
89

IMPACT OF THE REFORMS:
A GLOBAL VIEW
JONATHAN DAVIS ARZAC1

1 Jonathan Davis is an economist at the Universidad Nacional Autónoma de México (UNAM) and has a 
Master’s degree in Economics of Development from the University of Sussex in the United Kingdom.  Mr 
Davis was lecturer in International Trade, as well as Monetary Theory and Policy, at the National Economics 
School of the UNAM.  He currently works as regional vice-president of Administration and Strategic 
Planning at ING Latin America, where he forms part of the Executive Committee of ING Mexico, and is 
responsible for strategic planning in Latin America.

C
H

A
P

TE
R

 II
.

LE
SS

O
N

S 
FR

O
M

 T
H

E 
R

EF
O

R
M

S



90

C
H

A
P

TE
R

 II
.

LE
SS

O
N

S 
FR

O
M

 T
H

E 
R

EF
O

R
M

S

INTRODUCTION

In Latin America there are already about thirty countries that have carried out 
substantial reforms to their pension systems in the last two decades.  These processes 
were characterised by a change in models: from a system based on defined benefits 
(Pillar I) to one of defined, individual, mandatory contributions (Pillar II) and an 
additional one of individual, voluntary contributions (Pillar III).

It is important to emphasise that these reforms are relatively young and are not 
static, because they are constantly under scrutiny from the industry and regulators.  
We are well aware that, despite having achieved certain advances, there is still 
no substantial solution in sight to the problem of how to provide more extensive 
coverage to the whole population, so that when people reach retiring age, they can 
retire with a reliable flow of income, sufficient to allow them an adequate standard 
of living.

It is also interesting to observe the degree of penetration achieved by the pension 
systems in Latin America and in some of the European countries, since it is obvious 
that a great area of opportunity still remains open.  As may be seen in Figure 1, 
there are huge differences in terms of the size of these pension systems compared 
with their GdP, without taking into account the dates when the reforms came into 
effect.

It is clear that through these latest generations of reforms, individuals have been 
made more aware and more responsible for seeking a better way of facing their future 
by paying regular mandatory and voluntary contributions into their individual 
accounts during the accumulation stage.  Making a comparative analysis, we can 
see that the countries of Latin America are among those that are furthest behind 
with regard to the creation of voluntary savings accounts.  By contrast, countries 
with higher levels of development have more flexible and innovative systems that 
enable firms and their workers to implement tailor-made pension plans that meet 
their needs more effectively.
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The final outcome that should be achieved by the reforms implemented so far is 
hard to judge and measure today, because they are characterised by being relatively 
young systems in which the beneficiary population has not yet reached retiring age.  
For this reason, we shall not really be able to evaluate their true effect until some 
twenty or thirty years from now.  Mexico is an example, since the reforms were only 
enacted in 1997, meaning that it is too early for workers to begin to retire.

We describe below some of the vulnerabilities shown by the defined benefit schemes 
that depend on Pillar I and which were precisely what led to the implementation of 
the second and third pillars.  Later we shall refer to the benefits obtained through 
the reforms and end by mentioning some of the challenges confronting the present 
systems, which will need attention in the future.

I.  VULNERABILITIES OF DEFINED BENEFIT SCHEMES

On analysing the systems that depend on defined benefits, it is possible to conclude 
that most of them have caused nations great financial problems.

Public finances in these countries were producing larger deficits every year.  The 
government faced greater debts to pensioners as it became evident that there were 
insufficient accumulated reserves to meet those commitments.  Governments found 
themselves with important shortfalls when the time came to guarantee and provide 
the promised benefits.

FIGURE 1
FUNDS UNDER MANAGEMENT IN RELATION TO GDP (2006)

SOURCE: OECD, PENSION MARKETS IN FOCUS 2006
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Those shortfalls caused a deficit to be incurred in government accounts, which was 
funded by sale of debt and allocation of resources from the collection of taxes.  This 
caused greater distortions and a more pronounced imbalance in public finances.

“Welfare-ism” was a characteristic of the systems supported by Pillar I, which 
depended exclusively on state funding: mainly those existing in Central and 
Eastern Europe.  The models lacked long-term sustainability as a natural result of 
experiencing ever-widening gaps between the growth rates of the retiring population 
and the economically active one.

The pay-as-you-go systems with defined benefits suffered a loss of credibility among 
the population as replacement rates began to fall.  Evidence of people’s unhappiness 
with the defined benefit systems were the high rates of transfer of members who, 
given the opportunity, decided to move from the old system to the new one (over 
80% in Chile and over 50% in Colombia and Peru).

