which often prevent benefits from arriving to retirees.  This is especially the case when it comes to 
lower-income workers, women and vulnerable sectors of society. 
 
As stated previously, demographic trends and other structural problems generate significant 
shortfalls over time. Said deficits oblige systems to lower payouts and/or tighten eligibility 
requirements, and fail to make good on the promise to provide defined benefits. 
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Additionally, experience demonstrates that PAYG and collectively-financed, defined-benefit pension 
frameworks face political pressure to provide pension benefits which are actuarially unsustainable 
in the long term.  According to Altamirano et al. (2019), this is exactly what occurs in the majority of 
defined-benefit pension systems in Latin America and the Caribbean.  Thus, the probability that 
ensuing generations will receive promised payouts is greatly reduced and it is they who pay the 
price.  For example, in reference to the proposal to introduce a solidarity fund in Chile with a 
guaranteed minimum of old-age income (viz. Proposal B of the Bravo Commission), Barr and 
Diamond (2016) concluded that the proposal’s lack of specificity makes it vulnerable to political 
pressure, and that the government may not be strongly motivated to resist such pressure due to 
short-term improvements in fiscal accounts, with the risk of ending up transitioning into a 
completely PAYG system.  Furthermore, Barr and Diamond concluded that transferring benefits 
from future pensioners to current pension recipients, with a negative impact on aggregate savings 
levels, does not appear to be justified. 
 
The types of frameworks which provide defined benefits through collective funding involve another 
inherent risk. Funds are often used for ends other than pension payouts, whereas the principle of 
individual property rights does not play a role.  Instead, fund assets are viewed as being collectively 
assets belonging to everyone and no one in particular.  As a result, political groups within society 
have an opportunity to demand higher payouts be made to certain individuals, although this leads 
to concomitantly lower payouts for others.  Unfortunately, the people who suffer most in these 
scenarios are the most vulnerable who lack political leverage.  This story has played out in the 
majority of PAYG or partially-financed pension schemes providing defined benefits in Latin America 
and the Caribbean, due to the fact that the sectors of society with the lowest contribution-period 
density levels (i.e., the majority of lower-income workers, women and vulnerable sectors) receive a 
negative subsidy.  In other words, society levies a social security tax upon these three groups 
(Altamirano, 2018). 
 
As a result, conditions are generated in which the groups with the greatest power of pressure in 
society are granted better benefits, to the detriment of other workers; generally, the poorest.  This 
has occurred in most of the PAYG systems or partial accumulation of funds and defined benefits in 
Latin America and the Caribbean, whereas the sectors achieving lower contribution density (the 
majority of relatively lower-income individuals, women and vulnerable people) receive negative 
subsidy.  In other words, they are charged a tax (Altamirano,  2018). 
 
These risk levels are exacerbated by the disconnect between contributions paid and benefits 
received, which generates incentives to system corruption, contribution evasion, and falsifying 
requests for benefits.  Here again, these types of problems are magnified when the State that is 
charged with paying pension (Central Bank of Chile, 2017).  
 
Another risk faced by the poorest workers, women and the most vulnerable people is the possibility 
of partially or totally losing the contributions made by failing to meet eligibility requirements, which, 
as previously seen, is a serious problem in our countries. 
 
All these risks and deficiencies of the systems of defined-benefit, PAYG or partial accumulation 
funds, show that the supposed security of pensions and the solidarity that some attribute to said 
frameworks is a mere illusion fed by ideological biases that have no empirical support.  This is 
especially true in the countries of Latin America and the Caribbean, which offer ample evidence of 
the problems that these types systems have historically and are currently experiencing. 
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High degree of international consensus regarding advantages of individually-capitalized 
systems 
 
The advantages and greater capacity of individual capitalization systems to provide better pensions 
are internationally recognized.  According to Rengifo and Martínez-Aldama (2020), the pension 
systems of the thirteen countries that are ranked among the best in the world, according to the 
2019 Melbourne Mercer Global Pension Index (MMGPI), have a high capitalization component. On 
the other hand, based on this index Montenegro et al. (2020) conclude a positive relationship exists 
between the accumulation of retirement savings and the pension sustainability and sufficiency that 
systems generate.   
 
In the Netherlands, whose pension system is ranked first on the 2019 MMGPI, the government and 
social sectors recently reached an agreement to reform the framework, which includes moving from 
occupational programs – with collective funds and defined benefits – to a defined-contribution, 
personal pension account system, in which pensions depend on contributions made and ROI. Among 
the reasons for the proposed reform, it is stated that with the introduction of personal accounts 
everyone will be able to see the pension amounts that they will be able to finance, without having 
to worry about not having an income upon retirement, a concern that is currently pervasive among 
young Dutch workers participating in defined benefit programs and collective funds.  
 
Australia was rated third on the MMGPI in 2019. It replaced its PAYG pension framework with a 
defined-contribution, individual-capitalization model.  A basic pension – funded by public outlays – 
aimed at providing benefits to lower-income older adults, as well as a voluntary savings component, 
were also included in the reform package.  As a result of the reform, pension funds now represent 
more than 120% of revenues, and public outlays on pensions have decreased significantly 
(Montenegro et al., 2020).   
 
Sweden, which was ranked fifth on the 2019 MMGPI, operates a contributory system based on 
notional accounts, and includes an individual capitalization component.  According to long-term 
projections generated by the Swedish Pension Agency in its 2013 Orange Report, the 
complementary FF complement will generate 43% better payouts than the notional account 
framework.  This was achieved at no cost in terms of increased contribution rates.  
 

Effective and projected replacement rates within individual-capitalization pension 
systems  
 
According to available statistics on retirees achieving moderate levels of contribution density, the 
effective replacement rates generated by individually-capitalized pension systems within Latin 
America have surpassed the rates recommended by international organisms. These replacement 
rates have been observed despite the region’s relatively low contribution rates. ILO conventions 
indicate that a minimum appropriate replacement rate is between 40-45%, based on employer and 
worker contributions during a career of at least 30 years (see Table II.B.2). Chile operates the 
longest-running, mandatory FF system in Latin America, and as of 2020 generates more than 1 
million old-age pensions.  The individually-capitalized pension replacement rate for Chileans who 
have retired within the last 10 years, and who accrue more than 25 years of contribution periods, is 
78%.11  
 

 
 
11 Data cited by the president of the Republic of Chile on the occasion of the First Reading of the pension reform 
bill, October 2019. 
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Table II.B.2 
Contributory pensions, ILO reference rates 

 
 

Years in system Benefit type Replacement rate 

45 Full pension 60.0% 
30 Full pension 45.0% 
20 Partial pension 30.0% 
15 Partial pension 22.5% 
11 Partial pension 16.5% 

Less than 10 No pension Social-welfare benefits 

 
Source: CLAPES UC (2018) data based on Convention Nº 28 of the International Labour Organization. 

 
These relatively high replacement rates are explained by the regularity with which contributions 
have been made, as well as the higher rates of return historically achieved by pension fund 
managers. 
 
However, it must be stated that average pension payouts in Chile and other Latin American nations 
could be better.  The primary factors are as follows: insufficient contribution rates; contribution-
period gaps in an individual’s work life due to inactivity, unemployment or informal-sector work; 
eluding or evading contribution payments; late entry into workforce by young workers; low wages; 
and, a failure to increase legal retirement ages vis-à-vis increased life expectancy levels.  These 
issues impede the efficiency of both individual frameworks as well as their PAYG counterparts. 
 
In terms of Chile, as of May 2020 the monthly individually-capitalized, old-age pension payout was 
USD 246 for women and USD 405 for men.12  As one can ascertain from Figure II.B.2, said averages 
vary greatly in correlation to the quantity of in-system years an individual accrues.   
 
As one analyzes the savings behavior of the retirees involved, it becomes increasingly clear that low 
contribution-density constitutes a major problem for Chilean pension systems. At the end of the 
day, only 16% of the current population of benefit recipients within the Chilean AFP system 
contributed more than 30 years to their individually-capitalized pension accounts; specifically, 12% 
of women and 20% of men failed to meet ILO in-system minimums for achieving a replacement rate 
of 40-45%. Furthermore, only 54% accumulated 20 years or less; 61% of women and 47% of men. 
And yet, the expectation is that these levels of contribution will be capable of funding pensions of 
more than 30 years for women, and 20 years for men. 
 
 
 
 
 
 
 
 
 
 
 
 

 
 
12 Exchange rate: CLP 767.82 per USD. 
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Figure II.B.2 
Average monthly payout vis-à-vis worker contributions to Chilean AFP system, as of May 2020 

in USD 

 
    Source: Pension Superintendency (Republic of Chile). 

 

Pension projections for Latin America are low. In Pensions at a Glance 2019, the OECD estimated 
gross replacement rates for workers in several member-States, including Chile and Mexico. The 
publication also estimates pension payouts for workers who enroll in a pension system in 2018 at 
age 22, and retire after a full work career; private and public-sector mandatory frameworks are both 
covered. Cross-national comparisons are performed using an identical set of suppositions, which 
takes into account variations in contribution rates and retirement ages.13  In the case of Chile and 
Mexico, a replacement rate of 31.2% and 25.7% above an individual’s final wage level is projected 
for average-income enrollees, assuming that said individual retires at age 65. 
 
These replacement rates are clearly low, especially when evaluated vis-à-vis projected rates of other 
nations; even more so in comparison those ranked highly on the 2019 MMGPI.  Nevertheless, as 
Table II.B.3 clearly demonstrates, these rate differences are the result of lower contribution rates 
and retirement ages.  In fact, if one adjusts replacement rate projections in terms of said differences, 
the percentages in Chile and Mexico generally surpass other nations. 
 
Improvements in pension payouts and replacement rates necessitate performing an objective 
evaluation of the reasons why pension systems currently generate such low payout levels, and 
putting forth empirically-based, technically-sound reform packages focused on generating better 
pensions.  In this sense, a fair degree of consensus exists with regard to the fact that viable long-
term solutions involves gradual adjustments in contribution rates, and a widening of the 
contribution base in terms of the number of active contributors within the system.  Many also point 
to the importance of innovating the ways in which societies incentivize and improve social security 
withholding and pension fund contribution systems.  Furthermore, much remains to be done in 
terms of strengthening the institutionality of the system, both in terms of processes and 
organizational permanency.  Clearly, related markets – i.e., labor markets, financial markets and 
insurance sectors – will also need to be strengthened in order to ensure a suitable evolution of 
pension system frameworks. 
 
 

 
 
13 Assumptions: real annual return on investments of 3.0%; real annual growth of wages of 1.25%; real annual 
discount rate for actuarial calculations of 2%; and administrative costs that result in a contributions conversion 
factor of 90% – applied to the accumulated balances – when acquiring the annuity. The base model uses 
country-specific mortality rate projections from the United Nations population database.  
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Table II.B.3 
Selected nations: System parameters and replacement rates 

Nation MMGPI Ranking* Contribution rate** Retirement age*** Replacement rate 

Australia 3 9.5% 67 30.9% 
Chile 10 12.4% 65 31.2% 
Denmark 2 12.8% 74 74.4% 
Finland 4 24.4% 68 56.5% 
Holland 1 25.6% 71 70.9% 
Mexico 33 6.3% 65 25.7% 
Sweden 5 21.7% 65 54.1% 

 
  * Melbourne Mercer Global Pension Index 2019.  
  ** Effective rate for an average worker. 
  ***  Pension age for workers entering workforce in 2018. 

 
Source: Pensions at a Glance 2019, OECD. 

 
Lastly, attempts to reintroduce or strengthen pension frameworks which have been proven within 
our societies to be inefficient, socially inequitable and more costly in the long term in terms of 
providing pensions to workers, will ensure that benefit improvements are more burdensome to 
taxpayers and unsustainable.  
 
 

C. Financial sustainability of pension frameworks 
 
One of the chief challenges facing societies operating public PAYG pension schemes is the pressure 
generated by population aging upon public coffers. In these systems, the contributions paid by the 
current population of workers fund the benefits of current retirees. Increases in life expectancy 
together with lower birth rates have converged to make PAYG solutions completely unviable. An 
exceptionally illustrative example of this dynamic is Spain, which provided the data utilized in Figure 
II.C.1.  As one can ascertain, the number of retirees has risen over time, even as the pool of 
contributors has declined.  Thus, by year 2047 the number of retirees will equal the number of 
contributors.  In fact, by year 2075 the pensioner population in Spain will be 1.3 times the size of its 
contributor population, a scenario in which it is impossible to finance pensions solely via worker 
contributions. 
 
As stated, the rate at which the population of Latin America and the Caribbean is aging has only 
exacerbated the above-mentioned dynamic.  According to regional data generated by the United 
Nations Population Division, in 1950 the average woman had 6.5 children. However, by year 2050 
the Latin America and Caribbean average will fall to only 2 children per mother.  During the same 
period of time, regional average life expectancy levels at 65 will increase by nine years. Therefore, 
population aging is a reality in Latin America and the Caribbean that needs to be addressed. 
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Figure II.C.1 
Spain: Evolution of contributors and pensioners 

Millions 
 

 
Source: Fundación Inverco (2017). 

 
 
In addition to demographic issues, PAYG pension schemes throughout Latin America and the 
Caribbean also need to address major labor market issues.  According to 2017 figures from the 
International Labour Organization (ILO, 2018), 50% of all employment within the region was 
generated within the informal sector.14 This implies that a major percentage of the workforce is not 
contributing to the pension system. 
 
This scenario is generating enormous financial shortfalls in PAYG pension systems. Not surprisingly, 
States are forced to set aside vast amounts of public resources to address the issue. Below, Figure 
II.C.2 demonstrates this international trend, which has resulted in OECD nations averaging 8% of 
GDP in public outlays on pensions. The nations which have been pressed hardest are Greece at 17%, 
Italy at 16% and France at 14% of GDP. 
 

Figure II.C.2 
OECD: Public outlays on pensions, 2017 or last year available 

% of GDP 
 

 
Source: OECD Database. 

 

 
 
14 In several cases, informal sector size surpasses the regional average: Colombia (60.6%), Peru (69.2%), El 

Salvador (69.6%), Nicaragua (77.4%), Guatemala (79.7%), Honduras (79.9%), Bolivia (83%). 



 

 25 

To make matters worse, the public outlays and fiscal debt in PAYG systems tend to hide the long-
term cost of projected pension payout liabilities.  The present value of said liabilities is known as 
implicit debt.  Estimating implicit pension debt levels, therefore, is not a trivial task.  One must first 
determine the number of contributors and pensioners, their demographic profile and life 
expectancy levels, the amount of benefits to be paid, retirement age and the discount rate which 
one intends to use to calculate the aforementioned present value.  An estimate generated by 
Edwards (2010) asserted that – as of 2009 – a series of European pension frameworks were 
generating disturbing implicit-debt levels (see Figure II.C.3 below).  The most dramatic case is 
Greece, where the national implicit pension debt was approximately nine times GDP.  
 

Figure II.C.3 
Europe: Implicit pension debt, as of 2009 

% of GDP 
 

 
 
Source: Edwards (2010).  

 
Latin American PAYG pension frameworks also face serious financial sustainability problems. 
Estimates generated by Holzmann, Palacios and Zviniene (2004) indicated that as of year 2000, 
regional implicit PAYG pension debt levels were already at untenable levels: Brazil was at five times 
GDP; Uruguay, approximately three times GDP; Costa Rica and Nicaragua, nearly two times GDP; 
and, Argentina and Ecuador were above 100% of GDP (see Figure II.C.4).  It is rational to expect that 
current pension-debt levels are much higher.  
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Figure II.C.4 
Latin America: Implicit PAYG pension debt, as of 2000 

% of GDP 
 

 
 

                Source: FIAP, using estimates from Holzmann, Palacios and Zviniene (2004). 

 
 
Given the financial impossibility of completely funding payouts through the use of current 
contributions, nations are forced to utilize pension fund reserves – generated during the period 
when contributions outpaced payouts – or tax revenues to address shortfalls.  As debt levels 
increase throughout Latin America, the fiscal pressure exerted on the pension budgets of many 
States may become unmanageable.  This is the case in Costa Rica, for instance, where the primary 
PAYG pension scheme which provides disability, old age and death benefits – known as the IVM 
scheme – is operated by the Caja Costarricense de Seguro Social.15  Since 2012, payouts have 
outpaced contributions. As a result, the entity’s reserves have been depleted rapidly.  In fact, 
according to estimates generated by the University of Costa Rica (2016), by year 2024 contributions 
and investments will no longer keep pace with pension payouts; by 2027-2030, the CCSS disability, 
old age and death reserves will be completely decimated. As Figure II.C.5 illustrates, said resources 
are in a decidedly untenable position. 
 
 
 
 
 
 
 
 
 
 
 
 
 

 
 
15 The Costa Rican Social Security Fund, or CCSS, has 1.4 million contributors, 238,000 pensioners and USD 3.6 
billion in reserves. 
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Figure II.C.5 
Costa Rica: Disability, old-age and death scheme reserves 

By scenario 
 

 
  

Source: University of Costa Rica (2016). 

 
Colombia, for its part, operates two parallel, contributory pension schemes. By law, individuals must 
enroll in one of the competing systems.  The first is a public PAYG framework comprised of the RPM 
basic pension administered by COLPENSIONES, in addition to other State-run specialized schemes.16  
The second alternative is a private, individual capitalization scheme administered by Colombian 
pension fund administrators (Administradoras de Fondos de Pensiones y Cesantías) known as AFPs.  
Public outlays on PAYG system deficits – which is to say, on the programs administered by 
COLPENSIONES and the aforementioned specialized schemes – have increased dramatically in 
recent years.  According to data presented in Villar, Becerra and Forero (2017), while Colombian 
outlays on pensions in 1990 represented 0.6% of GDP, said figure had risen to 3.76% of GDP by 2016.  
According to the authors, 1.1% of the 2016 figure was earmarked for funding the RPM basic pension 
program, while the remaining 2.7% was utilized to finance specialized pension schemes.  Therefore, 
Colombia’s fiscal outlays on pensions – excluding expenditures on debt service – represented 23% 
of the national budget, which was more the 15% it spent education and 14% on health care.  
Additionally, Cardona (2015) estimated that the implicit debt of the public pension system 
represents 133% of GDP. For their part, Montenegro et al. (2017) demonstrate that the combination 
of Colombia’s shifting demographics and the relatively large scale of its informal sector make the 
operation of a PAYG pension system unviable. 
 

 
 
16 RPM refers to Régimen Solidario de Prima Media, a defined-benefit program that provides basic old-age, 
disability and death benefits.  



 

 28 

Peru also operates two parallel systems which compete for enrollees. The first is the previously cited 
national PAYG framework known as the SNP, administrated by the Pension Oversight 
Administration.17  The second framework is SPP,  which is an individually-capitalized pension 
scheme.18  The PAYG pension system is technically bankrupt, whereas its current debt level is 21% 
of GDP, and monthly outlays are the only measures keeping it operational. In 2019, PAYG 
withholding measures covered 63% of pension payouts. According to estimates by Altamirano et al. 
(2019), Peruvian outlays on pensions between 2000-2015 amounted to 2.66% of GDP, of which 38% 
was expended on PAYG pension payouts (i.e. SNP pensions).  By 2075, public spending on pensions 
will have risen to 6% of GDP, of which 50% will be spent on SNP-related benefits (see Figure II.C.6).  
This growth is mainly due to the impact of lower birth rates and increased life expectancy levels on 
pay-as-you-go schemes.  Although public spending on pensions in Peru is comparatively vis-à-vis 
other countries within the region, this is explained by the concomitantly low coverage of the pension 
system. 
 

Figure II.C.6 
Peru: 2015-2075 pension outlays, by scheme  

(% of GDP) 
 

 
Source: Altamirano et al. (2019). 

 
Altamirano et al. also indicate that Peruvian government outlays on SPP individual capitalization 
pensions – and the noncontributory basic pension known as Pensión 65 – have been relatively low.  
For the period 2000-2015, average public spending was limited to 0.13% of GDP on SPP-related 
complementary benefits, basic pensions and the so-called acknowledgment bonds. 19  Outlays on 
said Pensión 65 benefits totaled 0.09% of GDP.  As a result, the lion’s share of public spending within 
the pension sector was spent on PAYG, defined-benefit scheme shortfalls.   
 
In Brazil, the PAYG pension situation is even more disturbing.  According to the International 
Monetary Fund (IMF), 2018 public outlays on pensions represented 14% of GDP. Additionally, the 
IMF estimates that pensions will consume 30% of GDP by year 2050 if reforms are not undertaken.  
Given the unsustainability of the pension system, in late 2019 the government approved a profound 
pension reform that introduced a previously non-existent legal retirement age, increased the 

 
 
17 Oficina de Normalización Previsional (ONP).  Inter alia, ONP generates eligibility requirements and executes 
payouts. 
18 SPP refers to Sistema Privado de Pensiones, which is to say Private Pension System. 
19 Acknowlegement bonds, or Bonos de Reconocimiento, are provided by Pensions Oversight Administration 
(ONP) in order to ensure individuals receive credit for withholding taxes paid into PAYG system. 
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number of contribution years required to qualify for a pension, and reduced the benefits of future 
pensioners.20 
 
Lastly, there is the case of Argentina. It nationalized its individually-capitalized pension scheme 12 
years ago in order to place the entire pension sector under State management and reintroduce its 
pay-as-you-go scheme.  This has led to an extremely bad financial situation, whereas current worker 
contributions only cover 60% of current payouts.  This is because Argentina currently has a nearly 
1:1 ratio of contributors to pensioners.  As a result, public outlays on pension benefits more than 
doubled during the time period 2006-2017, which translated into an increase from 5% of GDP to 
11.3% (Castiñeira, 2018).  In 2017, spending on pensions – i.e., remediating the deficit generated by 
the pay-as-you-go framework, sector-specific schemes and noncontributory pensions – represented 
60% of national outlays.  
 
