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FISCAL EFFECTS OF
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I want to thank the organisers of this Conference and particularly
our hosts who succeeded in creating a very fruitful atmosphere for
productive work, as well as an environment where we could enjoy
the beautiful city of Varna. It is a real pleasure to be here.

In my presentation I am going to speak about the fiscal aspects
of the pension reform and before starting the topic, I would like
to define some of the elements which are usually found in
pension reform, even though not every reform contains all these
elements.

Almost all reforms require transition from one system of defined
benefits to defined contributions. This change means that the size
of pensions is bound to the contributions made throughout the
whole life, but there is also a risk which is transferred from the
state to the individuals. This is the so-called “longevity risk”
which means that the financial burden originated in increases in
life expectancy at the retirement age will be borne by individuals
instead of the government.

Another common element in pension reform is the transition from
state managed funds to privately managed pension funds. In most
traditional systems there is a common pool of funds, and there is a
move from there to one based on individual accounts. Usually, in
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the old systems, there is no independent supervision on how the
government manages pension funds. Pension reform entails
putting in place a supervision system to oversee the way the
pension contributions are used and so there is a shift to a system in
which the state regulates and controls the private company funds
and the public company funds as well.

From the fiscal point of view there is also a major change. There is
a shift  from implicit  fiscal commitments to open fiscal
commitments, usually with some mechanism to provide a
solidarity pillar or the social pension, as we heard from the
previous speaker.

All the previous changes have to do with regime changes. But
from a policy point of view, there are also key considerations
dealing with the transition from one system to the other. There is a
whole generation of workers with contributions in the old system
who might move to the new one, and special provisions must be
made in order to respect key rights implicit in the old social
contract. This is the generation which is working at the time of
transition and will not retire under the rules of the old system.
They will retire under the rules of the new system. Governments
must make a commitment to compensate this generation so that the
reform may proceed. This is not only a political requirement, but
also is essential for the fairness of the reform process.

When looking at the fiscal effects of the pension reform, we have
to be aware that the fiscal effect depends largely on the
perspective that we use. In most countries the budget system has a
one year time horizon. This means that for budgetary reasons we
have to take into account annual cash flows.

When looking at cash flows we have to distinguish several effects,
both long-term and for the transition period. First of all, state
revenues fall as a result of the transfer of the workers who were
contributing to the state system to the new system of individual
accounts.

Second, the fiscal costs rise as usually the number of people
retiring from the old system increases due to demographic reasons.
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In addition to this effect there is the delayed cost of recognizing
contributions to the old system by the workers in the transition
generation. In the case of Chile this was done through the so-
called “recognition bonds”. One practical problem here is the
adequate accounting of the fiscal commitments due to these bonds.

Third, the new system usually introduces some reinforcement of
the first pillar, either through a Minimum Pension Guarantee by
the state, or a Universal Basic Pension funded by the government,
and/or subsidies to promote contributions by special groups
(independent workers, the youth, etc.). If this is the case, it will
entail higher fiscal commitments in the long term that will have to
be factored into the projected cash flows.

As a result of all this, in the first 20, 30, or even 40 years, costs
could be very extensive, as shown in Figure 1, based on the
Chilean experience. As we can see there, even after 20 or 25 years,
the government has to devote about 3 to 4% of GDP to the pay for
pension commitments, either with the old system or the transition
generation.

Figure 1
CHILE: CASH FISCAL COSTS 20 YEARS AFTER THE REFORM

(% OF GDP)

Source: Prepared by the author.
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Figure 2 shows a typical time-path of fiscal cash flows during the
transition phase, distinguishing between the ex-ante path of
benefits for people who remains in the old-system from an
hypothetical ex-post path. The Chilean experience shows that it is
very difficult for the political authorities to keep frozen the
benefits for those workers over time, and so political pressure for
increased benefits for this group will arise from time to time. This
also presents a major political risks, due to time inconsistency:
people who moved from the old system to the new one might find
out –ex-post - that they made the wrong decision due to these
unplanned increases in benefits for those who stayed. This might
express itself as pressure to come back to the old system,
extending the transition period and increasing fiscal costs.