As a result of this unsustainable situation, the moment finally came when 
governments had to accept that they had shortfalls and had no option but to reduce 
the promised benefits, to the detriment of the retired population, because those 
adjustments were made ex post, which left beneficiaries with no choice and in a 
more precarious position.

Sovereign governments had demonstrated their limited ability to manage pension 
funds.  In most countries, it was seen that regulation and supervision had been 
weak and inadequate, and that it was characterised by lack of transparency and 
accountability.

It was therefore necessary and indispensable to design a new system that would be 
sustainable in the long term and would respond more effectively to the changes in 
population trends.  These confirmed that the birth-rate was falling, meaning that 
families on average had fewer members, and also that, thanks to progress in medical 
science and medicine, it had been possible to reduce mortality and therefore extend 
the longevity of the population (see Figure 2).
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FIGURE 2
WORLD POPULATION PYRAMID

SOURCE: INTERNATIONAL CENSUS DATABASE, WORLD BUREAU INTERNATIONAL POPULATION

II.  POSITIVE EFFECTS DERIVED FROM THE REFORMS

The need to develop the second pillar arose in part from the desire to alleviate the 
fiscal load that had landed on the government with the change from a defined-
benefit system to one of defined contributions.  The third pillar was implemented 
in the attempt to increase members’ savings, so that they would be able to increase, 
during the accumulation stage, the net worth that would be available to them on 
retirement.
 
In this sense, the reforms of the pension systems in recent years have contributed to 
a large extent towards correcting many of the “defects” observed earlier, making it 
possible to advance in terms of efficiency and transparency in the management of 
the funds.

The innovative system of defined contributions created a space for the rise of new 
financial intermediaries, the pension fund administrators (AFPs)2 which made for 
higher levels of efficiency and competition in the industry.  The worker acquired 
greater freedom by having the option of choosing and changing AFP, depending on 
the commissions, performance and record shown by each company.

2 In Mexico they are known as Afore (administrators of retirement funds).
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Given the greater degree of competition produced in the markets, the commissions 
that AFPs charge their members have gradually been falling.  In the case of Mexico, 
the Afore industry was born with an extremely high commissions scheme which 
affected the members’ capital; those commissions were applied not only on balances 
but also on flows and came to represent up to 30% of the amounts that the workers 
contributed month by month.  This situation has fortunately been corrected over 
the last few years.

We have also been able to prove how these reforms have contributed decisively 
to expanding the supply of new financial instruments and extending their life to 
maturity.  This fact has had a positive effect on the growth rates of the economies, 
because the investments channelled through the Afores in Mexico have contributed 
towards funding the basic economic infrastructure, by making long-term savings in 
local currency available.

In Mexico, investments made by the Siefore3 in debt instruments issued by 
corporations increased from US$356 million at the end of 1999 to US$83,000 million 
in June 2008, and a compound annual growth of 12% is forecast for 20114.

In Mexico, government debt in local currency compared with foreign rose from 29% 
in 1997 to 78% in 2008, due to the great demand for these securities exercised by the 
Siefore.  At the same time, long-term debt increased from 47% to 74% for the same 
period.

In some countries, depending on the depth and maturity achieved by their financial 
markets and the size of the assets managed by their pension funds, it has been 
possible to make very successful use of “derivatives”, mainly futures and options, in 
order to put limits on the risks of fluctuations in prices, exchange rates and interest 
rates that affect the performance of the funds, and therefore protect members by 
removing volatility from the capital that they will have available when they retire.

The reforms also brought correct fiscal incentives into line to stimulate people’s 
voluntary saving during their working life, by allowing them to defer and also 
deduct taxes.  This mode, which is designed to attract voluntary savings, has 
unfortunately not had the impact expected in most of the Latin American countries.  
For example, in Mexico voluntary savings represent something over half of 1% of 
the total assets managed by the Afore.

The members of the new pension systems have acquired more legal security for their 

3 Sociedades de inversión de fondos para el retiro, managed by the Afore.
4 Paper by McKinsey written for ING, June 2007.
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financial assets, because their contributions are in individualised accounts. now they 
can all receive a statement of the account where their contributions, balances and 
the  performance of their investments are registered.  due to the fact that regulation 
and supervision in this industry have been improving in the past few years, this has 
given rise to greater levels of trust, both between intermediaries and with members. 
Funds that are privately managed in individual accounts have also minimised 
the possibility of governments’ using those funds for purposes other than those 
planned, with the resulting negative effects produced by this phenomenon.