PAYG systems lack a proven strategy to ensure their financial sustainability.  The risk of insolvency 
continually increases as populations age and the cost of benefits rises, increasing pressure on public 
finances. The financial sustainability of pay-as-you-go schemes is also subject to the political 
pressure exerted by factions, which block efforts to incorporate reforms into the system and in some 
cases defend the abundance of their benefits. 
 
This continuous financial pressure that pay-as-you-go systems exert on public finances has led 
governments to modify the structural parameters that serve as the basis for calculating public 
retirement benefits.  These measures include an increase in the number of years to be considered 
for calculating pensions, an increase in the legal retirement age and/or increases in the contribution 
rate.  According to FIAP (2020a), between 1995 and June 2020, 79 countries increased the 
contribution rate in their PAYG programs, while 62 increased legal retirement ages, adjusted their 
benefits formula or decreased outright the quantity of benefits granted. 
 
The aforementioned parametric reforms substantially reduced future PAYG pension benefits. 
According to estimations generated by the European Commission (2018), the replacement rate of 
public pensions will decrease considerably during the period 2016-2060 within the vast majority of 
European nations; this is, in turn, triggering an average decrease of 15% throughout the European 
Union (see Table II.C.1). Nations such as Spain, Croatia and Poland will experience especially steep 
drops in their respective replacement rates; i.e. 41%, 42% and 62%, respectively. 
 

 
 
 
 
 
 
 
 
 
 
 
 
 
 

 
 
20 Full pensions now require the accrual of 40 years of contributions. 
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Table II.C.1 
Public pension replacement rates* 

 

 
 

* Replacement rate is calculated as the average first pension as a share of the average wage upon 
retirement. 

 
Source: European Commission (2018). 

 
In an effort to compensate for the reduction in benefit levels which PAYG pensioners face, a 
significant number of OECD member-States have introduced voluntary or semi-mandatory 
individually-capitalized pension frameworks to complement their public pension systems. The 
average OECD replacement rate for public PAYG frameworks is 41.3% vis-à-vis the last wage earned.  
Upon the addition of the private pension system (voluntary and mandatory), the replacement rate 
would rise to an average of 57.6% (Figure II.C.7). However, public opinion remains mixed with regard 
to the importance of private systems in OECD countries.  While in the Netherlands the private 
system represents close to 63% of the replacement rate, in countries like Spain and Italy,  its impact 
on the private system’s replacement rate is essentially non-existent. 
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Figure II.C.7 
OECD: Public and private pension replacement rates 

2015 

 
Source: INVERCO (2017) 

 
However, as mentioned previously, public pension replacement rates within the European Union 
are expected to drop from 45.1% in 2016 to 38.3% by 2060; i.e., a replacement decrease of 6.8 
percentage points is expected to occur during the next four decades.  Therefore, countries that fail 
to introduce reforms and robust individual capitalization systems are going to expose their older 
adult populations to extremely sharp drops in retirement income levels. Said drops in payouts will 
occur solely due to these nations being obliged to adjust pension calculations vis-à-vis demographic 
shifts in order to avoid the total financial collapse of their public pension systems. Thus, in the long 
term, the significance private individually-capitalized pension systems will necessarily only increase 
in countries that continue to operate PAYG pension frameworks.   
 
In this sense, much can be learned from the Dutch example. Holland recently announced its 
transition from defined-benefit collective schemes to defined-contribution pension plans. The 
aforementioned demographic pressure severely hampered the short-term solvency – and, in turn, 
the long-term financial sustainability – of its defined-benefit frameworks.  The nation plans to 
achieve complete transition by year 2026.21 

 
 
21 Further details available at: https://www.ipe.com/comment/dutch-pensions-the-next-
chapter/10046420.article. 

https://www.ipe.com/comment/dutch-pensions-the-next-chapter/10046420.article
https://www.ipe.com/comment/dutch-pensions-the-next-chapter/10046420.article


 

 32 

 
Unlike PAYG pension systems, individually-capitalized frameworks are financially stable due worker 
contributions (and returns upon same) fund said individual’s pension.  Thus, the State must only 
cover pension-adequacy gaps through the use of available noncontributory pensions; this is to say, 
its primary responsibility is limited to covering retirement savings shortfalls, rather than the entire 
payout. As one can ascertain from Figure II.C.2 above, nations operating individually-capitalized 
pension systems – namely, Chile and Mexico and Australia – have kept public outlays on pensions 
under 4% of GDP. 
 
Thus, State outlays on pensions is limited to subsidies, made via any existing non-contributory 
pensions for individuals failing to achieve a minimum pension adequacy through the use of their 
own savings.  As noted above in Figure II.C.2, countries with individual capitalization systems – such 
as Chile and Mexico and Australia – have kept their pension outlays below 4% of GDP. 
 
Figure II.C.8, for its part, illustrates the growth individually-capitalized pension systems have 
undergone in their nearly four decades of existence.  As of December 2019, assets under 
management within the Chilean pension fund sector represented 76% of GDP.  In Colombia and 
Peru, the figure was 27%, while in Mexico said assets represented 17% of GDP.   
 

Figure II.C.8 
Total assets under management within individual-capitalization pension systems, as of 2019 

Billions of USD 
 

 
          
          Source: Authors, using FIAP and World Bank data. 

 
While demographic trends may not impact on the financial sustainability of individually-capitalized 
pension frameworks, they do impact payout amounts.  As a result, it is vital for fully-funded systems 
to undergo periodic parametric adjustments in order to ensure that pension payouts do not begin 
to decline over time; i.e., adjustments to contribution rates and retirement ages. With the exception 
of El Salvador, to date no Latin American nation has reformed their individual capitalization 
framework, despite the fact that life expectancy has risen steadily since the introduction of 
individually-capitalized pension systems in said societies.22  A study performed by the FIAP (2016) 
noted that increases in life expectancy – coupled with decreases in the interest rate utilized to 
calculate pensions – caused payouts in Chile to fall by 51% for men, and 46% for women.  Chile is a 
prime example of the importance of having independent commissions that possess the ability to 

 
 
22 Peru temporarily adjusted its individual-capitalization contribution rate, but the measure was soon rescinded. 
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periodically adjust system parameters vis-à-vis fluctuations in life expectancy and/or sharp 
decreases in fund return rates.23 
 
At the end of the day, demographic trends, labor market informality and potential political risks 
mean that PAYG pension frameworks in Latin America are simply no longer practicable. 
 

D. Social equity within pension frameworks 
 
In an individually-capitalized pension scheme, all fund participants possess equal rights and 
responsibilities regardless of the type of work, 24 economic sector or pension involved.25  As a result, 
individuals who achieve similar levels of contribution density during their careers – all other factors 
being equal – receive similar payouts.  Participant parity, in terms of rights and obligations, ensures 
that a particular framework does not generate distortions between different economic sectors, 
whereas each worker and each employer are subject to the same rules of play.  
 
Fund participants involved in an individually-capitalized pension scheme who switch from one sector 
of the economy to another, therefore, are not subject to variations in contribution rates or future 
payout levels.  There is also no danger of losing retirement wealth assets or returns, because 
transitioning to another sector of the economy does not impact an account holder’s property rights 
vis-à-vis accumulated their individual retirement assets.  This implies that individual capitalization 
systems facilitate labor market flexibility, whereas they do not impose penalties or restrict worker 
mobility in terms of choosing between different jobs or employment sectors. 
 
For their part, PAYG systems tend to be characterized by the existence of a multiplicity of rules for 
calculating benefits vis-à-vis the economic sector and pension scheme to which a worker belongs, 
as well as significant differences in terms of contribution rates and retirement age.  In Mexico, 
various pay-as-you-go schemes still operate in the different state (at least 28 pay-as-you-go schemes 
for public employees from the different Mexican states, all possessing different requirements and 
formulas for calculating benefits), municipal, public universities and other special schemes (PEMEX 
and CFE). In total, there are more than 1000 pension subsystems operating in Mexico (between pay-
as-you-go schemes and individual capitalization), whose information in most cases is not public (IDB, 
2019). 
 
 
According to Cortázar (2003), when Chile introduced its current individually-capitalized pension 
framework in 1981, it replaced a regulatory framework which included more than 100 separate 
benefit calculation models. The author also asserts that, in general, workers from among the 
highest-paid income brackets – with the strongest political lobbyists – achieved the best payout 
amounts.   
 

 
 
23 The pension-sector regulatory framework in El Salvador and Peru permits such entities, although the latter 
has yet to operate one.  The current pension reform bill in Chile includes a measure which permits the creation 
of such entities.     
24 There are certain exceptions for workers doing heavy labor.  For example, in Chile if the work is classified as 
heavy, the worker must contribute an additional 1% to 2% of their taxable income.  In this case, the employer 
must also make a matching contribution.  In Kazakhstan, where the mandatory contribution rate is 10% of 
worker's income, employers in heavy-duty industries and hazardous conditions must contribute an additional 
5% of an employee’s income to their pension account. 
25 This is to say, if and when an individual is engaged in formal-sector employment. The growth of the informal 
sector has impeded the ability to accrue retirement savings.  
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Table II.D.1 provides an overview of the principal characteristics of several Latin American PAYG 
pension frameworks. It provides evidence of the aforementioned wide spectrum of eligibility criteria 
and payouts, scheme by scheme.  For instance, Peru – in addition to operating its National Pension 
Scheme (SNP) – operates a wide variety of other pension schemes: (i) Armed Forces and Police 
Pension Fund (CPMP), a state-run scheme that provides defined benefits to members of the 
Peruvian Armed Forces and police; (ii) Civil Servant (or Cédula Viva) Pension Scheme, a fund which 
provides payouts to federal civil servants, although closed to new entrants as of 2004;  (iii)  
Diplomatic Service Pension Scheme.  While the SNP provides payouts of between 30-45% of the 
average of the last 60 pay periods (according to enrollee age as of 2002), scheme participants within 
the Armed Forces and Police Pension Fund receive a 100% replacement rate vis-à-vis said 60 periods.   
 
Table II.D.1 also demonstrates that, in the majority of cases, pensions are calculated on the basis of 
wage levels during the last years of an individual’s work career, and in some cases even utilize the 
last wage earned.  As a result, individuals have a major incentive to under declare income during 
the vast majority of their work life and then over declare income during the final pay period utilized 
to calculate their payout. 
 
It is also important to remember that – as a general rule – PAYG pension frameworks tend to be 
fairly regressive; the primary contributing factor being that individuals must comply with in-system 
minimums in order to be eligible for payouts. For example, in order to receive a payout in Peru’s 
SNP scheme, it is necessary to generate 20 years of contribution periods. And the SNP does not grant 
partial pensions.  When workers fail to meet in-system minimums, they forfeit any assets 
contributed to the pension scheme.  According to IMF estimates reported in Freudenberg and 
Toscani (2019), 60% of SNP affiliates end their work lives in such circumstances.  These individuals 
generate a replacement rate of 0%.    
 
A similar situation occurs in Colombia within the national Régimen de Prima Media defined-benefit, 
basic pension scheme (RPM). It is estimated that 90.8% of RPM enrollees fail to meet in-system 
minimums and receive no pension. However, enrollees failing to comply with framework minimums 
have the option of receiving what is termed an indemnización sustitutiva, a measure by which 
withholding taxes accrued during their career are returned to the taxpayer.26  Unfortunately, any 
returns on investment are lost.   
 
This dynamic generates a network of implicit cross-subsidies between workers.  This especially 
detrimental to women, the less-skilled and vulnerable sectors of society, as it is they who most often 
tend to fail to accrue the minimum contributions required to receive a payout upon retirement.  
PAYG pension frameworks require said sectors to allot a portion of their income to funding the 
retirements of individuals to achieve the requisite contribution years (generally workers with more 
stable work careers, who tend to be more qualified and earn higher incomes).   
 
In contrast, individual capitalization systems do not involve in-system minimums in order to receive 
benefits, so that every individual who accrues savings (regardless of the amount of assets involved) 
receives a pension or is able to withdraw funds at the end of their working life.  Additionally, and 
unlike PAYG schemes, they do not generate implicit, regressive cross-subsidies. 

 
 
26 Phrase which loosely translates into “substitute payout”. 
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Table II.D.1 
Relevant parameters of selected pension schemes as of July 2020, by nation  

 PAYG scheme Withholding 
rate 

In-system minimum for 
partial/full pension benefits 

 

Retirement 
age 

Promised replacement rate 

C
o

lo
m

b
ia

 

 
Régimen de Prima 
Media (RPM) 

16% 1300 weeks (25.3 years)  
 

Women: 57; Men: 62 Payout is calculated as a percentage of the average base income 
(ABI) amount  during the last ten years of career.  May vary vis-
à-vis increases in quantity of contribution periods achieved by 
enrollee. 
Monthly payout of old-age benefit equivalent to 65% of ABI 
based on first 1000 weeks of contributions. For every 50 
additional weeks beyond said 1000, and up to 1200 weeks, 
percentage of ABI shall increase by 2%, until such time as 73% 
is reached.  For every 50 weeks beyond 1200, and up to 1400, 
percentage of ABI increases by 3% (rather than 2%), until such 
time as 85% is reached.   Total pension payout shall not exceed 
85% of ABI, nor less than payout minimums established by law. 

 

Officer and 
Noncommissioned 
Officer Pension Plan 
(Asignación de retiro 
para el personal de 
Oficiales y Suboficiales 
de las Fuerzas 
Militares en actividad) 
 

 18 years  Women: 50; Men: 55 Between 62% and 95% of taxable income, as defined by Article 
13 of Decree 4433 (2004), to include non-income-related 
benefits. 
62% replacement rate calculated in terms of taxable income 
during the first 18 years of service after which time an 
additional 4% per year shall be added up to 24 years of service 
up to 85% cap.  Replacement rate increases by 2% up to a 
maximum rate of 95% of calculable income.   
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C
o

st
a 

R
ic

a 
Disability, Old-Age 
and Death Scheme 
(Régimen de Invalidez, 
Vejez y Muerte) 

10.66% Normal pension:  
300 contribution periods 

Normal pension:  
65  

Base replacement rate: 43% – 52.5% of reference wage during 
first 240 contribution periods, plus an additional 0.01% per 
additional contribution period achieved. 
 

Collective 
Capitalization Fund 
for Educators 
(Capitalización 
Colectiva del 
Magisterio Nacional)  

16.16% Ranges from 395 contribution 
periods at age 55 +1 month, to 
180 contribution periods when 
retiring at age 65. 

Range: 55 + 1 month to 
65, depending upon 
number of contribution 
periods of achieved. 

60% of reference wage for professors and teachers accruing 
240 contribution periods, with an additional 0.1% for each 
additional period accrued.  

 
Transitory PAYG 
Scheme for Educators 
(Régimen Transitorio 
de Reparto del 
Magisterio Nacional) 

 
15.58% to 
21.58% 

 
400 monthly contributions, of 
which at least 240 must have 
been made in the employ of a 
school or university. 

 
Unspecified. 

 
80% of average of 32 top pay periods during final 60 months of 
career. 

 
Judicial Branch 
Pension 

 
28.77% 

 
Normal pension: retirement at 
age 62, if 30 years of public 
service accrued. 
Proportional pension: 
retirement at age 60, if 30 
years of public service 
accrued. Final five years must 
occur within judicial branch. 

 
Normal pension: 62. 
Proportional pension: 60.  

 
82% of average of 240 top pay periods.  No payout cap. 
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P
e

ru
 

National Pension 
System (Sistema 
Nacional de 
Pensiones) 

13% 20 years of work; no rights to 
partial pension. 

65  30% – 45% of average of 60 final pay periods, depending on age 
of enrollee.* 
 

Armed Forces and 
Police Pension Fund 
(Caja de Pensiones 
Militar Policial) 

12% Partial pension  
Men:  15-30 years in system; 
Women: 12.5-25 years in 
system. 
Full pension 
Men: 30+ years in system; 
Women: 25+ years in system. 

Unspecified. 70% –100% of average of 60 final pay periods, depending on 
quantity of enrollee’s in-system years.  
 
 

 
Civil Service Pension 
Scheme (Cédula Viva) 
enacted via Law 
20530. 
 

 
13% 

 
Partial pension  
Men:  15 years in system; 
Women: 12.5 years in system. 
Full pension 
Men: 30 years in system; 
Women: 25 years in system. 

 
Unspecified. 

 
Calculated on the basis of a maximum of 30 years for men and 
25 for women, at respective rate of 1/30 or 1/25 of average of 
pension-related income during the last 12 months, and per in-
system year. Eligible for partial pension after 20 years in system. 

 
Diplomatic Service 
Pension Scheme 
(Servidores 
Diplomáticos)** 

 
13% 

 
More than 15 years in system. 

 
At age 70 or after 20 
years of diplomatic 
service. 

 
5-15 years of service: one-time payout; last salary earned, 
multiplied by years of service.  
15-30 years of service: 1/30 of last salary earned, multiplied by 
years of service. 
30+ years of service: 100% of pension-related income earned 
prior to retirement. 
35+ years of service: 100% of pension-related income earned 
by next higher pay grade. 
 

U
ru

gu
ay

 

Police Officers 
Pension Fund 
(Caja Policial)  

15% 
withholding; 
19.5% 
employer 
contribution. 
 

Age 60 and 35 years of service, 
as per Law 18405. 

60 As per Law 18405, 50% - 85% of the basic retirement salary; 
that is, updated monthly average of all income subject to 
withholding during 60 pay periods prior to retirement 

Armed Forces Pension 
Fund  
(Caja Militar) 

12% - 15% 
withholding. 

Voluntary retirement: age 60 
and 30 years of service. 
Mandatory Retirement:  upon 
meeting certain rank 
minimums and time at a given 

60 Voluntary retirement: 45% – 8205% of basic pension payout. 
Mandatory Retirement: As per Law 19695, 1/40 of 85% of basic 
pension payout, per year of applicable service, up to cap of 40 
years. 
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rank, as per Article 8, Law 
19695. 

 
Notary Public Pension 
Fund 
(Caja Notarial) 

 
Notaries: 18.5% 
withholding, in 
addition to 
special 
pension-fund 
notary fee. 
Staff: 18% 
withholding, 
10% employer 
contribution. 

 
30 years of service as notary, 
age 60 
 
35 years in system, age 60  
 
 

 
60 

 
50% – 82.5% of basic pension payout vis-à-vis age and years of 
applicable service. 

Banking Sector 
Pension Fund 
(Caja Bancaria) 

17.5% 
withholding; 
17.5% 
employer 

30 years in system, age 60 60 50% – 82.5% of basic pension payout, with increments based 
on years of service and age, and subject to relevant caps. 
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 Peru: Upon becoming eligible for pension, retiree may opt for payout equivalent to percentage of reference salary – calculated as the average of final 60 pay 
periods – in accordance with retiree’s age as of 2 January 2002, and as per the following table: 

 
 

 

 
Source: Law N°27617 and DS N°099-2002-EF. 
 

 
 

     Peru: Decreto Ley Nº 894, Ley Nº 28091 and Ley Nº 29797. 
 
 
  
Source: FIAP, based on official data from each nation on chart.  

 
 

 

Age range Birth-date range % of first 20 years of  
withholding 

50-54 2 Jan 1948 – 2  Jan 1952 45% 
40-49 2  Jan 1953 – 2  Jan 1962 40% 
30-39 2  Jan 1963 – 2  Jan 1972 35% 

Up to 29 after 2  Jan 1973 30% 
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As analyzed in the previous section, the region's PAYG systems constitute a significant part of fiscal 
spending.  A worrying aspect of such high outlays is the regressive nature of public subsidies that 
many societies provide. Such is the case in Colombia.  For instance, Lasso (2006) and Núñez (2009) 
assert that the Colombian national pension scheme – known as the Régimen de Prima Media (RPM)– 
is overwhelmingly regressive. Lasso estimates that 80.8% of State subsidies are directed to the 
richest quintile of the population, while only 0.22% of subsidies are received by the poorest quintile. 
For his part, Nuñez finds that 86.3% of the RPM subsidies are granted to the richest quintile, with a 
mere 0.1% of subsidies reaching the poorest quintile.  In Figure II.D.1 one can ascertain how State 
subsidies to RPM pensioners tend to increase in direct correlation to income. 
 

Figure II.D.1 
Colombia: Present value of PAYG pension subsidy vis-à-vis average income 

Millions of Colombian pesos 
 

 
 

Source: Cardona (2015). 
 