Figure 2

So much for the cash flows of pension reforms. From an economic
point of view, what really matters, if capital markets function
properly, is the net change in Fiscal Wealth originated in the
reform of the pension system. In theory, if the government has
access to financial markets, any cash deficits could be easily
financed if the net worth of the government increases in the long
term, especially if an unsustainable set of fiscal commitments is
replaced by limited ones that are viable.

Source: Prepared by the author.
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First of all, in the old defined-benefit system there is an implicit
commitment to the present and future generations entering the
labour market: current workers will fund pensions for those who
reach retirement age, either through their contributions to the
Social Security System or via increased taxation. Policy makers
have to balance commitments made to the older generation and the
new ones entering into the labour market. A change in regime from
defined benefit to defined contribution usually entails the
disappearance of the implicit debt of the government with future
pensioners. However, the transition costs usually imply a negative
cash flow when making a transfer from state to the private system,
so that the explicit public debt is likely to increase.

However, the defined contribution system with limited fiscal
guarantees usually is fiscally solvent, once the new regime is
reached after the transition. Under this assumption we can expect
that total debt reduction will start at a certain stage.

If we go back to the previous figures, based in the Chilean
transition process, we see high fiscal deficits due to the transition
costs over a long period of time. In this particular case, these
figures are in the range of 3 – 4 percent points of GDP. From the
view point of the cash flows, this is a very high value. However, if
we look at the changes in the net worth of the public sector, once
we include the present value of the implicit pension debt of the old
system a completely different picture emerges. What we observe,
as shown by a study made by the World Bank, is a drastic
reduction of the fiscal commitments to the retired people. The net
worth of the public sector increases with a well-designed pension
reform.

This brings us to the following idea: in the long run, whether we
do the pension reform or not, we will have a very serious fiscal
impact. However, given the path of the demographic transition in
most countries, as well as the design of the defined benefits
system, not doing the reforms entails a growing fiscal implicit
debt, that at some point along the road will become explicit,
leading public finances into an unsustainable path. If the new
system is fiscally solvent, countries should be able to finance the
transition and the improvements in the solidarity pillar. If the latter
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are not designed taking into account good actuarial projections, as
well as the political incentives behind the specific design, then the
new system might not be fiscally sound after all and this will
impede the financing of transition.

Now let us review some of the main practical fiscal issues for
pension reform.

First of all, there are major cash flow deficits during the long
period of transition. How shall we finance them?.

There are governments with weak public finances that will surely
find very difficult to raise additional money to finance the
transition period. What we have often seen in Latin America is that
governments will have to issue new debt, that will be purchased by
the recently created private pension funds. This will make them
extremely vulnerable to the evolution of public finances.

There is one important accounting issue here that we have to bear
in mind. This has to do with the proper accounting of the so-called

Figure 3
CHILE: PENSION LIABILITIES IN 2050

(% GDP)

Source: Prepared by the author.
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recognition bonds, which are a frequent feature of the transition
mechanism in reforming countries.

The usual way in which the IMF treated recognition bonds merged
interest and capital expenses, and treated them as current fiscal
expenditures, computed “above the line” (i.e. adding the total
amount to the fiscal deficit). If we look at Figure 4, based on
Chilean data, this is represented by the dark brown – full – line.

Figure 4
ACCOUNTING FOR THE FISCAL IMPACT OF BR (CHILE)

We can see an inverted “v” curve peaking at about 25 years after the
reform, and this represents a very high percent of GDP (1% +). This
is due to the fact that the recognition bonds maturity is coming.

The light grises curve, which has a very special form, is the
change in the accumulated funds from the recognition bonds. At
the end of the 80’s, and the beginning of the 90’s, a large number
of recognition bonds that had been accumulated but not actually

Source: Prepared by the author.
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emitted were recognised, which bought about an increase of
almost 0.5% of the “GDP”. This is the “outstanding debt” in
Recognition Bonds, which under normal accounting procedures
should be considered as a liability, and thus computed “below the
line”.