There are considerable differences between the various pension models adopted by 
countries; however, in many cases they have managed to coexist.

The substitution model (single system): in most cases enrolment in the system is 
mandatory for new workers.  during the transition, some countries offered their 
members different options: in Chile they were given a period in which to decide 
between remaining in the former system or changing to the new one; in Bolivia all 
members of the former system had, by law, to pass to the new one.

The mixed model: in this the defined contributions scheme coexists with that of 
defined benefits.  The public system is not eliminated, but reformed, and a new 
private system is opened in parallel.

The parallel model: this is a mixed model including competition.  In this model the 
defined contribution and defined benefit schemes compete.  Workers, both those 
who were members when the reform came into force and new members entering 
the labour market are obliged to choose one of these schemes.  The worker’s 
contribution is dedicated entirely to the scheme chosen.  In this model the State and 
the private sector compete for the collection of resources.

In conclusion, we can say that each country has its own characteristics, and its own 
problems too, so the model which works best in one country may not necessarily 
be the solution in another; however, preferences have been tending to lean more 
towards the mixed model.

III.  FINAL COMMENTS

To close, I would just like to refer to a few of the most important challenges that we 
have to face:

1. Pillars II and III have not been able to provide satisfactory solutions for a large 
proportion of the working population, especially self-employed workers and 
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those who make up the informal sector of the economy.  In Latin America, only 
27% of the economically active population is enrolled in some pension system 
(varying between Bolivia with 13.3% and Chile with 61.2%).  We therefore need 
to extend coverage to people working in the informal sectors of the economy 
and also the self-employed.

2. Governments, as from their policies of social responsibility and the fight against 
poverty, will have to try to increase the amounts of minimum pensions that exist 
in the defined benefit schemes by “special” budget transfers, in order to be able 
to improve the standard of living of the most unprotected and needy part of the 
population.

3. Replacement rates have been lower than desired, due to a large extent to the 
high commissions charged by the AFPs.  The total commission on contributions 
and balance in Latin America varies between 18.1% in Bolivia and 34.2% in 
Argentina.

 There are three main type of commission: on flow, on balance and on performance 
(see Figure 3).  Competition between AFPs in the market should be made a 
priority in order to achieve a reduction in these charges made on members.

FIGURE 3
DIFFERENT TYPES OF COMMISSION

SOURCE: THE AUTHOR.
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4. The AFPs are on many occasions the victims of excessive regulation that reduce 
the efficiency with which the funds can be managed.  Examples of this are the 
limits on quantities and types of portfolio that AFPs are allowed to offer their 
members.  This over-regulation is sometimes a stumbling-block to the stock of 
competitive products and the diversification of portfolios (see Figure 4).

 For this reason, the regulatory authorities should be constantly reviewing the 
limits to which the Siefore are subjected, to give them the flexibility they need to 
confront the changing circumstances facing the markets and optimise the return 
of the portfolio.

5. It is important to reinforce the role that must be played by the union associations, 
as self-regulatory bodies, so that they can ensure that AFPs submit to internal 
regulations and effectively supervise their application and, if necessary, apply 
the relevant sanctions. In parallel with this reinforcement, we should also 
support the supervisory bodies, so that they can achieve independence in terms 
of their chain of command, and so avoid the possibility of the regulator being 
“captured” by the industry or the Executive itself.  At the same time, they must 
be awarded the annual or multi-annual budgets needed to guarantee them an 
appropriate technical autonomy.

 FIGURE 4
 INVESTMENT PORTFOLIO IN DIFFERENT COUNTRIES
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6. It is necessary to make a review of the structure of existing fiscal incentives, 
in order to make voluntary saving more attractive and so improve pensioners’ 
quality of life, and also attract a segment of the population that has not yet 
entered the voluntary saving systems.

7. We must motivate the AFPs to play a more active role in their relationship with 
the issuers whose securities they buy and which form part of their investment 
portfolios.  The AFPs can have an influence by insisting that issuers transform 
their by-laws and reinforce their corporate governance and, in the same way, 
that they extend the rights of their minority share-holders.

8. The industry needs to ensure that members receive far more knowledge and 
education about the importance of planning for the future.  Making promoters 
more professional, requiring them to be certified and creating more and better 
communication between the AFPs and their members must undoubtedly be 
established as a priority.
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