 

In a more recent study, Altamirano et al. (2018) estimate the level of implicit State subsidies within 
Latin American PAYG and individual capitalization pension systems. According to their findings, in 
defined-contribution systems that include minimum pension guarantees, subsidies always decrease 
in correlation to income; that is, subsidies are provided precisely to those who need it most.  
Conversely, when no minimum pension guarantees are utilized in said frameworks, no implicit 
subsidies are generated. Defined-benefit PAYG systems, for their part, only generate payouts for 
workers who qualify for a pension.  Monetary subsidies have a tendency to increase vis-à-vis income, 
an issue which calls into question the redistributive nature of these systems.   PAYG pension schemes 
in the Bahamas, Colombia, Costa Rica, El Salvador, Haiti, Mexico, Nicaragua, Paraguay and Suriname 
have all demonstrated such characteristics.27 Figure II.D.2 illustrates framework dynamics in nations 
operating both defined-contribution and defined-benefit (PAYG) pension schemes. With the 
exception of Peru and Uruguay, the graph shows how subsidies within defined-benefit schemes 
increase in direct correlation to enrollee income levels. Defined-contribution pension schemes 
exhibit decreases in subsidy levels vis-à-vis participant income; except for Costa Rica and Uruguay, 
whose defined contribution systems do not offer minimum-pension guarantees. 

 
 
27 There is a group of countries with pay-as-you-go schemes in which subsidies actually decrease with income, 
such as Argentina and Peru. In a third group of countries with pay-as-you-go systems, subsidies tend to increase 
vis-à-vis worker income level, and decrease for the highest income brackets.  This is the case in, for example, 
Honduras, Panama and Uruguay.  For further details, see Figure 8 in Altamirano et al. (2018: pg. 39). 
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Figure II.D.2 

Latin America: Correlation between implicit pension subsidies and income level 

 
Note:  Figure illustrates baseline scenario in USD at 2014 PPP, and 100% contribution density: simple average between 
married men and women for seven salary groups; i.e., 0.75 – 5 times respective average formal-sector salary.   
 

Source: Altamirano (2018). 

 
To summarize, individual capitalization systems generate higher levels of social equity than PAYG 
schemes, whereas they: (i) involve equal rights and obligations shared by all fund participants; and 
(ii) eliminate regressive cross subsidization among system participants by respecting property rights 
of individual retirement-wealth account holders, regardless of the number of contribution periods 
accumulated. 

 
E. Pension system coverage 

 
For the purposes of this study, active-phase coverage is defined as the ratio between the number of 
individuals contributing to a given contributory pension scheme and the economically-active 
population (EAP).  Passive-phase coverage is defined as the percentage of the older adult population 
at a given age who obtain benefits from said pension framework. Table II.E.1 shows the coverage in 
the active phase of Latin American contributory systems. As can be seen, coverage in 2019 – 
measured as the ratio of contributors to the EAP – exceeded 60% in only one case: Chile. In Costa 
Rica and Uruguay, it surpassed 40%. In Colombia and Mexico, it was close to 35%. Coverage was 
limited to 24% in El Salvador, while in Peru it only reached about 18% of EAP. 
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Table II.E.1 
Selected Latin American nations: Active-phase coverage in contributory schemes 

March 2020  
 

Nation Participants Contributors EAP* 
Contributors/ 

EAP 

Chile 10,950,692  5,609,357 9,157,728 61.3% 

Colombia ** 23,555,513  8,876,715 25,159,804 35.3% 

Costa Rica 2,762,638  1,139,247 2,492,283 45.7% 

El Salvador 3,391,703  734,419 3,004,990 24.4% 

México ** 57,504,839  19,999,701 57,625,521 34.7% 

Peru ** 12,126,708  3,285,371 17,462,800 18.8% 

Dominican Republic  3,960,970  1,813,515 5,008,937 36.2% 

Uruguay ** 1,451,716  835,748 1,654,781 50.5% 

 
 
* EAP: Data from 2019, or latest available figures. 

    ** Country notes: 
Colombia: Includes public PAYG enrollees and contributors. 
Mexico: Data on contributors as of December 2019. 
Peru: Data as of December 2019. Includes public PAYGO enrollees and contributors. 
Uruguay: EAP data excludes individuals participating in special pension regimes (i.e., police officers, military, 
banking sector, and notaries). 

 

 
Source: FIAP. 

 

 
Individuals tend to view contributions to FF pension systems as payroll deductions that allow them 
to generate retirement wealth, which is to say, rather than as income tax measures.  However, as 
Montenegro et al. (2019) and Palacios (2007) assert, coverage determinants during the 
accumulation stage of a public or private FF or PAYG pension scheme correlate strongly to the 
following factors: labor markets (i.e., informality levels, barriers to formal-sector employment such 
as minimum wages and dismissal costs); and regulatory parameters (i.e., obligatory versus voluntary 
contributions on the part of the self-employed). 
 
In Latin America, the costs of formal-sector employment are considerably high. As Figure II.E.1 
demonstrates, said expenses in countries such as Nicaragua, Colombia, Brazil, Argentina and Peru 
constitute over 50% of wages.  Latin America is also characterized by high labor informality. 
According to ILO figures, formal-sector employment within the region comprised 54% of the total 
labor market.  In many cases, the informality rate exceeds 60% of available employment: Colombia 
(60.6%), Peru (69.2%), El Salvador (69.6%), Nicaragua (77.4%), Guatemala (79.7%), Honduras 
(79.9%) and Bolivia (83%).   
Therefore, it is not surprising that countries with high costs to formal employment and high 
informality rates – such as Peru, El Salvador and Colombia – operate individual capitalization systems 
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that have consistently failed to generate acceptable coverage levels during the active  phase (see 
Figure II.E.1).  
 

Figure II.E.1 
Latin America and the Caribbean: Costs of formal-sector employment 

(% of wages) 

 
Source: SURA (2013).  

 
The broader coverage generated by individually-capitalized pension schemes is driven by income 
distribution: lower-income workers contribute relatively less than higher-income workers. Figure 
II.E.2 includes three societies who have produced extremely different results in terms of total 
coverage levels generated during the accumulation phase.  However, it is important to note that all 
share a common characteristic: coverage was considerably lower within the lowest-income 
brackets, and higher within the top quintiles. Therefore, one may rationally assert that contributory 
systems – in and of themselves – do not constitute a panacea to old-age poverty in cases involving 
lower-income workers (Palacios, 2007). 
 
For its part, coverage during the passive stage – defined as the number of older adults that receive 
a pension – depends not only on the aforementioned determinants, but also on the existence of 
rules that condition the delivery of a pension.  For example, in PAYG schemes, a minimum 
contribution period is generally established to access a pension, and those who fail to meet said 
condition  do not receive same.  Likewise, passive-stage coverage is strengthened by the existence 
of non-contributory (solidarity) pensions that protect older adults with lower incomes. 
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Figure II.E.2 
Uruguay, El Salvador and India: Accumulation-phase coverage in contributory pensions 

By income quintile 
 

 
Source: Palacios (2007). 

 
 
In this sense, individually-capitalized pension systems have clearly outperformed their PAYG 
counterparts in terms of coverage generated.  This is because a worker’s contributions are utilized 
to fund their future payouts. Thus, everyone who participates within the scheme receives a pension 
or the ability to withdraw funds upon retirement.28 Furthermore, individually-capitalized pension 
schemes free up fiscal resources in the medium and long-term, which allows societies to increase 
their outlays on social floors and noncontributory pensions. Therefore, individual capitalization 
frameworks contribute indirectly to more robust pension coverage during the passive phase of the 
pension system as a whole.  Chile, for example, has completed the phase in which the largest 
transition deficits are generated; which is to say, in terms of the transition from PAYG to individual 
capitalization.  These costs involved approximately 4% of GDP until 2000, at which time they began 
to decrease was still hovering at approximately 2.5% by 2010.  Clearly, more resources were made 
available to fund programs such as Chile’s basic pension known as the Pilar Solidario, the solidarity 
pillar introduced via the 2008 pension sector reform package. 
 
Therefore, non-contributory pension systems are presented as an alternative to solve the problem 
of low coverage of contributory systems, since expanding  said coverage has demonstrated a strong 
correlation to national economic growth.  These increases in coverage also drive pension framework 
maturation, a process which normally occurs over the long term. 
 

 
 
28 For example, in Colombia and El Salvador individuals failing to accrue enough assets to finance a minimum 

pension may withdraw said assets, to include any returns generated.  Therefore, though they do not receive the 

pension, assets are returned. In Peru, individuals may withdraw up to 95.5% of accumulated retirement assets.  

Therefore, these individuals do not receive a pension. 
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According to OECD data, noncontributory pension schemes are becoming increasingly ubiquitous 
across the globe; but nowhere is the trend as strong as in Latin America (OECD, 2014). In fact, 
according to recent ECLAC figures, during the period 2002-2015 the proportion of the over 65 
population in Latin America with access to pensions increased from 53.6% to 70.8%.  Said increase 
is primarily due to the proliferation of noncontributory frameworks throughout the region (see 
Table II.E.3). For example, between 1990 and 2016 the number of Latin American and Caribbean 
societies operating noncontributory pensions increased from 8 to 26 (ECLAC, 2018). 
 

Figure II.E.3 
Selected LATAM nations: Contributory* and noncontributory coverage  

within 65 and over population, circa 2008-2015  
Percentages 

 
 

*Contributory schemes include both PAYG and individual-capitalization schemes. 

 
Source: ECLAC (2018). 

 
In summary, individually-capitalized pension systems generate increased levels of coverage during 
the both the accumulation and passive phase. During the economically-active period of an 
individual’s career, individual capitalization frameworks provide better incentives to retirement-
wealth generation, because – as stated – individuals view said payroll deductions as a means by 
which they can to generate better payouts.  However, coverage levels during the accumulation 
phase of any pension framework have a strong correlation to economic growth and labor market 
characteristics. 
 
In terms of the passive phase, individual-capitalization systems generate two major advantages over 
PAYG pension schemes. Individually-capitalized pension systems ensure that each account holder 
maintains their property rights: via a pension or one-time payout of assets and returns.  And lastly, 
as they free up public resources which would have been utilized on PAYG pension schemes which 
are generally regressive, individually-capitalized pension frameworks provide societies with more 
ways to finance noncontributory basic pensions aimed at protecting their most vulnerable workers. 
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F. Pension-system administration transparency 
 
The launch of individually-capitalized pension frameworks comprised a major step forward in terms 
of the transparency with which frameworks operate, and unlike their PAYG counterparts, managers 
regularly report on returns.29   
 
In the individual capitalization systems operating in Latin America, pension fund administrators and 
supervisory bodies provide fund participants and the general public updated and periodic 
information on their savings, returns obtained, the profitability of pension fund investments, 
administrative costs paid by participants, and the quality of services provided.  In addition, fund 
administrators periodically send account statements to participants with a history of contributions 
made, investment earnings, administrative fees, accumulated balances, a comparison of 
administrative fees and ROI generated by pension funds operating within the sector, delinquency 
statements (where applicable), and individualized pension projections.  Additionally, pension fund 
managers and oversight entities publish data regarding fund performance and other important 
issues which inform participant decision-making processes when choosing between AFP funds.    
 
Furthermore, regulatory frameworks include corrective action procedures designed to ensure non-
compliance issues reported by fund participants to fund administrators or oversight entities are 
addressed within established deadlines. 
 
 The high level of transparency individual capitalization systems and fund administrators are subject 
to in terms of performance outcomes, improves a nation’s ability to objectively analyze and 
diagnose its pension system, and then generate productive reform policy.  In fact, in most countries 
processes are currently being developed to discuss reforms to pension systems, in which extensive 
information is available regarding the various relevant matters of individually-capitalized programs: 
inter alia, coverage data, payout amounts, pension fund investments and profitability, fees, services 
provided and financial statements of pension fund managers. 
 
The OECD, one of the organizations that makes the greatest contribution to reform processes in 
different sectors, including pensions, concluded, referring to Peru, that individually-capitalized 
systems have corporate government legislation that contributes to promoting transparency, 
independence and competition, because said regulations delineate the requirements and 
responsibilities of pension fund directors and managers, outline compliance with conflict of interest 
parameters, and require fund managers to act in the best interest of system participants (OECD, 
2019).  The organism also states that the Banking, Insurance and AFP Superintendency of Peru is  an 
autonomous oversight entity that possesses the ability to regulate, supervise and sanction its AFP 
sector, as well as the ability to generate pension reform proposals. 30 
 
In order to achieve high transparency and avoid conflicts of interest, it is crucial to limit pension fund 
administrators to operating within their sector, clearly delineate between the investment of pension 
assets and those of third-party funds, as well as regulations for the protection and control of 
potential conflicts of interest that exist in the laws of the different countries with individually-
capitalized systems. 
 

 
 
29 In Peru, despite efforts to reform pension framework, it remains difficult to obtain data regarding public PAYG 
system outcomes. 
30 Superintendencia de Banca, Seguros y AFP de Perú. 
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Another characteristic that contributes to greater transparency and control of pension fund 
management in Latin American individual capitalization systems is the separation between the 
regulatory, comptroller and supervisory roles, which are included within the purview of the State, 
and the administrator role in terms of pension fund accounts and investments, which is mainly the 
responsibility of private managers within an environment of competition. 
 
Notwithstanding the foregoing, there is a consensus that for this transparency to bear all its fruits, 
it is important that progress is made in terms of better financial and pension education and 
preparation of AFP affiliates, as well as in terms of better guidance and advice from fund managers, 
with the aim that people better understand the pension system, know their rights and obligations, 
identify the most relevant factors and decisions for obtaining adequate pensions, and actively 
participate in the generation of better passive-stage replacement rates .  The primary concern is 
that said processes begin at an early age within an individual’s economically-active period.  It is also 
necessary to strengthen the power and purview of entities charged with pension sector and labor 
markets oversight. 
 
The transparency of individual capitalization system contrasts starkly with the opaqueness and 
complexity of PAYG schemes, especially when different management entities operate, and there are 
significant differences in contribution rates, benefits, and/or retirement and pension criteria among 
workers. For example, in the case of Chile, Arellano (1988) points out that the presence of multiple 
frameworks and exceptional situations in the pay-as-you-go systems led to the existence of 
numerous unjustified differences in benefits and contributions, a situation that not only weakened 
system equity, but made it very complex, thereby increasing administration costs. 
 
A matter of special concern in pay-as-you-go systems is the lack of transparency regarding the levels 
of debt that pay-as-you-go systems accumulate with enrollees and pensioners. This debt is not 
explicit and obstacles often exist to appropriately estimating such obligations. This is exactly what 
is not occurring in Peruvian PAYG pension schemes, to include those administered by the Pension 
Oversight Administration (ONP), as well as the nation’s sector-specific pensions.  According to the 
IDB, it is difficult to ascertain the total fiscal cost of pension payments.  This, in turn, impedes one’s 
ability to accurately make projections regarding the sustainability of the National Pension System 
(IDB, 2019).  To achieve a solution, it is necessary to delineate the acquired rights of all the schemes 
that comprise said system.  Furthermore, it is important to explicitly delineate the cost of 
administering these pension schemes; i.e., as a percentage of worker withholding rates. 
 
There is also no appropriate accountability within these systems, which lends itself to 
misappropriation of assets.  According to CONSAR, Mexican pension funds operated by almost every 
state and municipality, federal or subnational productive entities, as well as the country's public 
universities, are technically bankrupt, not financially viable, and no accountability exists in terms of 
generating statements of accounts (2020a).  In Peru, when the Peruvian Social Security Institute 
(IPSS) was in charge of the pension and health system, there were deficiencies in personnel 
management and poor practices in the hiring of human resources – such as excessive hiring and 
indiscriminate increases in salaries – that generated an exponential increase in payroll spending, 
which rose from 25% of total spending in 1980 to 34% in 1989 (FIAP, 2020c). 
 
Another characteristic that frequently occurs in pay-as-you-go systems is the joint management of 
different social security programs, which impedes transparency and creates conditions for assets to 
be transferred from surplus to deficit programs.  In line with the case of the IPSS in Peru, the lack of 
separation between the administration of healthcare funding and pension assets led to the use of 
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the latter to finance healthcare measures, and thereby compromising the State’s ability to meet its 
long-term pension obligations (FIAP, 2020c). 

 
G. Competition between fund managers 

 
As Montenegro et al. (2019b) asserts, the introduction of individually-capitalized pension systems 
with competing pension fund managers “has contributed to moving away from monopolistic 
scenarios in which a public provider manages – often inefficiently –  total system assets… [Said 
providers] are dependent upon the presidential administration in office at the time, generate high 
administration costs that must be covered through the use of general revenues, and fail to generate 
additional inputs using said assets (zero returns).”  In contrast, in individually-capitalized systems 
pension managers compete with one another in terms of administration fees, return on investments 
and services offered to fund participants. 
 
Competition between pension fund administrators during the accumulation stage is reflected in the 
gradual reduction of administration fees which has occurred over the years. For instance, Figure 
II.G.1 shows the evolution of average fees – as a percentage of taxable income – in Colombia and 
Chile between 1998 and 2019. 
 

Figure II.G.1 
Chile and Colombia: Evolution of average fund management fees, 1998-2019* 

(% of taxable income) 
 

 
   * Average weighted by the number of participants in each pension fund. 

 
Source: FIAP. 

 
However, it is important to note that demand for pension administration services is fairly 
unresponsive to pension attributes (particularly to fees) and that, to date, the effects of competition 
on pension fund administrators have been limited (SURA, 2015).  That is why officials in a variety of 
nations have introduced measures to enhance competition; particularly with regard to fund fees. In 
Chile and Peru, bidding mechanisms were introduced for accounts involving newly-enrolled fund 
participants entering the system.  In both countries, bidding systems have contributed to decreases 
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in fund fees, the presence of new fund administrators and a general decrease in market-share 
concentration within the industry.  
 
Since the launch of the Chilean bidding system for new fund participants in 2010, two new fund 
administrators have entered the system; i.e., AFP Modelo in 2010; and AFP UNO in 2019. Table II.G.1 
provides details regarding the public bidding processes held in Chile since 2010. 
 

Table II.G.1 
Chile: Winning bids for first-time AFP enrollees  

 

Bidding entity (AFP) Enrollment period Fee (% of taxable income) 

Modelo 08/01/2010 to 07/31/2012 1.14% 

Modelo 08/01/2012 to 07/31/2014 0.77% 

Planvital 08/01/2014 to 07/31/2016 0.47% 

Planvital 08/01/2016 to 07/31/2018 0.41% 

Uno 10/01/2019 to 09/30/2021 0.69% 

 
           Source: Pension Superintendency (Republic of Chile). 

 
Other countries, such as Costa Rica, have introduced fee caps for pension fund managers. In January 
2011, a new fee schedule was introduced which was based on total assets under management, 
rather than taxable income.  It utilizes a 1.10% ceiling that will gradually decrease to 0.35% of assets 
under manager (AuM) by the close of 2020. 
 
Furthermore, it is relevant to point out the importance of the pension-selection process in 
individually-capitalized pension systems; that is, the mechanism by which fund participants choose 
a given pension product. It is crucial that the regulation and institutional framework of pension 
systems ensure that said process is competitive, transparent, simple and inexpensive for fund 
participants. Entities authorized to offer pension products must provide the necessary information 
in a timely manner; that is, if they intend remain competitive within the pension sector. For their 
part, fund participants who are retiring need mechanisms that provide them with opportunities to 
choose pension products via simplified decision-making constructs which facilitate accurate 
comparisons between available alternatives (SURA, 2015).  
 
Thus, the existence of a competitive market where pension providers and pension consumers 
simultaneously participate, with information on both participants who are retiring and products on 
offer from pension providers, is essential to guarantee higher payouts generated from the 
accumulated balances in workers’ individual accounts. 
 
It is interesting to analyze the particular case of Chile. It has the longest running individually-
capitalized pension framework in Latin America.  Additionally, in 2004 Chile launched its Online 
Pension Consultation and Bidding System (SCOMP). The system is mandatory for all participants 
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intending to retire, and provides an opportunity to choose the form and type of pension they wish 
to receive. The goal of SCOMP is to allow retirees to inquire about pension offers and receive a 
printed quote that provides clear and concise data which can be used to easily compare the payout 
amounts generated by listed providers (life insurance firms, pension fund administrators) under a 
variety of conditions. 
  
SCOMP was launched in order to, inter alia, address the following system shortfalls: (i) high 
transaction fees, which decrease payouts; and, (ii) the asymmetry of information between future 
pensioners (who often choose a particular pension product based upon limited and often biased 
information regarding existing offers) and sales agents (who exert a fair degree of influence on the 
final decision of the future retiree). 
 
Several studies have analyzed the effects of SCOMP on the Chilean pension system. For example, 
Morales and Larraín (2017) use data for the period 2001-2008 to assert that the introduction of the 
online system increased payout-amount competition.  SURA (2015) points out that the chief 
outcomes achieved by SCOMP are increased price competition via the supply of pension 
alternatives; a decrease in transaction fees paid by pensioners with a concomitant increase in 
payout amounts; and, increases in the transparency and quality of data for fund participants and 
bidding entities. 
 