The dark grises curve shows accrued interest and they should be
computed “above the line” as any interest payment accruing from
a normal debt. Please keep in mind that this will have a major
short-term impact in the transition face, even though it might
decline quickly as the transition generation reaches retirement
age.

In the Chilean case an agreement with the IMF was achieved in the
early 2000s, in the context of a move from cash accounting to
accrual accounting in public finances, under the new guidelines
defined by the Fund. This was very fortunate for the Chilean
government, because accrued interest payments were not
accounted for as public spending during the phase in which they
were very high.

Going back to the original question on how to finance the
transition costs, there are several alternatives to consider.

One option used by some countries has been the privatisation of
public enterprises. When the state sells assets, it gets a lot of
money back but if there are no clear rules about how to proceed
with this windfall, there is a very high risk of using these
temporary revenues to finance new –permanent– expenses, and as
a result of this process generating a permanent worsening of the
fiscal position. In any case, privatization could be helpful and
could replace part of the cash revenues lost in the pension reform
transition, but this will happen only if the money from
privatization goes to the public sector. In Bolivia, for example,
part of this money was distributed amongst the retired people and
did not help to improve public finances there.

Devoting part of the windfall to finance transitory fiscal deficits
due to pension reform might be a superior way to use these
revenues. But privatization and pension reform are different
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processes, both using a lot of political capital and they might
coincide, but should not be made precondition for the other.

If privatization proceeds are not available, where do we find the
resources to fund the transition?. In many developing and
transition countries, domestic capital markets are too small to
provide enough funding of the fiscal cash deficits resulting from
the pension reform. This leaves only foreign financing, which
carries serious currency mismatches. But still many governments
have used international borrowing to finance the transition, which
brings about some serious fiscal risks. However, if the fiscal
situation improves in the final analysis due to the pension reform,
it is in the interest of creditors –and multilateral organizations too–
to secure enough cash flows to finance the fiscal costs of the
transition. Cash flows should not be the main restriction to carry
out pension reform, but this requires a sound design and credible
actuarial projections to prove to potential financiers.

To finish the issues concerning the financing of the transition
between old and new pension systems, let me mention briefly two
practical lessons from the Chilean experience: one positive, the
other negative.

On the positive side, one of the most remarkable features of the
Chilean reform is that the fiscal consolidation was carried out
before the pension reform during the 70’s. Preparatory fiscal
adjustments were carried out in advance of pension reform, which
prevented the need for deficit financing, something that proved
providential, given the fact that the Debt Crisis blew up right after
pension reform.

There is also a very practical (negative) lesson from the Chilean
experience: The administrators of the old system were not capable
of creating a register and of collecting accurate data on the accrued
rights for the transitional generation. This created really chaotic
situation for the issuing of recognition bonds. There was too much
uncertainty about the number and size of recognition bonds accrued,
and that has been reflected by the fact that even today, 25 years after
the reform, the state agency in charge –INP– is still issuing
recognition bonds at a rate of about 20 thousand per year.
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In addition to this problem, there is no information available about
the demographic characteristics of the owners of the recognition
bonds, making very difficult to project the expenses associated to
them.

A second issue, which is part of the debate, is the social impact of
pension reform. This involves pensions in the first pillar
associated with the reform. This is very important because, as we
heard yesterday in the presentation by Agnieszka Chlon-
Dominczak, this is a political process. In a democratic society we
should be able to guarantee a certain level of income to the poorest
people. They should be protected in their old age, so that together,
with the normal reform of a defined benefit system and its
replacement by a defined contribution one, there should be a
strengthening of the solidarity pillar as well, especially in those
countries with low pension coverage and extended informality in
labour markets.

One way to proceed could be to estimate the change in net fiscal
wealth after the transition period, on the basis of no changes to the
solidarity pillar. After we know the final fiscal position we can
have an estimate of how much capital would be available for the
strengthening of the solidarity pillar, and design the latter
accordingly.