In addition to bidding for the privilege of enrolling first-time system entrants, two other types of 
measures can be used to promote stronger competition among pension fund managers.  One option 
is to generate greater levels of awareness among fund participants with regard to pension attributes 
(profitability, commissions, and services provided).  To achieve this, pension sector regulations need 
to ensure transparent, clear and simple data is available that optimizes the manner in which 
individuals between various pension fund managers. This type of scenario ensures participants 
better comprehend their needs and choose the best fund and parameters vis-à-vis same.  The 
second type of measure involves correcting regulations that imply significant barriers to the  entry 
of new administrators into the pension fund market. These entry barriers include startup capital 
requirements, reserve requirements, and the absolute or relative minimum-return guarantees that 
exist in some countries.31  Several countries face other limitations and inefficiencies in terms of the 
manner in which their pension-product sectors – i.e., insurance companies and pension fund 
managers – operate. Lastly, many societies need to improve the variety of retirement wealth 
products on offer, in order to improve the benefits generated.32  

 
H. Returns generated through pension fund management 

 
Individually-capitalized pension systems have been successful in terms of profitability. Despite the 
considerable differences in terms of their respective investment portfolios, Latin American 
individually-capitalized pension funds have all managed to offer their participants significant returns 
on investment.  The historical real annual average profitability of individual capitalization systems – 

 
 
31 Reserve requirements are assets provided by a pension fund manager, which must be invested in the same 
way as participant assets are.  This constraint seeks to align the manager's incentives with those of fund 
participants, in order to ensure proper investment strategies are in place. In addition, reserve requirements 
also help to ensure that fund managers meet minimum profitability thresholds. In the case of Chile, the law 
establishes that each administrator must maintain a reserve equivalent to 1% of total AuM. 
32 For example, Uruguay only has an annuity option, which is currently only offered by the Banco de Seguros 
del Estado, because conditions conducive to increased market competition do not yet exist. 
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weighted by the amount of assets under management – for the Latin American countries members 
of FIAP33 has fluctuated between 3.3% (El Salvador) and 8% (Chile), for an average of 6.8%.  The 
countries with the lowest returns are those that, due to regulatory constraints, have less diversified 
investment portfolios. 
 
In the specific case of Chile, which comprises the oldest-running individual capitalization system in 
Latin America, it is estimated that – as of December 2019 – 75% of the accrued savings in the 
individual account of a representative worker was generated by return on investment.  Thus, only 
25% comes from contributions (see Figure II.H.1). 
 

Figure II.H.1 
Chile: Significance of ROI in pension fund composition* 

 

 
*Assumes initial worker salary of UF 20 per month, with a real annual growth rate of 2%, and an annual 

contribution rate of 10% of income.  The actual observed performance of Fund C is used. 

 
                       Source: FIAP. 

In Mexico, whose individual-capitalization system began operating in 1997, ROI has also played a 
significant role in terms of accumulated assets.  As of May 2020, returns represented 48% of assets 
under management.  In other words, for every peso accrued in the individually-capitalized pension 
system, 48 centavos correspond to returns. 
 
The ROI achieved by private pension fund managers has been much higher than the ROI obtained 
on State-run PAYG pension assets.  For instance, Urbiztondo (2020) reports that Argentine private 
pension fund administrators (AFJP) generated a real annual return of 6.4% during the period 
comprising system launch to system nationalization; the latter having occurred in late 2008.  When 
one considers that the period in question includes negative returns registered during the subprime 
financial crisis, this ROI is even more significant.  Since turning over pension fund management to 
the National Social Security Administration (ANSES), as part of the launch of the Sustainability 

 
 
33 Chile, Colombia, Costa Rica, El Salvador, Mexico, Peru, the Dominican Republic and Uruguay. 
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Guarantee Fund, real returns have varied between 1.5% and 2.0% per year between December 2008 
and December 2019.34  
 
In an individually-capitalized pension system, profitability is a key variable in determining the final 
amount of the pension.  It is estimated that an increase of one percentage point in the profitability 
of pension funds leads to an increase in the pension of approximately 20% (Granados et al., 2018). 
Given the current economic scenario, characterized by the presence of low rates of return at a global 
level, individually-capitalized pension systems face major challenges in terms of the future 
profitability that they will be able to generate on behalf of participants. As a result, it is crucial to act 
appropriately to improve the expected profitability of pension funds. An important regulatory 
change in that direction would be to replace the current supervision scheme – based on quantitative 
investment limits – with a simpler alternative based on the aggregate risk of the investment portfolio 
of pension funds. 
 
There is ample evidence in the literature that quantitative investment limits tend to generate less 
than optimal portfolio allocation in terms of the risk-return tradeoff.  For example, Berstein and 
Chumacero (2006) report that this type of investment limit in Chile generated a decrease of at least 
10% in total accumulated assets during the period 1987-2002.  In a later study, said authors point 
out that:  
 

Quantitative limits do not allow for proper 
diversification because limits lead to inefficient 
portfolios, regardless of the risk aversion of the 
agents. That is, less volatility could be achieved with 
the same expected return in the absence of limits. 
Equivalently, more expected returns could be obtained 
with the same volatility if no limits were imposed. For 
instance, more stringent limits imply a lower risk 
allowance, at the expense of higher efficiency costs 
with respect to explicit volatility bounds.  

 
Berstein and Chumacero (2012) 

 
López and Walker (2020), who argue that quantitative limits are an inappropriate regulatory 
approach to mitigating pension-fund investment risk levels, reached a similar conclusion. 
 
It would be productive to consider modifying the current multi-fund scheme, which in countries like 
Chile authorizes recurring changes by participants from one fund to another in search of higher 
return or lower risk.  This movement of participants from one fund to another generates at least 
three negative impacts on the system.  Firstly, it causes pension funds to constantly liquidate 
positions, limiting their ability to invest in less liquid assets that may offer higher returns.  Secondly, 
it causes many workers to enroll in a fund whose composition is not appropriate vis-à-vis their 
investment time horizon; that is, young workers are ideally in funds with greater risk, and workers 
close to retirement are in more conservative funds. Third, it damages the returns achieved by the 
retirement savings of participants who constantly change funds, as documented by the OECD 
(2020).  
  

 
 
34 Fondo de Garantía de Sustentabilidad (FGS). 



 

 53 

A possible alternative to traditional multifunds – such as those seen in Chile – may be target-date 
funds (TDFs) such as the one recently introduced in Mexico.  Said fund gradually and automatically 
modifies its investment portfolio as the worker approaches retirement age, thus eliminating the 
need for their having to move from one fund to another.  This would have important efficiency gains, 
since it would avoid the need to buy/sell assets in the event of sudden movements of participants 
from one fund to another. In the long term, it is easy to see how this would generate major benefits 
in terms of a fund’s expected long-term profitability. 
 

I. Macroeconomic impacts 
 
The introduction of individually-capitalized pension systems in Latin America has generated positive, 
deep and long-term macroeconomic impacts, which are not observed when PAYG pension regimes 
operate. 
 
The most relevant characteristics of individually-capitalized pension frameworks that contribute to 
the materialization of these positive macroeconomic impacts are: 
 

− Existence of individual retirement-wealth accounts and property rights which link workers to 
their accumulated assets. 

 

− Direct relationship between contributions made and pension payouts received by fund 
participants. 

 

− Ability to achieve a given payout objective via a lower contribution rates; i.e., as opposed to 
less efficient PAYG pension regimes, which require higher contribution rates. 

 

− Emergence of new institutional investors that possess a significant degree of participation and 
influence in capital markets, and whose sole objective is to achieve profitability and security for 
the pension funds they manage. 

 

− The investment of mandatory pension savings flows through capital markets under conditions 
that ensure transparency and competition. 

 

− The creation of various types of pensions, including annuities granted by life insurance 
companies, which require long-term investments to meet the obligations assumed. 

 
As illustrated in Figure II.I.1, the macroeconomic effects of the creation of individually-capitalized 
pension systems are transmitted to the economy through four main channels: the level and 
formality of employment; savings and investment; the development and efficiency of capital 
markets; and the evolution of total factor productivity (i.e., capital and labor). 
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Figure II.I.1 
Macroeconomic effects generated by individual-capitalization systems 

Means of transmission 
 

 
 

Source: SURA Asset Management, 2013. 

 
With regard to labor markets, studies carried out on Chile, Colombia, Mexico and Peru present 
evidence that indicates that worker property rights – i.e., individual retirement savings accounts – 
together with the stronger correlation between contributions and benefits, tend to drive 
contribution rates; this is to say, people view of their obligation to engage and social security 
withholding and/or payroll deduction programs in a more positive light. These FF frameworks often 
cause individuals to view these allocations as contributions rather than taxes. This is in stark contrast 
to the dynamic which often exists within PAYG pension schemes. These changes in perception can 
be viewed as incentives to formal-sector growth and a catalyst for higher labor market productivity. 
These effects on the labor market increase exponentially when contribution rates are lower than 
PAYG rates. 
 
Regarding the labor market, studies carried out for Chile, Colombia, Mexico and Peru, present 
evidence that indicates that the property rights of workers over accumulated retirement assets, and 
the direct relationship between contributions and benefits, generate a more favorable perception 
of pension contributions on the part of system participants, in relation to what occurs with PAYG 
withholding.  This dynamic, in turn, leads to contributions being seen less as taxes, and also drives 
formal-sector employment and productivity.  These two impacts are magnified when FF 
contribution rates fall below PAYG withholding rates. 
 
In the financial sphere, new institutional investors (pension fund managers and life insurance 
companies offering annuities to pensioners) have emerged who invest large flows of mandatory 
pension savings in capital markets with the objective of ensuring appropriate profitability and 
security for pension resources.  This dynamic has been a significant boost to financial development 
and modernization, as well as to the efficiency and depth of financial markets. It has also contributed 
to the improvement of the institutional frameworks of capital markets, the creation of new 
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investment instruments and the reduction of transaction costs.  The creation of individually-
capitalized pension systems and pension fund administrators also resulted in more long-term funds 
being made available to entities and companies in the public and private sector and to individuals 
and families, in addition to life insurance companies that offer annuities to pensioners within the 
individually-capitalized pension system, and who need to invest over long horizons of time in order 
to align said investments with pension payout obligations. 
 
Regarding the impact of individually-capitalized pension systems on financial markets, the launch of 
AFPs in Chile made it possible to address two historical shortcomings of the national capital market: 
limited long-term savings and insufficient channeling of resources towards real investment.  In 
Mexico, the CONSAR (2020) concludes that workers' savings in the retirement savings system 
represent 17.2% of GDP and 15% of total financial system assets; and, that for the first time in its 
history, the country has a growing stock of long-term savings. 
 
Other studies demonstrate that individually-capitalized pension systems have also contributed to 
deepening debt markets. This is what the Monterrey Institute of Technology and Higher Education 
(2014) concludes in its study of Mexico, pointing out that a positive effect of obligatory savings has 
been observed in terms of the development of the financial system, as well as a reduction in the 
cost of long-term financing attributable to the retirement savings system.  
 
Individually-capitalized pension systems have not only contributed to deepening the secondary 
markets for private and public securities, but have also provided greater possibilities and flexibility 
for debt structuring.  In this regard, Villar (2013) points out that pension funds were key to the 
improvement of capital markets in Colombia, highlighting, among other effects, the enormous 
growth of the domestic public debt market, which allowed the government to redirect its 
traditionally external financing sources towards internal debt.  Additionally, it concludes that "a 
deep public debt market, such as the one that developed in Colombia due to the existence of 
pension funds, contributed to reducing State dependence on foreign debt and generating greater 
macroeconomic stability." This, in turn, has implications on the perception of country risk, by 
contributing to a shorter amplitude of economic cycles and a lower impact of external shocks, and 
on the financing costs of the public and private sectors. 
 
In the savings and investment market, pension reform generates an increase in fiscal deficits and a 
decrease in public sector savings during the first years following reform. This is due to the diversion 
of contributions from the PAYG pension scheme to individually-capitalized pension frameworks, and 
the recognition that must be made of the contributions made to the former scheme by fund 
members transferring to the new system.  This is more than offset by the new flow of mandatory 
pension savings that are duly invested in the financial market, increasing total savings and, 
accordingly, investment levels. 
 
In 2003, economists Vittorio Corbo and Klaus Schmidt-Hebbel presented a study on the 
macroeconomic effects of the creation in 1981 of a new individually-capitalized pension system in 
Chile. The authors analyzed the effects of pension reform on the level of economic growth and 
output during the first twenty years following reform, and found that the creation of the 
individually-capitalized pension system generated an annual increase in output of 0.49 percentage 
points between 1981-2001, a period in which the Chilean economy experienced average annual 
growth of 4.6% (see Figure II.I.2). 
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Figure II.I.2 
Chile: Impact of individually-capitalized pension system launch on GDP growth 

 

 
            
Source: Corbo and Schmidt-Hebbel, 2003. 

 
Additionally, Fuentes (2013) carried out an evaluation of the long-term impact of the reform that 
created the individually-capitalized pension system in Chile, focusing its analysis on the estimated 
effects on the steady-state economy. The author estimates that, during the 30 years following 
reform, the AFP system has generated higher annual GDP growth of 0.37 percentage points, 
equivalent to 8.1% of the average annual growth of economic output during the evaluation period. 
 
This same type of study was carried out in Colombia, Mexico and Peru (SURA Asset Management, 
2013), and concluded that the creation of the individually-capitalized pension system contributed 
to a higher annual GDP growth of 0.31 percentage points in Mexico, 0.33 percentage points in Peru 
and 0.58 percentage points in Colombia (see Figure II.I.3). The highest growth rates driven by 
individually-capitalized pension frameworks were equivalent to between 6.2% (Peru) and 12.9% 
(Mexico) of average annual GDP growth during the evaluation period. The most significant impact 
of the pension reform on annual GDP growth has been its effect on financial development, with this 
impact varying between 0.13 percentage points in Mexico and 0.36 percentage points in Colombia. 
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Figure II.I.3 
Contribution of individual-capitalization systems to annual GDP growth 

 

 
 

 
Source: Sura Asset Management, 2013. 

 
In light of the foregoing, retreating to PAYG or partially-funded collective schemes with defined or 
guaranteed benefits would generate significant negative macroeconomic effects.  The retreats 
proposed in some Latin American nations would only nullify the virtuous circle of the original 
reforms that launched individual capitalization schemes. 
 
In this regard, Valdés (2020) analyzed the relationship between the reversals of individually-
capitalized pension systems and the level of GDP as of 2000, concluding that societies that reverse 
their individually-capitalized pension reforms generate – on average – approximately 30% less 
GDP.35 
 
Furthermore, in relation to one of the proposals of the Bravo Commission recommending the 
creation of a collective pension fund with guaranteed minimum pension income in Chile, Barr and 
Diamond (2016) pointed out that moving from individually-capitalized pension systems to systems 
that transfer benefits from future pensioners to current ones would have a negative impact on 
savings levels. They added that a reduction in savings is especially worrying in a context of reduced 
fertility (fewer workers) and increased life expectancies (more pensioners), and that an adequate 
response to these trends is to increase labor productivity through investment in human and physical 
resources. For this reason, policies that reduce saving and investment are, in strategic terms, 
misguided.  
 
Finally, based on Jackson et al. (2015), the authors of the present text conclude that a reversion to 
PAYG pension systems would lead to increases in contribution rates, increases in tax burdens and a 
reduction in national saving that would deteriorate investment and GDP growth. 
 

 
 
35 Presentation by Rodrigo Valdés, academic from the Universidad Católica de Chile and former Minister of 
Finance, to the Finance Commission of the Chamber of Deputies. October, 2019. 
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J. Impact of individual-capitalization pension systems on the lives of fund 
participants and society at large 

 
In addition to positive effects on pensions, the creation of individually-capitalized pension systems 
has generated a variety of favorable impacts on the well-being of fund participants and society at 
large. This issue will be analyzed in this section. A general analysis of these impacts is carried out 
using examples from a variety of countries. 
 

In most cases, workers’ accumulated savings in individual pension accounts constitute 
principal or only source of retirement wealth 
 
According to the IDB (2016), more than a third – and at times 50% – of all households in the majority 
of Latin American countries had negative savings rates. In addition, existing accumulated savings are 
unevenly distributed along the income spectrum, with a high percentage of savings being generated 
by higher-income households.  Conversely, a lack of savings is a particularly serious problem among 
lower-income households.  Although the latter accrue periodic savings, the accumulated balances 
fail to represent even 30 days of wages, and are primarily used to cover short-term expenses or 
finance small investments; i.e., not for long-term objectives such as retirement. 
 
It is in this context that the creation of individually-capitalized pension systems has been very 
important in generating savings for individuals within society, since it has allowed workers to 
accumulate significant volumes of long-term savings.  This has been particularly relevant for low- 
and middle-income workers enrolled in said pension system, for the reasons cited previously. 
 
According to the Household Financial Survey conducted by the Central Bank of Chile in 2017, 88% 
of Chilean household savings were accrued via the pension system, and equivalent to 7% of GDP 
and 35% of gross national saving (Figure II.J.1).36 In terms of non-pension savings, home purchase 
was the most important asset acquired, with 63% of households owning a home.  Retirement wealth 
generation has also contributed significantly to this result, whereas it contributed to strong growth 
in the supply of credit for housing, a lengthening of terms and a substantial drop in the interest rates 
paid by Chilean families.   
 
The aforementioned survey also indicated that 34% of households accrued financial assets through 
voluntary savings products, a percentage that has been increasing significantly. In this respect, 
voluntary pension savings plans (APV) and voluntary savings accounts (CAV) offered by pension fund 
managers in Chile play a very important role.37  As of December 2019, more than 1.5 million Chileans 
have APV accounts and just over 1.1 million have CAV accounts. These figures were respectively 
equivalent to 14% and 10% of pension system participants. 
 

 
 
 
 
 
 

 
 
36 Encuesta Financiera de Hogares. 
37 APV accounts have more constraints in terms of withdrawals, while CAV accounts involve less. 
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Figure II.J.1 
Chile: Household savings as a percentage of GDP 

 

 
Source: Central Bank of Chile, 2018. 

 
In the case of 80% of workers within Mexico’s formal sector, savings generated within the national 
Retirement Savings System (SAR) represent their main source of assets (CONSAR, 2020).  
Additionally, the 2016 ENIGH and 2012 ENVIH surveys, as well as CONSAR figures, indicate that 
individual retirement savings accounts – known as AFORE in Mexico – are the main component of 
family wealth and the only link with the financial system for Mexican families who are not 
homeowners. 
 
Notwithstanding the contribution that individually-capitalized pension systems have made to saving 
behavior, the remaining challenge is to achieve a greater percentage of workers in the Latin 
American region who are engaged in generating retirement wealth. In addition to improving their 
future payout levels, this type of behavior will increase the national level of savings, building a 
virtuous circle in their economies. According to Altamirano et al. (2019), information from surveys 
carried out in Brazil, Chile, Mexico and Peru demonstrate that people who lack retirement savings 
in pension systems on average also have less savings in other vehicles, be they formal or informal. 
Even individuals with relatively high incomes tend to accrue less savings when they are not enrolled 
in a private pension scheme. 
 

Fund participants have access to previously unavailable, highly advantageous savings 
vehicles 
 
Individually-capitalized pension systems have provided workers access to savings and investment 
options that were previously unavailable to the vast majority on an individual basis; that is, prior to 
the reforms that introduced FF pension systems.  They were previously limited to higher-income 
individuals and large-scale investors. In addition, mandatory and voluntary pension savings give 
every fund participant the opportunity to be owners of and lenders to the main national and 
international companies and institutions, thereby improving their returns and diversification under 
professional management.  In times past, this scenario was simply unthinkable for the vast majority; 
i.e., on an individual basis. 
 
According to CONSAR (2020), the creation of the AFORE system in Mexico has contributed to the 
financial inclusion of workers. These individuals now have an opportunity to enroll in the 
individually-capitalized pension system and save for pension purposes, regardless of their age, if 
they are dependent, independent or informal, or if they are low- or high-income workers. Even 
children and young people can participate in the pension savings system from an early age, which 
favors the creation of a culture of savings, as well as a greater awareness of the benefits that periodic 
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saving implies for the accrual of assets able to meet a variety of objectives, including the financing 
of pensions. As of May 2020, more than 20,000 Niños AFORE accounts have been opened in the 
Mexican SAR scheme on behalf of children. 
 
The 1.5 million individuals participating in Chilean APV voluntary retirement saving plans – offered 
by a variety of authorized entities, including AFPs – is a relatively gender-balanced group comprised 
of a variety of ages and income levels.  In fact, anyone can voluntarily contribute to the pension 
system, whether they earn an income or not. Chilean legislation includes the figure of the voluntary 
fund participant, which are people who do not obtain income, but make contributions to the AFP 
system; either through their own means and/or through contributions that their spouses or civil 
partners may make.  These voluntary savings plans have great advantages, mainly due to the 
possibility of accessing a wide variety of investment structures.  And they do so at lower costs than 
in other savings products.  For example, Chileans have access to plans within the AFP system that 
have an annual fee of only 0.2% of their balance. 
 
Additionally, savings in the voluntary plans offered by AFPs have provided high returns in several 
countries.  According to FIAP (2020b), the average annualized real return achieved by fund managers 
since the creation of individually-capitalized pension systems has, depending on the country 
involved, fluctuated between 3.3% and 8.2%. 
 
Another advantage of these savings products is that in most cases they involve tax or fiscal 
incentives that reward voluntary pension contributions.  In some countries, additional advantages 
exist, including: payroll deduction plans; the possibility of withdrawing funds on an as-needed basis; 
and, measures which protect retirement wealth from creditors. 
 

Fund participants maintain property rights to retirement assets  
 
The assets accumulated in compulsory and voluntary savings accounts belong to individual account 
holders, who possess individual property rights to said assets.  Notwithstanding the foregoing, in 
the case of compulsory savings, national constitutions and laws establish restrictions on the exercise 
of these property rights, in order to safeguard one’s right to social security. However, accumulated 
assets – including any returns generated – are used in their entirety to generate payouts for fund 
participants and their beneficiaries. In the event of the death of an account holder, and in the 
absence of survivor-pension beneficiaries, the accumulated assets constitute an inheritance. 
 
Among other positive effects, pension frameworks which uphold individual property rights also 
serve to prevent the partial or total loss of accumulated savings in the event that pension 
requirements are not met. This is almost the exact opposite of what occurs within in PAYG or 
partially-funded, defined-benefit pension schemes. In these instances, workers are partially or 
completely cut off from their accrued retirement savings if they fail to meet payout eligibility 
criteria. Unfortunately, this problem affects a high percentage of people who are enrolled in PAYG 
pension frameworks (see section II.B).   
 
For example, in the Colombian pension system, a person who fails to meet pension requirements in 
the PAYG pension system (RPM) receives a substitute compensation that is only equivalent to the 
contributions made during their working life, and only adjusted for inflation.  In contrast, in the 
individually-capitalized pension system (RAIS), participants who do not meet pension requirements 
receive contributions in addition to the returns that their savings generated. These differences have 
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meant that the average payouts of the individually-capitalized pension system are seven times 
higher than the public PAYG alternative (see Figure II.J.2). 
 

Figure II.J.2 
Colombian pension system: Lump-sum payouts, by scheme 

  

 
 

Source: ASOFONDOS. 

 
The existence of property rights can also have significant effects on other aspects of the pension 
system. According to a study by the Central Bank of Chile (2017), the less clear property rights over 
accumulated assets appear, the more difficult it is to gain credibility.  In addition, property rights in 
an individually-capitalized pension system ensure a direct relationship between contributions made 
– in addition to returns generated – and benefits received.  Unfortunately, this does not occur in 
Latin American PAYG pension systems, in which a disconnect usually exists between contributions 
made and payouts and other benefits that are received.  According to the aforementioned study, 
this generates incentives to system corruption, contribution evasion and falsifying benefit claims. 
 
Additionally, individual property rights help societies to view contributions primarily as long-term 
savings mechanisms rather than as taxes.  This dynamic, in turn, has enormous positive implications 
for employment and worker productivity levels, as noted in Section II.I. 
 
As pension system participants become increasingly conscious of their property rights, they become 
more interested in what happens to their savings and pensions.  An example of this is the reaction 
among Mexicans to the proposal to create a single State-run AFORE.  According to CONSAR (2020a), 
there was an immediate and quantitatively important reaction in the media and on social networks, 
that demonstrates that the vast majority of Mexicans perceive their AFORE savings as personal – 
rather than collective – assets.  The CONSAR study found that most fund participants preferred that 
assets were as safe and well-invested as possible.   
 
What is happening in Chile in terms of the approval of a constitutional reform bill which would 
permit the withdrawal of assets from individual accounts is another sign of the interest generated 
by the accumulated pension savings among people when there are individual property rights, 
especially motivated in this case due to the possibility of accessing said assets during the COVID-19 
emergency.  Furthermore, surveys carried out in several countries (Chile, Peru) show that a high 
percentage of the population favors the notion of individual ownership of retirement assets (see 
Section IV.B). 
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Pension savings are adequately protected 
 
In individually-capitalized pension systems, workers' savings correlate to property rights that ensure 
they are used expressly for the financing of benefits and withdrawals by account holders and their 
beneficiaries.  Other design characteristics also ensure these systems respect property rights. 
 
A separation exists – both in legal and accounting terms – between pension fund administrators and 
the assets these entities manage.  This implies that the financial and solvency situation of a given 
fund administrator, to include their eventual liquidation or bankruptcy, in no way impacts the 
pension assets they manage.  In these cases, assets are transferred to other administrators in 
accordance with the relevant regulatory framework. 
 
Pension fund administrators also have fiduciary responsibilities, whereby they are required to 
provide guarantees and remediate damages incurred by the pension funds under their 
management.  Furthermore, they are subject to strict rules designed to avoid potential conflicts of 
interest.  Fund administrators and are obligated, inter alia, to adhere to investment guidelines 
regarding the instruments they acquire and the markets in which they trade.  Regulatory constraints 
also exist in terms of the manner in which they operate funds. 
 
Additionally, fund administrators are supervised by regulatory agencies or specialized State 
oversight entities, which ensure they provide regular reports on the management of investments 
and individual accounts.  Fund administrators are obligated to grant access to said entities in order 
to allow regulators to monitor operations.  They must also communicate and inform members 
regarding a series of matters that are defined in the regulations, among others, the delivery of 
account statements with the transactions that occur within individual accounts.  Unlike pay-as-you-
go schemes, there is transparency about the pension situation of the affiliates, who are permanently 
apprised of the savings they accumulate, how assets are invested and the estimate of the pension 
that they will be able to finance. 
 
These types of regulatory frameworks ensured retirement assets increased on a regular basis, 
however periods of high volatility may impact returns within the short term due to events in 
financial markets.  In terms of pensions and long-term retirement wealth generation, it is important 
to recall that evidence indicates that worker retirement accounts have always recovered from such 
occurrences. Furthermore, the market risks of funds can be mitigated through regulations that 
ensure diversification and limit maximum levels of risk, as well as restrictions on the selection of 
riskier investment profiles by pension fund participants who are in the final stage of their 
economically-active period.   
 
Individually-capitalized pension systems generally provide fund participants with the possibility of 
ensuring a particular payout amount upon retirement through annuities.  Life insurance firms offer 
such instruments to cover longevity, investment returns and inflation risks.  In addition, pensioners 
have the freedom to opt for programmed withdrawal.  Although this option involves assuming the 
aforementioned risks, it offers the advantage of maintaining property rights over assets in the 
passive stage; retirees may also rescind their decision and invest their retirement assets into another 
type of pension.  
 
These parameters contrast with the risks to which PAYG or partially-funded enrollees are exposed 
to. Due to the lack of individual property rights in terms of an individual’s contributions and potential 
returns, and due to the impact of demographic trends on these systems, there is no way to provide 
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such safety measures.  Workers are responsible for paying the pensioner benefits via their 
contributions, and in return they receive no compensation other than the expectation that when 
they reach old age other assets will be available to fund their pensions.  It is a mere promise of the 
State to pay certain benefits – which can be broken, and in fact this has been the case not only in 
our region, but throughout the world – that ends with a promise of defined benefits.  In these 
systems, benefits are contingent or dependent on the financial situation of pension programs, the 
fiscal budget and related political decisions.   
 
In fact, in pay-as-you-go or collectively-funded schemes, pension outcomes are dependent on 
political decisions regarding the design of the benefits delivered, as well as the intragenerational 
and intergenerational distribution of contributions and available resources and, therefore, said 
outcomes are not independent of the pension received by other members, which introduces 
uncertainty in the workers who participate in the system.  For example, Freudenberg et al. (2019) 
concludes that the design of PAYG benefits in Peru, specifically due to the requirement of minimum 
contribution periods and the existence of minimum and maximum pension amounts, is complex and 
makes the receipt of pensions highly unpredictable for system participants. 
 
Another significant risk of the pay-as-you-go or collectively-funded systems, as noted previously, is 
that system enrollees, mostly from middle and low income, women and vulnerable groups, not only 
fail to receive a pension, but also partially or completely lose their retirement contributions upon 
failing to meet eligibility criteria. 
 

Participants receive much more than they contribute in a individually-capitalized pension 
system 
 
Fund participants and their families receive pensions and benefits in individually-capitalized pension 
systems that are much higher than what could be funded exclusively through the use of their 
contributions. This is possible due to the returns obtained by pension fund from the investment of 
worker assets. 
 
As seen in Section II.B, the ROI levels achieved by Chilean pension fund managers permitted the 
initial generations of AFP enrollees to quadruple their retirement wealth. For the total population 
of fund participants, ROI levels generated between January 1990 and December 2019 more than 
doubled worker contributions (Figure II.J.3). Even with decreases in interest rates and pension fund 
returns in financial markets, investment returns will ensure that future pension payouts surpass 
those funded expressly via worker contributions.  For example, when one assumes long-term real 
returns of 3.5% per year for a period of forty years, pensions financed through individual retirement 
account accounts – that is, contributions and returns – are double those solely achieved through 
contributions.  Furthermore, this does not take into account additional returns generated during 
the decumulation period. 
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Figure II.J.3 
Chile: Ratio of accrued retirement wealth and ROI to worker contributions* 

 
 

* Data on total population of enrollees: January 1990 - December 2019. 

 
Source: FIAP, utilizing data from the AFP Association of Chile and the Superintendency of Pensions 
(Republic of Chile). 

 
In the case of Peru, Altamirano et al. (IDB, 2019) conclude that the returns obtained by AFPs up to 
the end of 2018 had almost tripled (2.9) the balances that would have accumulated solely on the 
basis of worker contributions. On the other hand, data on Mexico from CONSAR (June, 2020) 
indicates that the returns on AFORES investments have more than doubled (2.1) the tripartite 
contributions made by workers, employers and the State.  The differences between countries are 
explained, inter alia, by the length of time a given individually-capitalized pension system has been 
operational. 
 
The multiplication of savings through investment and the capitalization of worker contributions over 
the long term means that individually-capitalized pension systems reduce contributions rates. 
Workers and employers contribute less to finance each pension unit, increasing the overall 
efficiency of a given pension framework. This is a great advantage of individually-capitalized pension 
systems over PAYG regimes.  In the latter, benefits are funded solely through contributions made 
by workers, employers and the State.  When withholding rates fail to generate projected payouts 
and reserve funds are exhausted, the State begins subsidizing pensions and this, in turn, leads to 
important fiscal challenges.   
 

Workers have greater flexibility and mobility in the labor market 
 
In an individually-capitalized pension framework, all participants possess equal rights and 
obligations regardless of their respective economic sector, the type of job they perform in said 
sector, and individual property rights vis-à-vis their accumulated retirement wealth.  These factors 
generate more freedom in terms of an individual’s ability to engage in career change; i.e., they are 
not afraid of losing pension benefits from an occupational pension fund, inter alia. Thus, individual 
capitalization schemes tend to increase the flexibility of national labor markets. 
 
The manner in which individually-capitalized pension schemes facilitate labor mobility also 
generates greater efficiency in the labor market. This is due to, as stated, freedom of movement 
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between different occupations. Individually-capitalized pension schemes also improve public 
perception of social security measures. Here again, payroll deductions are viewed as an important 
component of retirement wealth generation; i.e., the perception that they are simply withholding 
taxes lessens. A significant amount of evidence is available on the existence of said dynamic. As 
indicated in Section II.I, this dynamic has been thoroughly documented in studies measuring the 
impact of individually-capitalized pension schemes on savings behavior, labor markets, capital 
markets and GDP growth within a number of economies (SURA, 2013; Corbo et al., 2003). These 
studies conclude that gains in productivity and formal employment produced are achieved by 
reforms that partially or totally replace PAYG pension schemes with individually-capitalized pension 
systems. 
 
Greater labor market efficiency and worker productivity also implies better wages and greater 
contributions to individual accounts over time, a situation which strongly correlates to the better 
payouts. 
 

Individual capitalization frameworks free up revenues for social programs 
 
The greater efficiency implied by the creation of individually-capitalized pension scheme generates 
benefits which go beyond the lives of fund participants. The schemes free of public resources in the 
medium and long-term which would otherwise be used to finance PAYG pension shortfalls. As result, 
more outlays can be made on social programs aimed at individuals who earn lower wages during 
their careers and often, as a result, have most to gain from noncontributory pension programs. 
 
In fact, the text of the pension reform enacted in 2008 in Chile recognizes that the freeing up of 
revenues as a result the reduction of the State’s PAYG pension obligations was one of the primary 
benefits of the legislation. It went on to state that it intended to use said resources to finance 
pensions for citizens from lower-income brackets. 
  
Another example of this dynamic is what occurred in Argentina’s now defunct individually-
capitalized pension system.  During its first few years of operation, the State experienced the typical 
transitional costs associated with the launch of an individually-capitalized pension scheme. But this 
shortfall was quickly remediated, thereby freeing up public coffers to meet other necessities, such 
as providing pensions to individuals who had not accrued any pension benefits.  
 
Through the purchase of instruments issued by the State, pension funds contribute to healthier 
national budgets and allow societies to address a variety of long-term fiscal commitments. In 
addition, they increase the flexibility with which nation structure their public debt, which benefits 
economies as well as the individual workers – and families – which drive them.  
 

Individually-capitalized pension participants have a wider variety of alternatives 
 
Enrollment in pension systems – in addition to the concomitant contributions – is mandatory for 
dependent workers. In many cases, it is also mandatory for self-employed individuals. This 
obligation imposed by the State is justified by the need to ensure that workers save for the funding 
of their pensions, as well as to reduce public outlays on said financing.   
 
Beyond the regulatory parameters of enrollment and contributions, FF pension systems offer a wide 
variety of alternatives to fund participants and pensioners.  This freedom of choice allows them to 
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make a series of decisions based on personal preferences, as well as their individual circumstances 
and those of their loved ones. 
 
Workers enrolled on individually-capitalized pension systems are free to choose: 
 

• Fund administrator:  May choose fund, except in nations such as Chile and Peru, where new 
entrants into the funded scheme must enroll and remain for a limited period of time in the 
fund that has won the latest public bidding process.  After initial period is complete, they 
are free to change to another fund administrator. 

• Pension fund type: In countries offering multi-funds, may choose where to invest; certain 
restrictions exist in terms of age and whether they are economically-active or retired. 

• Pension age: It is possible to retire at the legal age, or earlier when certain requirements are 
met. 

• Retirement age: In individually funded systems, one is generally not obliged to leave the 
workforce in order to receive their pension. 

• Employment: May change jobs without affecting pension rights and obligations. 

• Pension type: May choose from a variety of pension products on offer from pension fund 
administrators and life insurance firms. 

• Withdrawal of accumulated assets, including ROI, upon reaching pension age: May 
withdraw total balance, including returns. In some countries, withdrawals are limited to 
excess funds only.  Thus, may not withdraw assets necessary to finance a given level of 
pension; for example, the Discretionary Surplus Amount in Chile.38  In Colombia, Mexico and 
Peru, participants failing to meet pension eligibility criteria may withdraw total balance. 

• Withdrawals of funds, including ROI, prior to reaching pension age: In Mexico, funds may be 
used to cover unemployment.  In Peru, funds may be used to purchase home. Additionally, 
in Peru and Chile participants were authorized to withdraw a portion of retirement assets 
from their individual accounts during COVID-19 crisis; several other nations have proposed 
similar legislation.  

• Voluntary contributions:  Normally involve tax or fiscal incentives designed to complement 
retirement wealth generated via mandatory contributions. 

 
It is important to note that FF frameworks guarantee use of all accumulated assets, including 
returns, by fund participants and their dependents.  Of course, the most striking difference vis-à-vis 
PAYG pension frameworks is that remaining retirement assets become part of an individual’s estate 
which can be passed on to their beneficiaries and/or rightful heirs.   
   
During the evolution of individually-capitalized pension frameworks, the aforementioned freedom 
of choice has only increased; in large part, due to a series of reforms that have launched multi-fund 
schemes. Here again, the variety of pension products on offer, as well as innovative voluntary 
pension instruments, have consistently increased in terms of quantity and quality. 
 
Freedoms on this scale clearly correlate to major challenges in terms of ensuring fund participants 
possess the knowledge required to make proper decisions; i.e., understand the implications of their 
decision-making on future payouts, etc. Clearly, fund administrators as well as regulatory agencies 
have a great deal of ground to cover in terms of addressing financial literacy shortfalls.  Individuals 

 
 
38 Known as the Excedente de libre disposición, further details (in Spanish) available at  
https://www.spensiones.cl/portal/institucional/594/w3-propertyvalue-10145.html.  

https://www.spensiones.cl/portal/institucional/594/w3-propertyvalue-10145.html
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also need to have more understanding of pension issues. In this context, pension systems need to 
generate well-designed default options for individuals who fail to choose an alternative.   
 
The freedoms fund members have in individual capitalization contrast with the limitations that exist 
in Latin American PAYG schemes, in which enrollment is compulsory, depends on the economic 
sector in which workers are employed, or is monopolistic.  This means that job changes can alter 
pension rights and obligations and imply a partial or total loss of the contributions a worker accrues.  
In addition, there is no possibility of making voluntary pension contributions, which improve 
pensions.  Instead, pension payouts depend on in-system years or withholding periods accrued, and 
an individual’s average income earned during the period utilized to define benefits.  It is also 
impossible to choose between different types of pensions or pension providers. 
 
The existence of these freedoms is incompatible with the very nature of pay-as-you-go regimes. The 
incompatibility arises from the fundamental fact that in these regimes workers lack individual 
property rights to the contributions made throughout their work lives. 
 

Fund participants, and society at large, have more access to long-term financing 
 
The growth of pension funds and the reserves of life insurance companies that offer pension 
annuities, added to their long-term investment horizon, have contributed to transforming and 
improving the capital markets of countries that operate individual capitalization systems, generating 
a profound change in the financing possibilities of members and, in general, of individuals and their 
families. 
 
According to the AFP Association of Chile (2006), in the housing sector, pension funds were decisive 
in the development of a dynamic and deep market for their financing; the most important effects 
being access for broad sectors of the Chilean population residential mortgages, a sharp reduction in 
interest rates and a substantial increase in loan terms.  At the beginning of the 1980s, real annual 
interest rates on home mortgages were on the order of 13%.  At the beginning of 2006, real annual 
rates fell to 5.7%, and in April 2020, real annual rates fluctuated between 2.2% and 3.1% depending 
on loan duration and type (Graph II.J. 4).  Furthermore, according to the AFP Association of Chile, 
the loan repayment terms did not exceed 12 years at the beginning of the individually-capitalized 
system and home loans were only accessible to a small group of the population.  Currently, 
residential mortgages extend up to 30 years and are available to large segments of the population.  
In effect, the number of banking transactions involving letters of credit and mutual mortgages rose 
from just over 10,000 in 1978 to almost 1,400,000 in December 2014 (Acuña, 2015), and just over 
1.75 million by April 2020, a figure equivalent to a sum of USD 65.5 billion in current transactions.39 

 
 
 
 
 
 
 
 
 
 

 
 
39 Exchange rate of CLP 836.62 per USD. 



 

 68 

Figure II.J.4 
Chilean mortgage sector: Real interest rate, transaction volume  

 
 

 
               
  

Source: AFP Association of Chile (2006); data from Financial Markets Commission (Republic of Chile). 

 
Based on data from Morandé and García (2004), Cattaneo (2011) estimates that the aforesaid 
contribution of pension funds allowed the Chilean financial system to finance – via the acquisition 
of mortgage letters and endorsable mutual mortgages – more than 60% of the private investment 
in housing during the early 1980s.  Its contribution was still at 44% during the early 2000s.  
 
The importance of pension funds in financing housing is also evident in other countries that have 
launched individually-capitalized pension framework. For example, Mexican private pension funds 
– known as SIEFORES – participate in the housing sector through the National Workers Institute 
Housing Fund (INFONAVIT), the Housing Fund of the Institute of Social Security and Services for State 
Workers (FOVISSSTE), mortgage-backed bonds (BORHIS) and other mortgage instruments. The 
percentages of total securities in circulation that these SIEFORES hold are, respectively, 36%, 48%, 
2% and 25%.  In El Salvador, the Association of Pension Fund Administrators (ASAFONDOS) indicates 
that pension funds have acquired more than USD 400 million in issues from the Social Housing Fund 
(FSV), which offers financing to the lowest-income workers to purchase a home. Based on this figure, 
ASAFONDOS estimates that nearly 20,000 households have obtained residential mortgages.  
 
Additionally, through the financial system, pension funds contribute indirectly to the financing of 
loans to families and companies, through the purchase of different instruments issued by banking 
institutions.  In El Salvador, pension funds have invested more than USD 1 billion in bank securities, 
which have been used to finance mortgage loans, personal loans and productive loans that have 
driven economic growth. In the Chilean case, as of June 2020 pension funds had invested almost 
USD 38 billion in bank bonds, mortgage letters of credit and time deposits issued by various financial 
institutions.  These assets have contributed to financing for individuals, private companies and 
public institutions. This figure was equivalent to 17% of the banking sector’s loan portfolio. 
 