Agnieszka spoke yesterday and mentioned that the structure of the
first pillar is very important for the incentives in the labour market
and especially for the transition of the workers from the informal
to the formal labour market. We believe that this should be borne
in mind but this is not always the case.

Another problem that has emerged has to do with the Minimum
Pension Guarantee (MPG). Original fiscal projections for expenses
on this item were much higher than the actual realizations, even
though the unit value of the MPG has risen much faster than
envisioned in those projections. In fact, what happened was that
very few people succeeded in completing 20 years of contributions
required to get access to the MPG. This also impacted replacement
rates, because density of contributions is a key parameter
determining the size of the individual pension fund.
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Some countries have built social insurance networks for the old
age, using non-contributory pensions. This is very important,
especially for the poorest people who have severe problems to get
access to the formal labour markets. They might be necessary, but
create incentives for the poorer workers not to contribute to the
system and remain in the informal sector. As long as part of the
beneficiaries could have financed part of their pensions, this will
have a negative impact on public finances, raising the pension bill
in the long term.

The last issue that I would like to address has to do with the
portfolio of investments by the pension funds.

Figure 5 shows the composition of the investment portfolios in the
Latin American countries that introduced major pension reforms in
the recent decades. There are several important issues to remark
upon.

Figure 5
PENSION FUNDS PORTFOLIO COMPOSITION (JUNE 06)

In countries like Argentina, Bolivia, Costa Rica, El Salvador,
Mexico and Uruguay, we see excessive concentration of
investments in domestic public debt. For example, in Argentina,

Source: Prepared by the author.
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almost 65% of the pension funds are invested in public debt. This
is a result of a combination of private decisions as well as of
government pressures at a time of financial distress. Affiliates to
the private pension system will bear part of the cost of the default
of Argentina’s public debt.

Excessive reliance on private banking might be a problem too.
Chile went through a major banking crisis in 1983 - 84 and the
government had to provide guarantees for bank depositors to
prevent an even greater crisis. This was a very expensive
undertaking, but the government felt that the new pension system
survival would have been compromised otherwise, since the crisis
happened just two or three years after the system was introduced,
and the pension funds held a large fraction of their portfolios in
bank deposits. Figure 5 shows that in the Dominican Republic the
whole portfolio is invested in bank deposits. Probably you know
that the Dominican Republic suffered a major banking crisis a few
years ago, due mostly to poor banking regulations and practices.
As a result of that, the government had to issue guarantees so that
at the end, because of excessive concentration in one sector,
pension funds ended up investing – indirectly - in public debt

Final comments

Probably the most important lesson we have learned from the
Latin American experience with pension reform is that the strength
of the newly created system depends critically on the fiscal
performance of the governments. Those who have carried out
pension reform expecting to avert a fiscal consolidation have
ended up with weak pension systems due to the concentration of
their portfolios in public debt. On the other hand, those countries
able to consolidate public finances in advance of pension reform
have been able to increase overall domestic savings and develop
deep and sound financial markets, enhancing their growth
prospects.

On a very practical note, I want to stress the importance of good
institutions to rely on the management of the funds during the
transition, as well as for supervision. The government must also
make sure of the existence of good registers for all people
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involved in the transition for all the accumulated funds. If there
are no institutions to manage this type of data we might have very
serious errors and distortions and we have observed this in many
countries.

What we know for sure today is that the original first pillar, the
social insurance to provide a minimum income security in old age
might turn out to be insufficient due to labour market informality.

One important point from the Chilean experience: The number of
people who transferred from the old to the new system was much
higher than originally expected, which meant a higher fiscal cost
for the transition, but on the other hand gave a stronger legitimacy
to the new system.

And, at last, I would like to say, that one thing that we have
learned from the experience of reforming countries, is the great
flexibility embedded in the defined contributions systems. They
have all the mechanisms and incentives in place to take care of key
issues like increasing life expectancies, for instance. This is a
crucial feature of these systems that has not received all the
attention it deserves, especially now when there is a very real
“risk” of dramatic changes in life expectancy due to all the
scientific advances and material progress we are witnessing all
across the world.