Pension fund investment drives improvements in infrastructure, which in turn drives 
quality of life levels and various productive sectors 
 
Investment by pension funds has contributed to the implementation of projects to improve the 
infrastructure of many countries. This has been achieved at a lower cost of capital due to the 
efficiencies of individually-capitalized pension frameworks. Improvements in infrastructure 
contribute to higher quality of life levels for workers and their families, as well as increases in the 
efficiency and productivity levels of a variety of productive sectors. 
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According to Alonso et al. (2009), the participation of pension funds in infrastructure also drives 
national growth and contributes to optimizing the portfolio of pension funds by incorporating 
profitable investments with limited risk. 
 
In the Chilean case, the investment of pension funds has contributed to the modernization of the 
country's road and transportation infrastructure since the 1990s through the acquisition of bonds 
and shares of investment funds linked to highway and transport infrastructure projects. As of 
February 2020, just over USD 3.18 billion – or 1.6% of pension fund assets – was invested in this 
asset class. Through this type of investment, funds have helped to relieve pressure on public 
budgets, which historically financed these types of public works projects. Additionally, pension 
funds provide financing to companies in the electricity, telecommunications, water and gas sectors, 
through investment in bonds and shares.  As of February 2020, investment in said sectors totaled 
USD 6.93 billion and was equivalent to 3.6% of total AFP sector assets. 
 
Mexican SIEFOREs contribute to the financing of infrastructure projects in a wide range of 
productive sectors, by investing in structured instruments such as Certificates of Capital 
Development (CKD), Investment Project Fiduciary Securitization Certificates (CERPI), and Real Estate 
Investment Trusts (CONSAR, 2020b).  According to AMAFORE, one out of every five pesos invested 
in infrastructure in Mexico comes from pension funds. As of March 2020, SIEFORE investments in 
infrastructure totaled nearly USD 6.64 billion. 
 
In Peru, investment by pension funds in infrastructure reached approximately USD 9.32 billion 
during the period 2007-2017, of which 78% was direct investment and the remainder through 
investment funds and trusts.  These investments were made in a variety of sectors, such as 
transportation, energy, telecommunications, sanitation and health. 
 
Investment in infrastructure by pension funds in Uruguay – via participation certificates – is 
equivalent to approximately 7% of total assets under management.  Investments in infrastructure 
listed on the Uruguayan stock market have been financed for the most part by worker assets 
administered by private pension funds known as AFAPs.  Data from the Central Bank of Uruguay 
indicates that, as of October 2019, total market investment was USD 279 billion (amount subscribed 
at source). These investments have been allocated as follows: 60% to transport infrastructure 
(roads, railways and airports); 25% to public services (electricity, water and sanitation network); 8% 
to social infrastructure (education, prisons); and 7% to renewable energy (wind farms). 
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III. True reasons behind the reversal of individual capitalization 
reforms 

 
Opponents of individually-capitalized pension systems often argue that several of the countries that 
introduced said framework later reversed them retreated to PAYG schemes.  However, these 
arguments fail to include the determinants underlying said reversals.  In their place, speculative or 
patently ideological rhetoric is put forth.  For this reason, it is necessary to delineate the real reasons 
why individual capitalization systems were pared back or eliminated in some nations. 
 
Retreats occurred primarily in the countries of Central and Eastern Europe (CEE).  As we will see 
below, after joining the European Union these nations were required to meet strict criteria 
regarding fiscal deficit levels.  Thus, they were unable to carry the costs of transition from PAYG to 
individual capitalization.  However, another emblematic reversal occurred in Argentina in 2008. The 
populist administration in office at the time, using the rationale of low yields experienced by AFJPs 
during the global financial crisis, had the ideal political scenario in which to expropriate worker 
pension savings and create a State-run collective fund.  No details were ever provided on the specific 
decision-making processes involved. 
 
Other cases cited as ostensible examples of individual capitalization failures cannot be classified as 
reversals, either because the nation in question never operated an individually-capitalized pension 
system (Nicaragua, Ecuador and Venezuela), or because the FF scheme simply shifted from private 
to State-run management (Bolivia). 
 
Table III.A.2 presents a brief summary of the characteristics of reforms that have partially or totally 
reversed the individually-capitalized pension systems in a variety of nations. 
 

A. Central and Eastern Europe: Financial crisis and EU criteria 
 
Between 1999 and 2008, nine out of eleven CEE countries implemented pension reforms that 
included the addition of individually-capitalized pension pillars to their national schemes. In general, 
contributing to said pillar was mandatory for younger workers, optional for older workers, and 
discounted from what was contributed to the existing PAYG pension framework.  Table III.A.1 
summarizes the chief characteristics of CEE individually-capitalized pension schemes. 
 
Reforms also included changes to the design of public PAYG pension schemes, be they structural (as 
in Poland and Latvia, which introduced notional accounts) or parametric reforms (adjusting benefits 
in the face of reduced contributions to the PAYG pension system).  Additionally, an increase in 
retirement ages was approved. 
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Table III.A.1 

Central and Eastern Europe: Pension scheme parameters upon launch of individual capitalization 

systems* 

 
 

 
 

*Retirement age data up to 2020.  
NDC: Notional defined-contribution. 

  DB: Defined-benefit. 
   

Source: Chłoń-Domińczak (2020). 
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Table III.A.2 
Brief description of individual capitalization reversal 

 
 

Country Description of reversal 
Argentina Permanent reversal. 

AFJPs and individual-capitalization eliminated, fused with public PAYG pension scheme 
on 9 December 2008. Worker assets accumulated in individually-funded pension 
scheme transferred to the Guarantee of Sustainability Fund created in 2007. as part of 
Public PAYG Pension Scheme (RPPR). Bolivia Permanent reversal. 
State-run entity to ostensibly manage individual accounts. On 10 December 2010, new 
pension reform law (Law No. 065) enacted. Created Integrated Pension System (SIP), 
nationalizing individually-capitalized pension scheme by a State entity). However, to 

date said State-run pension entity has not begun operations and, in practice, AFPs 
continue to administer retirement accounts. 

Estonia Temporary reduction in contribution rate, followed by increase. 
6% contribution rate cut to 0% between June 2009 and January 2011; transition to 
PAYG. Gradual increase beginning in 2011. Rate set at 3% in January 2011 and 6% in 
January 2012.  In 2014- 2017 rate to 8%, in order to offset missed contributions. 

Latvia Partial reduction of contribution rate. 
8% contribution rate reduced to 2% in May 2009. Rates increased to 4% as of 2013. 

Lithuania Partial reduction of contribution rate. 
5.5% contribution rate reduced to 2% in July 2009. Rates further lowered to 1.5% in 
January 2012, 2.5% in 2013. Changed to 3% (2%+ 1%) January 2014, voluntary 
participation. 
Additional contribution at 2% in 2016-2019. Hungary Permanent reversal. 
Contribution rate reduced to 0% in January 2011, assets transferred to mandatory 
PAYG pension system. 

Poland Permanent reduction of contribution rate, partial reversal. 
Contribution rate reduced to 2.3% in May 2011. From February 2014 contribution at 
2.92%, assets invested in government bonds transferred to PAYG pension scheme and 
redeemed; system made opt-out and opt-in within specified time limits. Assets from 
pension funds transferred gradually to PAYG pension system ten years prior to 
retirement. In 2019, government announced that FF pillar will be eliminated and 
accumulated retirement assets may be withdrawn (15% transaction fee) or notional 
accounts. 

Romania Temporary reduction of contribution rate. 
Planned increase of contribution rate from 2% to 6% was frozen at 2%.  In 2010, began 
to increase at annual rate of 0,5pp. up to 5% in 2015. Between 2016 and 2018 
contribution rate 5.1% instead of 6%, and in 2019 it was 3.75% of wages – the system 
was made voluntary. In 2020, the contribution rate increased again to 5%. 

Slovakia Permanent reduction. 
9% contribution reduced to 4% in 2013; since 2017 increase in contribution rate by 
0.25pp up to 6% in 2024. FF scheme opt-out and opt-in system; since 2008 with 
reopening every 2 years (from 2009). New entrants are by default enrolled only to 
PAYG pension system part but may apply for membership in the FF pension component 
up to age 35. 

 
Source: Chłoń-Domińczak (2020), based on data  from Schwarz and Arias (2014), and Bielawska et al. (2018). 
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As Chłoń-Domińczak (2020) points out, there were several reasons that justified the diversification 
of pension financing through the introduction of a mandatory fully-funded framework.  Firstly, this 
measure reduced public spending on long-term pensions. Secondly, individual capitalization 
systems drive the savings levels needed to achieve the economic growth that, in turn, make national 
pension systems sustainable.  Individual capitalization schemes also stimulate the growth of capital 
markets.  Last but not least, the author asserts that these frameworks help protect pension systems 
from political pressure; i.e., future payout increases are only workable when current contributions 
are increased.  The  study concludes that the introduction of an individual capitalization scheme is 
a remedy to PAYG pension problems, in addition to stimulating the economic and social efficiency 
of pension systems (Chłoń-Domińczak, 2020). 

 
The true causes behind retreats 
 
In the wake of the 2008 global economic and financial crisis (i.e., 2009-2011), seven of the nine CEE 
countries opted for retreat and reduced the scale of their FF pillar.  As Table III.A.2 illustrates, once 
they began, the changes never ceased. 
 
Ortiz et al. (2018) assert that the privatization of pension systems in CEE countries failed to produce 
the expected results and that, as a result, there was a necessity to reverse the individually-
capitalized pillar.  However, a more accurate assessment of the circumstances leading to retreat 
indicates that these decisions were primarily driven by CEE fiscal constraints, and were carried out 
despite the anticipated acceleration of population aging. 
 
Bielawska et al. (2018) evaluate the socioeconomic and fiscal factors, as well as the performance of 
the pension funds within the fully-funded pillar of CEE nations. Table III.A.3 presents a summary of 
the potential impact of different factors on decisions regarding reversals or reductions in the size of 
the individual capitalization component.  As can be seen, the most important factor contributing to 
reversal decisions was the worsening of the CEE fiscal situation, in addition to enormous public 
outlays on pensions. 
 
Table III.A.3 also demonstrates that the two countries that opted for a permanent reversal –Poland 
and Hungary – were the national contexts in which pension funds had generated the best returns. 
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Table III.A.3 
Central and Eastern European countries: 

Social, economic and fiscal context of pension reform reversals  
 

 
Source: Bielawska et al. (2018). 

 
CEE problems in terms of fiscal imbalances are clearly visible in the financial statistics of said nations’ 
general governments.  In most CEE countries, these deficits rose to 6-9% of GDP during 2009 and 
2010 (see Table III.A.4).  While deficits in many countries decreased in subsequent years, Hungary 
and Romania still struggle with high general government deficits. 
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Table III.A.4 
Central and Eastern European Countries:  

Financial position of the general government 
% of GDP 

 

2009 2010 2011 2012 2013 2014 2015 2016 2017 2018 2019 

Bulgaria -4.0 -3.1 -2.0 -0.3 -0.4 -5.4 -1.7 0.1 1.1 2.0 2.1 

Estonia -2.2 0.2 1.1 -0.3 0.2 0.7 0.1 -0.5 -0.8 -0.6 -0.3 

Croatia -6.0 -6.5 -7.9 -5.4 -5.3 -5.3 -3.3 -1.0 0.8 0.2 0.4 

Latvia -9.6 -8.7 -4.3 -1.4 -1.2 -1.6 -1.4 0.2 -0.8 -0.8 -0.2 

Lithuania -9.1 -6.9 -9.0 -3.1 -2.6 -0.6 -0.3 0.2 0.5 0.6 0.3 

Hungary -4.8 -4.5 -5.2 -2.3 -2.6 -2.8 -2.0 -1.8 -2.5 -2.1 -2.0 

Poland -7.3 -7.4 -4.9 -3.7 -4.2 -3.6 -2.6 -2.4 -1.5 -0.2 -0.7 

Romania -9.1 -6.9 -5.4 -3.7 -2.1 -1.2 -0.6 -2.6 -2.6 -2.9 -4.3 

Slovenia -5.8 -5.6 -6.6 -4.0 

-

14.6 -5.5 -2.8 -1.9 0.0 0.7 0.5 

Slovakia -8.1 -7.5 -4.5 -4.4 -2.9 -3.1 -2.7 -2.5 -1.0 -1.0 -1.3 

 
Deficit: (-)  Surplus: (+) 

 
Source:  Eurostat. 

 
 
Most of these nations also experienced increases in their public debt levels (Table III.A.5). In 
Hungary, Croatia and Slovenia, debt levels exceeded the debt-to-GDP threshold of 60% in the years 
following the fiscal crisis.  In Hungary and Poland, government debt levels remained high despite 
the transfer of assets from private pension funds to public finances.   
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 



 

 76 

Table III.A.5 
Central and Eastern European Countries:  

General government gross consolidated debt, 2009-2019  
% of GDP 

 

 

2009 2010 2011 2012 2013 2014 2015 2016 2017 2018 2019 

Bulgaria 13.7 15.4 15.2 16.7 17.1 27.1 26.0 29.3 25.3 22.3 20.4 

Estonia 7.2 6.6 6.1 9.8 10.2 10.6 10.0 10.2 9.3 8.4 8.4 

Croatia 48.7 57.8 64.4 70.1 81.2 84.7 84.3 80.8 77.8 74.7 73.2 

Latvia 36.9 48.1 43.9 42.4 40.3 41.6 37.3 40.9 39.3 37.2 36.9 

Lithuania 28.0 36.3 37.2 39.8 38.7 40.6 42.6 39.7 39.1 33.8 36.3 

Hungary 78.2 80.6 80.8 78.6 77.4 76.8 76.2 75.5 72.9 70.2 66.3 

Poland 49.8 53.5 54.5 54.1 56.0 50.8 51.3 54.3 50.6 48.8 46.0 

Romania 21.8 29.6 34.0 37.0 37.6 39.2 37.8 37.3 35.1 34.7 35.2 

Slovenia 34.5 38.3 46.5 53.6 70.0 80.3 82.6 78.7 74.1 70.4 66.1 

Slovakia 36.4 41.0 43.5 51.8 54.7 53.5 51.9 52.0 51.3 49.4 48.0 

 
Source: Eurostat. 

 

Fiscal policy constraints:  an impediment to the objective evaluation of EU pension 
reforms  
 
Following their entry into the European Union (EU) in 2004, CEE nations’ concern about their 
respective fiscal situations during and after the 2008 crisis increased as they strove to comply with 
EU fiscal policy.  While the legislation and organization of pension systems, in accordance with the 
principle of subsidiarity, fall within the purview of national governments, there is a certain degree 
of pension policy coordination within the EU in terms of instruments such as the so-called open 
method of coordination (OMC) on pensions, and the joint work of the EU member States and the 
European Commission (EC) on fiscal policies, including long-term fiscal sustainability. 
 
The logic of pension reforms in CEE countries differed significantly from within older EU member 
States. Beblavý (2011) points out that in the latter, no paradigm shift occurred within pension 
systems.  Instead, parametric reforms – some quite far-reaching – have been the preferred way 
forward in these older EU States.  The differences in the organization of pension systems between 
new and older EU States are highlighted in the 2009 Ageing Report (European Commission, 2009), 
which indicates that eight new member States operate a mandatory individually-capitalized pension 
scheme, while Sweden is the sole older member State operating such a framework.  
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Another important controversy between the EC and new member States involved the classification 
of contributions transferred to mandatory fully-funded schemes.  New member States were of the 
opinion that contributions diverted to said schemes, as well as accumulated assets, should be 
classified as public finances.  However, Eurostat and the EC disagreed.  As the initial transition period 
ended in 2007, pension reform transition costs were fully accounted for in general government 
deficit and debt statistics (Wóycicka and Grabowski, 2007).  This led to a substantial increase in the 
public deficit and debt levels posted by new member States and had serious ramifications in terms 
of the Maastricht fiscal deficit parameters delineated in the Stability and Growth Pact (SGP).  In the 
end, these issues caused a radical shift in terms of the pension policy aims of new member States. 
 
Casey (2014) asserts that governments that retreated from individual capitalization used these 
assets like “piggy banks” in order to finance non-pension outlays.  The study characterizes the 
transfer of private pension assets to public coffers as one of the perverse consequences of the SGP 
requirements, stating that said transfer restricted government debt and deficits levels, even as it 
failed to treat these assets as public finances. 
 
One of the arguments used in the rationale for reversing individually-capitalized pension systems is 
the purportedly poor performance of pension funds.  However, it is important to point out that the 
investment horizon – at the time of retreat – was too limited to objectively assess data on rates of 
return.  Only Poland and Hungary had an investment trajectory that was longer than an economic 
cycle; i.e.., approximately eight years.  The analysis by Bielawska et al. (2018) shows that in these 
two countries – which, incidentally, decided to permanently reverse their respective individually-
capitalized schemes – average annual returns since the enactment of FF scheme reform were 
positive in real terms.  In countries such as Bulgaria, Lithuania, Latvia and Slovakia, real returns were 
negative or close to zero, while in Romania they were positive. Therefore, in general terms, 
investment performance was far from optimal. However, it must be emphasized that the evaluation 
period is too short to perform an objective analysis of pension fund performance, particularly given 
that pension system investment horizons are innately long-term.  In light of the foregoing, the 
following observation by Chłoń-Domińczak (2020) is especially relevant: “In the long run, the funded 
pillar is better for future pensioners than the PAYG system when the real rate of return exceeds 
wage growth.” 
 
Secondly, it should be emphasized that the relatively low returns of FF pensions may be linked to 
regulatory constraints, as well as investment strategies that were in most cases conservative. Up to 
2005, the percentage of public and private bonds in said portfolios was substantial, with a range 
between 45-50% – in the case of Estonia in 2001, and Slovakia in 2001-2003 – and 60-75% in other 
countries (Bielawska et al. 2018).  Additionally, in most cases equity investments represented less 
than 10% of pension fund portfolios. In Poland alone, approximately 30% of assets were invested in 
equities.  This also meant that pension funds did not contribute to the development of national 
financial markets to the extent initially expected. 

 
 
 
 
 
 
 
 
 



 

 78 

Consequences of FF retreat in CEE 
 
As noted in the following section, the reversals of CEE individually-capitalized pillars had many 
consequences in terms of workers, pension systems, capital markets and public finances. 

 
Workers 
 
According to Chłoń-Domińczak (2020), there were two major consequences for workers. First, the 
reduction (or elimination) of the individually-capitalized pillar has had an impact on their future 
pensions, which are to be funded to a great extent by mandatory PAYG pension systems.  Second, 
there is a general loss of employee confidence in financial institutions, such as pension funds and 
mutual funds. 
 
In terms of FF retreat, the impact of reversals on future pensions can be estimated by comparing 
the loss in the value of future annuities due to a lower accumulation of assets in the individual 
account, on the one hand, with the payout gains PAYG pension scheme that can be attributed to 
the proportion of contributions diverted away from the individually-capitalized pension pillar.  
Chłoń-Domińczak evaluates (2018) six countries: Estonia, Latvia, Lithuania, Poland, Slovakia and 
Romania.  According to the study’s estimates, future pensioners from Poland are likely to be 
negatively impacted, as their total pension assets – from PAYG and individually-capitalized schemes 
– decreases.  Future pensioners from Slovakia are more likely to come out ahead, due to the 
existence of more generous PAYG pension systems.  The impact of retreat in Estonia, Latvia, 
Lithuania and Romania on future pensions is expected to be limited.40 
 
Another important consequence of reversals is the growing lack of trust towards financial 
institutions, particularly private pension funds. The financial and economic crisis of 2008 made 
workers doubt whether the pension funds would deliver on their promises, whether they managed 
the funds with the best interests of workers and future pensioners in mind, and whether they would 
receive sufficient pensions. Statements by governments on reversals contributed to a further 
decline in confidence. As a result, future initiatives aimed at developing or improving individually-
capitalized pension pillars will receive little backing from workers. For example, Poland's new self-
enrollment voluntary pension savings scheme, introduced in 2019, managed to retain only about 
35% of self-enrolled workers, which is below the program's expectations. 

 
Pension systems 

 
Reversals also have consequences for pension systems.  While the short-term cash flow of public 
PAYG pension systems improves, due to increased contribution levels, long-term outcomes are 
negative.  Reducing or terminating individually-capitalized pension components correlates to the 
diversification of risk that characterizes multi-pillar pension systems being reduced or entirely 
eliminated. 
 
The analysis by Baksa et al. (2020) suggests that retreats are potentially very costly.  Reversals of 
pension reforms result in increases in aggregate pension spending and higher public debt-to-GDP 
ratios.  Furthermore, in most cases retreats also increase the negative impact of population aging 

 
 
40 It should be noted that evaluation outcomes depend on a number of factors.  Actual results may vary, 
particularly if the design of the pension system changes; e.g., if pay-as-you-go pensions become less generous. 
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on economic activity.  Lastly, when reversed components are offset by other policy instruments, it 
is rational expect that a disproportionately greater share of the burden of adjustment falling on a 
single generation.  Clearly, these types of scenarios only intensify intergenerational inequity. 
 
As Beblavý (2011) points out, scaled-back private pillars no longer serve as significant complements 
to public pension systems.  It devolves into a minor supplement, and countries begin to depend on 
PAYG pension systems again.  Thus, FF retreat obligates societies to confront the financial 
sustainability issues that are innate to PAYG pension schemes. 
 
Finally, Chłoń-Domińczak (2020) asserts retreats also undermine confidence in public pension 
systems, as many workers become convinced public pension systems will be unable to deliver on 
promises of future pensions. 
 

Capital markets 
 
The reversals of FF pension systems also had an impact on capital markets.  As one might expect, 
the sharp drop in contributions – combined with the transfer of part or all of individually-capitalized 
assets into a State-run pension framework – had a major impact upon the total amount of assets 
under management by private pension funds (see Figure III.A.1).  The assets of pension funds in 
Poland and Hungary experienced enormous decreases when assets were transferred to the public 
sector.  As a result, the growth of FF pension assets in CEE countries was lower during the period 
2010-2020.  Only Croatia, Bulgaria and Estonia have private pension fund assets that exceed 10% of 
GDP; i.e., a level well below the OECD average ratio of 49.7% (OECD, 2019). 
 
The diversion of assets from private pension funds also affected stock markets.  This was especially 
the case in Poland, where the stock market was larger.  According to Wyszyński (2018), in the wake 
of individual capitalization retreat, mandatory pension funds – known as OFE in Poland – remained 
important investors in the Warsaw Stock Exchange.  However, their role changed significantly.  
During the four years from 1 April 2014 to 31 March 2018, OFE sell transactions for equity 
instruments on the stock exchange exceeded buy transactions by PLN 6.2 billion (EUR 1.4 billion).  
Thus, the value of purchases exceeded the value of the sales.  This means that pension funds are 
focused on managing liquidity rather than actively investing. 
 
In general, CEE countries recovered from the 2008 crisis and the ratio of private pension assets to 
GDP increased in most countries, with the exception of Poland and Hungary (OECD, 2019). 
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Figure III.A.1  
Central and Eastern Europe: Private pillar, 2006-2018 

% of GDP 
 

Countries that reversed private pillar Countries that temporarily private pillar 

  

Countries that maintained private pillar Countries launching private pillar 

 

 

 
Source: OECD Global Pension Statistics. 

 

Fiscal scenario 
 
As Table III.A.6 demonstrates, FF retreat had a very significant impact on the fiscal situation, both in 
the short and long term.  In the short term, FF pillar retreats led to the elimination of transition 
costs, in Hungary, and reduced costs in the remaining CEE nations.  This means that, in many cases, 
the fiscal pressure exerted on explicit government liabilities decreased.  The drop in transition costs 
is due to the diversion of contributions from the private pillar to the PAYG pillar.  The possibility of 
individuals returning to the PAYG framework, which then receives more contributions, has also 
reduced said costs in nations such as Poland and Slovakia.  In Slovakia, the flow of voluntary returns 
to PAYG was particularly high in 2015. 
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Table III.A.6 
Multi-pillar system transition costs, 2009-2016 

% of GDP 
 

  2009 2010 2011 2012 2013 2014 2015 2016 

Bulgaria 1.1 1.0 0.9 0.9 1.3 1.1 1.3 1.3 
Estonia 1.1 0.1 0.4 0.9 1.4 1.8 1.9 2.0 
Latvia 0.1 0.1 0.1 0.1 0.5 0.5 0.8 1.1 

Lithuania 0.6 0.3 0.4 0.4 0.4 0.5 0.5 0.8 
Hungary 1.4 1.1  - -  -  -  -  -  
Poland 1.6 1.6 1.0 0.5 0.7 0.5 0.2 0.2 

Rumania 0.3 0.3 0.4 0.5 0.7 1.0 1.2 1.3 
Slovakia 1.2 1.2 1.2 1.1 0.6 0.6 0.6 0.7 
Croatia 1.4 1.4 1.4 1.5 1.5 1.5 1.5 1.5 

 

Source: Chłoń-Domińczak (2020)  using data from Bielawska et al. (2018). 

According to Chłoń-Domińczak (2020), the 2008 crisis impacted the manner in which societies 
finance transition costs.  As demonstrated in Figure III.A.2, the financing of transition costs prior to 
2008 was distributed between taxes and public debt.  In the wake of FF retreat, an increased 
dependence on public debt and concomitant decreased reliance on tax revenues occurred in almost 
every case. 
 

Figure III.A.2 
Central and Eastern European countries: Financing transition deficits 

 
 

 

 
Source: Chłoń-Domińczak (2020). 

 
 
The foregoing demonstrates that the fiscal constraints generated during transition to Individually-
capitalized pension systems – namely, financing said transition – lead to increases in explicit public 
pension debt.  However, transition generates a concomitant decrease in the implicit liabilities 
generated by PAYG schemes.  Private pillar reversals and reduced transition costs clearly alter this 
dynamic.  In the long term, FF pillar retreat and increases in older-adult populations drive increases 
in PAYG systems’ implicit liability levels.  Lastly, this scenario implies a transfer of these liabilities 
from current generations to future generations. 
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B. Argentina: Financial crisis used to further a populist agenda 
 
The Argentine pension reform undertaken in 1994 created a mixed pension system that provided 
the following: (i) a Universal Basic Pension (PBU), granted to all participants who met age and in-
system requirements; (ii) a Supplementary Pension (PC), in which workers could choose to continue 
in the PAYG scheme and receive a benefit based on salary and in-system years, or allocate 11% of 
wages to an Administrator of Retirement and Pension Funds (AFJP) in order to obtain a 
supplementary pension based on the accumulated balance in their individual accounts upon 
retirement; and (iii) an Additional Permanence Benefit (PAP), in the case of participants who made 
contributions to the scheme in place prior to reform.  In terms of the Supplementary Pension, 
approximately 90% of workers opted for the individually-capitalized pension system over PAYG. 

 
A two-stage retreat 
 
The individually-capitalized/PAYG hybrid scheme only operated until 2008.  As stated, the Argentine 
government then decided to reverse the FF pension reform, and did so in two stages.  
 
During 2005-2008, the government adopted measures within supplementary pensions aimed at 
encouraging a return to the PAYG pension regime, and some individuals were even forced to 
transfer to same.  These measures sought to finance a part of the fiscal cost associated with 
retirement benefits granted to people who did not meet requirements and in order to fund other 
social security benefits. 
 
In 2005, Argentines reaching retirement age who had failed to meet in-system minimums were 
declared eligible to receive pensions.  This was done be addressing their contribution shortfall in a 
very generous way.  Said unpaid contributions would simply be deducted from future payouts.  This 
measure, which was termed a moratorium, was publicized and promoted by the government.  In 
fact, even then-President Kirchner very publically applied for the benefit.  In 2007 alone, the year in 
which Cristina Fernández de Kirchner was elected president, the measure generated a fiscal cost of 
1.2% of GDP and covered 1.7 million individuals.  In total, individuals benefiting from this measure 
totaled nearly 3 million. 
 
In addition, in 2007 a reform was passed that assigned undecided Argentines to the PAYG pension 
scheme; i.e., instead of the AFJPs.  Men over 55 and women over 50 with individual account balances 
of less than ARS 20,000 were legally mandated to return to the PAYG pension scheme. The 
legislation also adjusted the replacement rate based on each year of PAYG pension contribution, 
which increased pension benefits by 76%.  The reform package also reduced AFJP fees and even 
established that the cost of disability and survivor’s insurance be discounted from a worker’s 
individually-capitalized pension account. 
 
In spite all of the criticism aimed at the private pillar by officials and some analysts, few Argentines 
were convinced that the PAYG pension was the better option.  Artana and Susmel (2015) estimate 
that, in consequence of all of the aforementioned changes, slightly less than 5% of workers returned 
to the PAYG pension system.  To be exact, the enrollment of FF scheme participants in the PAYG 
pension system increased from 20% to 25% of contributors within the individual capitalization 
scheme.  Figure III.B.1 from Artana and Susmel clearly shows that the PAYG pension scheme was 
not the preferred option for system participants.  PAYG participation fell from 40% in 1995 to 20% 
in 2004, and then climbed back up during 2005-2007 due to the aforementioned incentives. 
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Figure III.B.1: Percentage of PAYG enrollees within Argentine pension sector 
 

 
  

Source: Artana and Susmel (2015). 

 
 
Within 12 months of the 2007 private pillar retreat, the government enacted a law that forced all 
participants back into the PAYG pension regime, nationalized retirement and pension funds (AFJP), 
and eliminated the individually-capitalized pension system. 
 

Reasons behind return to PAYG 
 
The official explanation for the return to PAYG pension system was AFJP asset devaluationdue to 
the international financial crisis of 2008.  However, Artana and Susmel (2015) assert that the drop 
in the value of fund assets was primarily due to a drop in the value of Argentine public securities 
and stocks.  The authors add that the government gradually prohibited AFJP managers from 
investing in foreign assets.  It is also important to note that every individually-capitalized pension 
framework in Latin America recovered from losses sustained during the 2008 financial crisis in the 
ensuing years. 
  
The evidence suggests that nationalization is best characterized as a means to obtain additional 
resources to finance generous pension moratoriums, which allowed individuals to receive benefits  
without having met minimum eligibility requirements.  Pension assets were also used to finance 
other types of social security benefits.  Said moratoriums consumed more than 15% of GDP during 
the period comprising 2006-2014. 
 
Artana and Susmel also argue that the decision to nationalize the retirement and pension funds may 
have been influenced by a desire to mask the federal financial state of affairs, generated by the 
government’s more expansive fiscal policy pursued during the financial crisis of 2008-2009.  
Government coffers dropped from a surplus of 2.2% of GDP in 2008 to a deficit of 0.4% of GDP in 
2009, with contributions to the AFJPs comprising approximately 0.9% of GDP. The reversal helped 
improve the short-term fiscal horizon, however no actuarial estimate of the long-term impact of 
reform was performed.  According to Urbiztondo (2020), contributory deficit projections of the 
Argentine Integrated Pension System (SIPA) are worrying.  It is estimated that – even if one fails to 
take into account the effects of population aging – the SIPA contributory deficit will rise by 2.7% of 
GDP in 2018 to between 3.5% - 4.1% by 2040.   
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Barr and Diamond (2016), for their part, conclude that Argentina's decision to abandon its 
individually-capitalized pension system and transfer the flow of fund contributions and assets to the 
PAYG pension regime was mainly motivated by fiscal constraints. 
 
According to Artana and Susmel, other reasons that explain the reversal were the possibility of 
politically managing the investments of pension funds and of appointing directors in the principal 
companies of Argentina. 

 
Transition costs of individually-capitalized pension systems had significantly decreased 
 
During the period 1995-2007 – that is, when the individually-capitalized pension system was 
operational – significant fiscal deficits were generated in Argentina.  However, the most important 
factor that explained the deficits generated during said period was not the fiscal cost of transition 
to the individually-capitalized pension framework. In fact, as Artana and Susmel point out, World 
Bank estimates only attributed a fraction of these shortfalls to reform, whereas the bulk of Argentine 
problems were owing to the reduction of employer contributions, and the absorption of 12 
provincial funds for reasons completely unrelated to the reform. 
 
Furthermore, transition-related deficits were actually reduced during the period of individually-
capitalized pension system operation. Thus, the new scheme freed up resources which could then 
be used to finance moratoriums and other social security benefits. Excluding resources from general 
income and moratoriums, the pension deficit in 1995 was 1.6% of GDP, and only reached a 
maximum of 2.8% of GDP in 2000-2001. It then decreased to 0.8% in 2007, and as of 2008 a surplus 
was registered that has fluctuated between 0.3% and 0.9% of GDP. 
 

Effects of retreat 
 
The reversal of the individually-capitalized pension framework did not lead to better payouts within 
the PAYG pension scheme. The National Social Security Administration (ANSES) replacement rate 
figures presented by Artana and Susmel, prior to and following retreat, show that PAYG participant 
pension payouts decreased.  The average of these pension replacement rates was 38% during the 
six years prior to reversal, and fell to 35% in the six years following the reversal. 
 
Additionally, Urbiztondo (2020) asserts that the projected individually-capitalized pension    
pensions at the time of retreat were higher than those generated within the PAYG pension system.  
The only exception involved workers with sharply increasing wages. 
 
The return to PAYG pension system also had a negative impact on the levels of transparency with 
which retirement assets were managed.  With the reversal of 2008, the assets that managed by the 
AFJP sector, including voluntary savings, were transferred to the Sustainability Guarantee Fund 
(FGS). 
 
Artana and Susmel (2015), as well as Urbiztondo (2020), assert out that FGS data does not permit a 
clear analysis of asset performance.  Both state that this is primarily due to asset valuation failing to 
reflect market prices.  The studies also assert that the methodology used to calculate returns 
includes Treasury outlays and transfers, instead of focusing solely on investment results.  
 
Once corrections are made to fund performance figures for inflation, as well as Treasury outlays and 
transfers, retreat correlates strongly to the decreases in pension fund performance.  In fact, the 
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corrections made by Urbiztondo (2013) to official data led the study to conclude that the real 
accumulated profitability of the FGS between December 2008 and March 2013 was 14%.  The author 
compares these figures with the 25% average real profitability obtained by pension fund managers 
(AFPs) in eight Latin American countries during the same period.  These figures show that the ANSES 
asset management correlated to an 11% decrease in returns.   
 
Moreover, the aforesaid results do not take into account the fact that some FGS investments are 
not valued at market prices.  According to Urbiztondo (2020), public securities are not listed at 
market value in the FGS. It be clear, they are listed below market value. This becomes even more 
troubling when one considers that this FGS participation in this asset class increased by 8.2 during 
the period December 2008 – December 2019. The overvaluation of productive infrastructure 
projects that began to occur in 2009 was exacerbated by the FGS utilizing 13.5% of fund assets to 
generate subsidized loans to provinces and individuals involved in social programs.  Given the 
repayment terms involved, it is doubtful these outlays will be recovered.  
 
The nationalization of Argentine retirement and pension funds also had a significant impact on the 
nation’s stock market. According to Montenegro et al. (2019), market capitalization – as a 
percentage of GDP – decreased from 20% in 2007 to 6% in 2012. 
 

C. Other purported retreats 
 
Other international examples of individually-capitalized pension system reversals that critics often 
cite include Bolivia, Ecuador, Nicaragua and Venezuela.  In the case-by-case analysis performed 
below, it is clear that none constitute a true retreat. 
 
In the case of Bolivia, on 10 December 2010 a pension reform package known as Law N° 065 was 
enacted.  The legislation created the Integrated Pension System (SIP). The SIP utilizes individual 
accounts, thus no reversal to from FF scheme to PAYG occurred.  However, these accounts did begin 
to be administered by a State entity – namely, the GPSSLP – which now fulfills the role once occupied 
by private pension fund managers.  Despite this, as of October 2020 said public fund manager has 
not begun operations.41  According to Montenegro et al. (2019), although the GPSSLP was slated to 
begin operations in March 2019, the new deadline is 2021. In the meantime, the retirement wealth 
assets of Bolivian workers will continue to be managed by the two existing private pension fund 
administrators. 
 
If the objective was to eliminate Bolivian AFPs and generate a State-run pension fund monopoly in 
order to improve pension payouts, the data demonstrates that this has not occurred.  Given the 
current state of affairs, in which pension funds are in limbo while they wait for the GPSSLP to begin 
operations, little to no incentives have been generated for said fund managers to maximize return 
on investment. Thus, retirement assets have been limited to an “automatic pilot” investment 
strategy; which is to say, invested in time deposits and other low-return alternatives.42  An issue 
which has exacerbated this scenario has been the government´s insistence on private pension fund 
managers investing in extremely unprofitable asset classes.  The subsequent drop in returns has 
clearly had a negative impact on future SIP pension payouts to workers. 
 

 
 
41 Gestora Pública de la Seguridad Social de Largo Plazo (GPSSLP); i.e., Long-Term, Public Social Security 
Management Entity. 
42 https://eju.tv/2020/07/las-afp-la-bomba-de-tiempo-que-la-covid-19-recargo/   

https://eju.tv/2020/07/las-afp-la-bomba-de-tiempo-que-la-covid-19-recargo/
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The second case is Ecuador. The Social Security Law (LSS) enacted in 2001 comprised an attempt to 
address the structural problems of the PAYG pension system and the Ecuadorian Social Security 
Institute (IESS) through the creation of a hybrid system that incorporated an FF pillar. However, after 
a few months, the nation was unable to implement the reform and the law was repealed. Thus, 
Ecuador’s individually-capitalized pension framework never became operational.  Currently, the 
Ecuadorian PAYG system is having enormous financial difficulties, and it is projected this dynamic 
will only intensify in the future.  According to public statistics, in the most optimistic scenario, the 
IESS will have an actuarial deficit of USD 4.5 billion by 2058 if the State maintains its elevated 
contribution level of 40% to pensions, and if IESS investments experience an average yield of 6.25%.  
This implies that, for individuals currently aged 27, the PAYG system will fail to deliver on promised 
pension and benefits due to said deficit. 43  Furthermore, media outlets have reported serious 
administrative problems and political pressure at the IESS Bank, which manages PAYG pension 
assets in Ecuador. 44 
 
Finally, Montenegro et al. (2019) assert that Nicaragua and Venezuela made great efforts to create 
an individually-capitalized pension and savings system. However, despite a series of studies, laws 
and political agreements, reforms were never implemented.  As in the case of Ecuador, the two 
countries never operated an individually-capitalized pension system. Thus, claims that they engaged 
in FF-pillar retreat are completely erroneous. 
 
In Nicaragua, the current situation of the public PAYG pension system is extremely troubling. 
According to Altamirano et al. (2018), the pension system generates monetary subsidies that 
increase vis-à-vis an individual’s income. This is a clear source of inequity and only adds to the 
financial infeasibility of the PAYG pension scheme the nation is attempting to operate. This was what 
led the government to make financial adjustments to the Social Security Institute (INSS), decreeing 
measures that modified contributions and pension payout amounts. 
 
For its part, Venezuela’s economic and political crisis has strongly impacted pensions.  Altamirano 
et al. (2018) show that pension replacement rates, in the best of cases, do not exceed 30%. The 
PAYG pension framework does not provide pensions to most Venezuelans.  On the contrary, they 
are subjected to an implicit tax, due to the continuous decreases in payout amounts, which are 
occurring due to the nation’s astronomical inflation rate. 
 
In light of the foregoing evidence, Ecuador, Venezuela and Nicaragua never operated individually-
capitalized pension systems, and as a result, no FF retreat ever occurred.  Bolivia never reversed an 
individually-capitalized pension scheme, opting instead to introduce a transition from private-sector 
to State-run management of assets.  Furthermore, these three national contexts do not serve as 
examples of how to successfully pursue economic reforms, and much less pension reform. 
 
 
 
 
 
 

 
 
43 https://www.eluniverso.com/opinion/2020/06/19/nota/7876740/corrupcion-despilfarro-iess  
44 https://www.eluniverso.com/noticias/2020/07/02/nota/7892394/diagnostico-perturbador-sobre-biess-aun-solucion  

https://www.eluniverso.com/opinion/2020/06/19/nota/7876740/corrupcion-despilfarro-iess
https://www.eluniverso.com/noticias/2020/07/02/nota/7892394/diagnostico-perturbador-sobre-biess-aun-solucion
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IV. Negative consequences of individually-capitalized pension 
system reversal 

 

A. General comments  
 
In order to analyze the consequences of individually-capitalized pension system reversal would have 
in Latin America, three structural characteristics are analyzed separately in the following sections. 
 

- Termination of property rights; i.e., individual accounts become collectively-held assets. 
 

- Transferal from private-sector managers operating in a competitive environment, to a 
single, public-sector social security administrator. 
 

- Replacing defined contributions and pensions dependent on the generation of retirement 
wealth in individual accounts, with defined benefits. 

 
Basically, proposals involving defined-benefit pension systems with accumulated collective savings, 
administered by a centralized public entity aim to transfer power from system participants to 
elected politicians and the legislative branch.  Fund members lose their property rights, as well as 
the retirement assets required to finance their pensions.  They also lose the ability to bequeath 
assets in the event that there are no survivor pension beneficiaries.  They also lack the ability to 
withdraw their retirement assets.  In the end, they cannot choose who manages their savings, 
because a single public entity operates the entire pension framework. Instead, the executive and 
legislative branches decide, through the relevant legislative and regulatory framework, how 
accumulated collective retirement assets will be used, the benefits which will be provided, and the 
way in which they are distributed within a given generation or between generations.  Legislatures 
and regulators also establish the processes by which officials are appointed to manage the public 
entity charged with system administration.  
 
Given the scale of population and assets involved during the early stages of a PAYG pension 
framework, enormous power is concentrated in the government and legislature; i.e., power which, 
in an individually-capitalized pension scenario, is equally dispersed among fund members who, 
regardless of the level of retirement wealth they generate, have the right to make decisions. 
 
This concentration of power is dangerous, because there is a risk that assets – or a portion thereof 
– will not be used to generate the best pensions for members over the long term, and that resources 
will be diverted for other purposes or to the benefit groups with more political clout.  The 
experiences of the Latin American pension systems covered in the previous chapters are conclusive 
evidence that this risk is significant. 
 

B. Damages due to reforms of critical individually-capitalized pillar components 
 

i. Consequences of the collectivization of property rights 
 
Collective ownership of assets opens up a society to a scenario in which retirement wealth assets 
are utilized to address issues other than the objectives of pension systems.  In Latin America there 
is ample evidence that this type of practice has occurred in a number of national contexts. Thus, the 
issue should be considered a major risk to the region’s retirement assets, be they individual or 
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collective. Latin American pension frameworks began through the use of collective capitalization. 
Assets, however, were quickly depleted and nations were forced into PAYG pension solutions to 
short and long-term problems.  In strictly financial terms, these frameworks are now incapable of 
providing benefits unless provided with transfers from general revenues 
 
An example of the aforementioned is the case of the former PAYG pension system in Mexico, which 
was created in 1973. The resources from contributions were initially allocated to a fund and 
invested. However, authorities soon fell into the temptation of using these resources for other 
purposes; i.e., the construction of hospitals, schools, sports parks and recreational centers. They 
also used resources for infrastructure projects such as sewers, public lighting, roads and bridges. 
These enormous outlays meant that the national pension reserve was not generating the returns 
necessary to finance pension payouts. 
 
According to CONSAR (2020a), "It is possible that some resources were drained due to corruption."  
The document also notes that nearly every Mexican pension fund – i.e., in every state and 
municipality, federal or regional entity, and public university operating same – is technically 
bankrupt.  The study also states that the principal reason for the financial failure of said pension 
funds was that retirement assets were utilized to achieve ends other than those for which they were 
accrued. 
 
In Peru, IPSS administration of the national pension system involved no clear-cut separation 
between system administration and asset allocation. This made it much easier for retirement wealth 
assets to be utilized to finance public health, thus compromising the ability of the Peruvian pension 
framework to meet its long-term obligations (FIAP, 2020c). 
 
Even when existing collectively-financed assets are in fact used to fund pensions, there is a greater 
risk in State-run schemes that investment structures will be influenced by political pressure, 
allocating resources to suboptimal or patently detrimental investments in order to obtain proper 
pension fund investment profitability/safety.  For example, according to Urbiztondo (2020), the 
Sustainability Guarantee Fund in Argentina's pay-as-you-go system has invested in provincial and 
social loans that are subsidized and of doubtful collectability.  This has impaired the performance 
and safety of the Fund. In the case of the IPSS of Peru, assets were used to finance healthcare and 
loans for public works projects that an acceptable concomitant return. 
 
Collective ownership of funds and the enormous volume of accumulated assets, during the initial 
phase when there are relatively few pensioners per contributor, also generates incentives to grant 
benefits above what is actuarially reasonable or what is financially sustainable in the long term. As 
a consequence, important intergenerational transfers are generated, in favor of the first generations 
(grandparents), and to the detriment of future generations (children, grandchildren and great-
grandchildren).  Of course, while this pays major political dividends, the damage to pension systems 
is enormous.  According to calculations by Altamirano et al. (IDB, 2018), in 18 out of a total of 23 
countries with defined-benefit pension systems in Latin America lacking individualized pension 
accounts, benefits are granted above what is actuarially possible, and that provide payouts that can 
exceed USD 1 million for individuals achieving 100% contribution density.   
 
More troubling still, experience shows that the absence of individual property rights harms lower-
income and more vulnerable workers, and favors the action of sectors that have greater bargaining 
power and exert pressure to achieve better benefits without making the corresponding 
contributions, generating inequity and disincentives to contributions.  The evidence presented by 
Altamirano et al. (IDB, 2018) gives empirical support to this assertion, as it shows that in most of the 
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defined benefit systems in Latin America and the Caribbean, which lack individual ownership of 
assets, the most affected groups are those with low or medium contribution density, the vast 
majority of whom correspond to low and middle income brackets, women and vulnerable groups 
who lack the capacity to exert political pressure.  These workers are subject to a tax or are receive 
a negative subsidy, while, in general, the affiliates with higher contribution densities, and usually 
with higher incomes, receive subsidies that can be significant (Figure IV.B.1 ). 
 

Figure IV.B.1 
Implicit taxes/subsidies in DB schemes, by contribution density   

Average salary, in thousands of USD  
2014 PPP  

 

 
          

Source: Altamirano (2018). 

 
What occurred in Argentina during 2005-2008 is another clear case of pensions being granted to 
people who comply with minimum requirements, the financing of which led to the nationalization 
of pension funds; i.e., via the diversion of contributions to the PAYG pension system.  In the end, it 
was yet another consequence of the reversal of the 1994 reform that created the Argentine 
individually-capitalized pension system. 
 
Another risk that collective property rights pose to fund participants is the loss of savings when they 
fail to meet in-system requirements.  Many who do manage to comply, often face other penalties 
due to regulatory parameters.  This is precisely what has happened in Peru’s SNP national pension 
system. When Pension Oversight Administration (ONP) enrollees fail to meet the 20-year 
contribution period minimum they are cut off from all the withholding taxes they have accrued 
within said PAYG pension system.  As one might expect, should an individual die, there is no means 
by which their rightful heirs can receive these assets.  Here again, when stripped of their individual 
property rights within a pension framework, everything they put into the system is divided up 
between all enrollees.  In order to address the COVID-19 pandemic and facilitate withdrawals from 
the individually-capitalized pension scheme, a bill is currently before the Peruvian Congress that 
would remediate this situation.  Similar legislation is underway in Colombia, which is aimed at 
reforming its defined-benefit, National Pension Scheme (RPM).  In this case, however, accrued 
withholding taxes are returned to workers; although return on investment is not. 
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Additionally, collective financing of pension funds does not allow enrollees to choose a particular 
investment strategy which suits of their personal characteristics and preferences. Unfortunately, 
the vast majority of PAYG pension schemes also fail to assign individuals to a particular risk profile 
based on factors such as age or income level, in order to reduce risk levels.  Prohibiting individual 
property rights is also a clear impediment to competition within the pension fund sector, whereas 
switching between pension fund managers is more complex due to a scenario in which individual 
accounts do not exist; instead, workers possess individual pension rights.   
 
The combination of these constraints and risks increases the probability of an individual failing to 
receive a pension, and also tend to limit their options in terms of the ways in which they can 
remediate pension adequacy shortfalls through means such as voluntary retirement savings 
accounts. 
 
Finally, it is important to note that evidence is growing with regard to increased levels of awareness 
and appreciation of individual property rights on the part of individual capitalization fund 
participants. In Chile, a survey conducted by CADEM (2019) shows that the percentage of people, 
who agree that increases in employer contributions should be deposited – in their entirety – into 
workers’ individual retirement accounts, rose from 52% in 2016 to 76% in 2019.  The CONSAR points 
out that proposals aimed at State-run administration of private pension funds generated an 
immediate and quantitatively significant reaction in the media and social networks (CONSAR, 
2020a).  Additionally, it notes that many Mexicans have made clear their dissatisfaction with this 
type of approach, and that this is because a high percentage of SAR affiliates feel that the balances 
of their individual accounts are their individual property and view them as private assets.  In Peru, a 
survey conducted by IPSOS in June 2020, regarding the creation of a commission in Congress to 
propose a reform of the pension system, concluded that 83% of the population wants to own their 
assets – that is, continue with the individually-financed pension system – and only 14% indicated 
that their contributions should go into a large, collectively-financed scheme. 
 
Individual ownership of retirement assets and fund participant perceptions of assets have clear 
implications for pension systems.  However, as noted in Section III.I, these issues are also potentially 
determinant in terms of labor markets, worker productivity, wages and employment.  In light of the 
foregoing, it is rational to expect that these factors have a strong correlation to increases in pension 
system participation and contribution rates. 
 
Authorizations to withdraw mandatory pension savings have appeared in the Peruvian pension 
system in recent years, as well as the withdrawal proposals presented in several countries in the 
region, show that individual property rights do not guarantee that savings in individual accounts are 
not used for purposes other than pensions; i.e., the purchase of homes or to address emergencies.  
However, they do guarantee that retirement assets are used benefit their rightful owners and their 
families, and that implemented measures are publicly processed and discussed. In any case, based 
on these experiences, constitutions and legislation need to be reviewed to ensure that future assets 
are used for the ends for which they were intended, and that other instruments are designed to 
address other needs or contingencies. 
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ii. Centralized, State-run administration versus private-sector competition 
 
This report has delineated many of the advantages that private-sector pension managers possess 
vis-à-vis centralized, State-run pension monopolies. In this section, several of these benefits will be 
analyzed in further detail. 
 
First, under a competitive private administration, different that provide services of both in terms of 
the management of workers' accounts, as well as for the proper investment of their assets, in 
accordance with the legal regulations in force in each country.  Therefore, workers and pensioners 
have the option of choosing the institution that suits their preferences, according to the services 
(and costs) on offer.  However, under centralized public management, a government entity 
performs these tasks as a monopoly.  This implies that workers and pensioners lose their freedom 
of choice.  The damage to consumer welfare caused by monopolies is well documented in the 
literature, due both to a lack of incentive to offer quality services and because monopolies innately 
have the power to set prices above prices that would exist in a competitive marketplace.  45 
 
Second, private pension fund managers are heavily regulated and supervised by the State.  Table 
IV.B.1 shows the regulatory agencies operating in pension sectors throughout Latin America.  As in 
the case of Chile, Costa Rica, Mexico and the Dominican Republic, federal regulators are often 
limited to pension sector oversight. However, in many cases, such as Colombia, El Salvador and Peru, 
sector oversight is performed by regulatory entities that oversee their nation’s entire financial 
system. Others, such as Bolivia, Honduras and Panama utilize other regulatory paradigms. 
 
Uruguay is the only national context in which the Central Bank regulates the pension sector. 
However, in a centralized State-run scenario, it is the State who is the judge and jury.  This clearly 
puts at risk the objectivity of the oversight and monitoring work performed by a State-run pension 
administration entity. 
 
Thirdly, investment decisions under competitive private management must comport with relevant 
regulatory constraints. Fund managers must comply with investment caps in terms of asset classes 
and issuers.  For instance, Mexico also utilizes limits on portfolio risk. Likewise, investment in assets 
of companies related to a given pension fund manager is strictly limited.  A State-run, monopolistic 
administrative entity involves an inherent risk in terms of conflicts of interest in investment 
management, which can favor, for example, investment in government debt, or turning pension 
savings into the “petty cash” of the government in power. Controlling the investments of a State-
run entity is more difficult due to the mixture of roles fulfilled by the State, as mentioned in the 
previous point. 

 
 
 
 
 
 
 

 
 
45 Following the publication of the seminal study by Harberger (1954), who estimated that the welfare loss from 
the existence of a monopoly in the United States was between 0.1% and 1.0% of GDP, several publications 
documented how monopolies negatively impact consumers. For example, Schwartzman (1960), Worcester 
(1973) and Keith and Muller (1978), more recently, Seim and Waldfogel (2013). 
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Table IV.B.1 
Latin America: Private pension sector oversight 

as of December 2019 
 

  Specialized Unified 

  Central Bank Superintendency Other entity 

Bolivia        APS 

Chile  Pension 
Superintendency 

      

Colombia     Financial 
Superintendency  

  

Costa Rica  Pension 
Superintendency 

      

El Salvador      Superintendency 
of the Financial 

System 

  

Honduras        CNBS 

Mexico  CONSAR       

Panama        CONAVAL 

Peru      SBS   

Dominican 
Republic  

Pension 
Superintendency 

      

Uruguay    Central Bank of 
Uruguay 

    

 
APS: Autoridad de Fiscalización y Control de Pensiones y Seguros 
CNBS: Comisión Nacional de Bancos y Seguros 
CONSAR: Comisión Nacional del Sistema de Ahorro para el Retiro 
CONAVAL: Comisión Nacional de Valores 
SBS: Superintendencia de Banca, Seguros y AFP 
 
Source: FIAP. 

 
Another major benefit of individually-capitalized pension frameworks is that private pension fund 
administrators offer full transparency to fund participants in terms of the amount of retirement 
wealth generated in an individual account, return on investment and management fees. Throughout 
Latin America, private fund managers are required by law to provide detailed financial statements 
to fund participants on a regular basis.46 Additionally, managers must inform federal regulators with 
regard to the investments they have made, as well as any broker fees incurred. International 
evidence shows that centralized, State-run social security entities involve less transparency in terms 
of even the most basic of parameters and indicators such as system operation and results. For 
example, Urbiztondo (2020) asserts that the information provided by ANSES on the Sustainability 
Guarantee Fund (FGS) it operates in Argentina is very scarce. The entity fails to provide aggregate 
values by asset class, and no data in terms of the valuation of FGS positions within said classes. 
 
In Peru, the Peruvian Social Security Institute (IPSS) was formerly in charge of the pension and public 
health system. IPSS management involved major deficiencies in personnel management and poor 

 
 
46 For further details, see section II.F as well as comparative studies on regulations by FIAP (2020), Table 10.1. 
Available online at: http://www.fiapinternacional.org/wp-content/uploads/2016/01/Table-10.1_Dec.-2019.pdf   

http://www.fiapinternacional.org/wp-content/uploads/2016/01/Table-10.1_Dec.-2019.pdf
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human resource practices, such as its excessive hiring that led to two major hikes in the number of 
personnel on staff. While in 1980, personnel total 20,000, by 1985 the figure had rose to 31,000. In 
1989, the figure had increased by another 10,000 to over 41,000 individuals on staff.  Indiscriminate 
increases in salaries generated an exponential increase in payroll spending that, according to Vega-
Centeno & Remenyi (1996), generated an increase from 25% of the IPSS budget in 1980 to 34% by 
1989. 
 
Finally, as shown by Jackson et al. (2015), there is ample evidence that the long-term returns 
obtained on investments by the private sector are almost always higher than those achieved by 
public social security administrators (Figure IV.B.2). 

 
Figure IV.B.2 

Annual average real rate of return of AuM 
1994 to 2014 

 
Estimate based on statistical data on nominal rate of return. 

 
Source: Jackson et al., 2015. 

 
iii. Defined benefits 

 
The ex-ante definition of long-term benefits, such as pensions, involves significant risks. In the first 
place, there is the risk that resources necessary to grant benefits when workers retire will vary over 
time vis-à-vis variations in interest rates, life expectancy and the variables utilized to calculate said 
benefits; typically, the average wage earned during a given contribution period, and the quantity of 
contribution periods accrued. 
 
In a competitive setting, this risk translates into a need on the part of firms endeavoring to finance 
payouts to commit high volumes of capital, which are sufficient to cover the benefits and ensure the 
payment of same over the long term. This, in turn, leads to a demand for higher returns to offset 
the associated risks, generates barriers to new entries into the pension sector, and limits 
competition. 
 
In a context of public administration programs or programs financed by companies, the State or 
employers are the guarantors of benefits, who must finance the financial imbalances that occur as 
a consequence of an unexpected evolution in the key variables that determine the financing 
required to pay out benefits. This implies that the pensions granted to enrollees of different 
generations are highly dependent on the financial standing and solvency situation of the programs 
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and their guarantors; that is, the State or employers. There is, therefore, a high risk that benefits 
and their conditions will alter vis-à-vis an unfavorable evolution in interest rates and/or 
demographic trends, as has occurred in many defined benefit systems around the world. In fact, 
even in the Netherlands, an internationally-renowned leader in pension systems, an agreement has 
been reached to transition from collective funds with defined benefits to individual account 
systems, in which pensions depend on the savings made and the returns obtained.  
 
Additionally, experience shows that State-run, defined-benefit, collectively-funded pension systems 
seem to be an especially attractive target to political interests seeking to modify benefit formulas in 
order to ensure certain groups within society are cut off from pension benefits.  Whereas the State 
serves as guarantor of said payouts, it has a responsibility to ensure that individuals who paid into 
a given pension system all of their economically-active years receive a payout upon retirement. 
Thus, it might be said that PAYG pension systems tend to generate social inequities, and that the 
losers in these scenarios are the sectors of societies who possess the least amount of political power. 
 
This disconnect has significant negative effects. The Central Bank of Chile (BCCH, 2017) points out 
that the disconnection between pension payouts and withholding taxes – or, for that matter payouts 
in contributions to individual retirement accounts – "creates incentives to corrupt the system, 
avoiding withholding taxes and contributions and falsifying rights to benefits". The Central Bank 
adds that a possible solution to this problem is to establish an ex-ante rule that limits benefits.  
However, it warns that the fact that the strong ex-post incentives to violate the rule must not be 
overlooked. Indeed, the Central Bank study asserts there is evidence that political pressures arise 
when systems fail to deliver on promised benefits.  In light of the foregoing, legislating a federal 
regulation in and of itself is not usually sufficient to guarantee overall system sustainability. This risk 
is greater when the State is the guarantor of payouts, which is the case in most PAYG pension 
systems.  This is because it is easier to obtain ex-post resources to increase the amount of benefits. 
 
In practice, sustained political pressure for better benefits makes payouts increasingly unsustainable 
as the number of pensioners increase. Severe financial and solvency crises are generated, which 
have been faced by transferring costs to enrollees through changes in withholding parameters and 
benefits-eligibility criteria. There are many countries with PAYG pension schemes and defined 
benefits that have had to adjust contribution rates, pension ages, or the amounts and conditions for 
receiving benefits. Spain, for example, was spending no less than 12% of GDP on pensions in 2016 
to pay average replacement rates of 79%.  However, financial imbalances will generate a sharp drop 
in benefits, with the replacement rate expected drop to 46% by 2060. This situation is repeated, at 
different magnitudes, in the vast majority of public pension systems throughout Europe. This shows 
that the promise of defined benefits is a mere illusion, and that a young worker entering this type 
of system will receive a different benefit than that promised, and face high degrees of uncertainty. 
 
This risk of reduced benefits in PAYG pension schemes steadily increases as the populations covered 
by the schemes age and the costs of paying the promised benefits increase. Furthermore, unlike 
market risks, there are no proven strategies to minimize the political risk of the adjustments made 
to PAYG pension frameworks. When workers are stripped of their individual property rights, benefits 
are contingent on the fulfillment of a social contract that can be modified at any time (Jackson et 
al., 2015). 
 
In terms of the social inequity generated by PAYG pension schemes, there is ample evidence of this 
problem in the number of national contexts. For example, Colombia and Peru are both attempting 
to address the issue.  In the Peruvian case, the definition of benefits in the national PAYG pension 
system penalizes women, lower-income workers, and the most vulnerable in society. This is because 
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it is extremely difficult for these three sectors to comply with the 20-year contribution minimum 
needed to receive a payout. The problems, however, do not end here.  The formula to determine 
benefits contains important intergenerational biases, which work against the latest generation of 
Peruvians entering the workforce. For example, payouts for individuals accruing between 20 and 25 
years of contributions are calculated based on the average income of the last five years prior to 
retirement.  Peruvians achieving 25 to 30 years have somewhat better terms: the average income 
of the last four years. For individuals accruing more than 30 years of contributions, the average 
income of the last three years is utilized (IDB, 2019). These types of formulas generate tremendous 
problems in terms of payout equity, whereas they comprise a major incentive for Peruvians to under 
declare income during the majority of their economically-active period, and over declare wages 
prior to retirement.  

 
iv. Notional accounts 

 
In nations such as Poland and Sweden, notional accounts have been implemented in mandatory 
contributory pension systems. Instead of generating retirement wealth, these frameworks only 
permit individuals to generate pension rights.  Worker and employer contributions made during an 
individual’s career are capitalized at a notional return rate. Payouts are then calculated based on 
the notional balances accumulated in the individual accounts, which are adjusted vis-à-vis 
demographic trends and interest rates. 
 
For example, in Sweden the notional return of the individual accounts is the rate of change in 
covered average income, adjusted via an automatic stabilizing mechanism deigned to keep the plan 
in financial equilibrium. Upon retirement, affiliates receive an annual annuity calculated based on 
the notional individual account balance and life expectancy (Palmer, 2004).  
 
The implementation of notional accounts is a significant advance vis-à-vis defined-benefit systems, 
whereas they are essentially defined-contribution frameworks which generate a close a stronger 
correlation between accrued contributions and payouts.  As stated, they also adjust benefits based 
on variations in labor, demographic and/or financial indicators. In this way, the impact caused by 
said variables on the financial state of the system is reduced because potential variations are simply 
factored into the calculation of benefits. Many other European countries have advanced in this same 
direction, albeit by extending the number of contribution periods that are considered for the 
definition of benefits. 
 
However, notional accounts are not immune to pressure from specific sectors within society to skew 
the notional account variables, payouts and/or eligibility criteria. This, in addition to that gap 
between notional and real returns on investment, has the potential to jeopardize the long-term 
sustainability of a given system; i.e., said scenario might drive a transition to lower notional interest 
rates. Furthermore, the complete lack of individual property rights and the fact that the schemes 
comprise State-run enterprises, make them equally susceptible to the problems analyzed in the 
previous sections. At the end of the day, individuals involved in notional account schemes also run 
the risk of losing all assets accrued in their individual accounts. 
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