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Many thanks to FIAP for the invitation to speak in this Seminar
and also to the Bulgarian Association of Supplementary Pension
Funds for their warm reception.

The main objective of my speech is to present a conceptual
framework to assess the impact of pension reform on labor
markets. In particular, the different dimensions of the labor market
that could be influenced by the (partial or total) replacement of a
pay-as-you-go (PYG) pension system by a defined contribution
(DC) and funded pension system will be identified.

Pension systems and labor markets

There are mutual interactions between pension systems and labor
markets. The structure of labor markets can influence the results of
the pension systems and, in turn, pension system design can have
an impact on demand and supply of labor.

For example, in a country with a large informal sector, it is very
likely that the coverage rate of mandatory pension system will be
low, compared with the coverage rate of a similar system in a
country with a large formal sector. At the same time, it’s likely that
a mandatory pension system which offers a generous pension to
early retirees will lead to low rates of labour force participation of
older workers.
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In general, pension systems can have an impact on the total
employment level, on the distribution of employment between
formal and informal sectors, and on labor productivity and wages.
The size and direction of these effects will depend on the way in
which the different elements of design of the pension system
influence individual decisions -how much to work?, when to
retire?, where to work? - and employers decisions -how many
employees to hire?, what’s the wage to be offered? (also pension
system design –and reform– can have an impact on the labor
market trough its effects on savings and investments, but we will
not discuss this issue in this presentation).

Creation of employment and increases in productivity are primary
social goals and the operation of the pension system must be
consistent with these objectives. Competitive pressures coming
from globalisation makes efficient labor markets more necessary
than ever and so a relevant challenge for policy makers is to adopt
pension systems which do not distort the operation of a labor
market but, on the contrary, help to the creation of employment.

Pension reform and labor markets

We will discuss the impact on the labor market of moving from a
PYG pension programme offering defined benefits to a funded
DC pension programme. If pension systems have an influence on
labor markets, then a change in their characteristics should also
have labor market implications. As we said before, this will
depend on the impact of pension reform on individuals and firms
decisions.

The tax component of pension contributions (in a two sector
model)

Since pension contributions reduce the net wage received by
workers (and, eventually, increase the gross wage paid by
employers), they may have an impact on labor markets similar to the
impact of a tax on labor. Although the lower net wage is related to
the promise of a pension in the future, the value of that promise to
an individual could be lower than the corresponding reduction in net
wage. This difference between the reduction in the net wage that the
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individuals receives after paying social security contributions and
the value that he/she places on the pension that should receive in the
future is “the tax component of pension contributions”.

Changes in individuals and firms decisions after pension reform
will then depend on how the design of the new system may change
the tax component of pension contributions. If pension reform
reduces the tax component of contributions, then it could have a
positive impact in employment since net wages will increase in the
formal sector of the economy (covered by the pension system) and
labor supply will increase (more people will be willing to work in
the formal sector). Some substitution with employment in the
informal sector (not covered by the pension system) will be
observed, since people will now have an additional incentive to
work in the formal sector. As a consequence, total productivity
will increase since higher productivity employment in the formal
sector will grow relative to lower productivity employment in the
informal sector of the economy.

There are few empirical studies on the impact of moving from a
PYG pension system to a funded pension system on the tax
component of the pension contributions, and most of them comes
from the case of Chile (this is the country which did this kind of
pension reform first – 26 years ago - and so, it’s a case for which
there is the longest series of empirical data). In particular, Torche
and Wagner (1997), and Edwards and Cox (2002), conclude that,
50% of the contributions to the new funded pension system are not
considered as a tax. This could be explained because the existence
of individual accounts, the tighter relation between the level of
benefits and the level of contributions, and private management of
the funds, increases the “credibility” of the pension promise (at
least for a majority of the public). (Colina, Ronconi and Tommasi -
2002- in a study for Argentina conclude that the tax component of
social security contributions depends on the credibility of
institutions managing the respective programs).

The level of contribution rates

If in long term equilibrium each dollar of contributions paid can be
transformed into a greater amount of pension dollars in a funded
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system, compared to the “rate of transformation” of contributions
in a PYG pension system then, to finance the same level of
pensions, contribution rates to funded systems could be lower than
contribution rates to PYG systems. In other words, if the rate of
return on contributions to funded pension systems is greater than
the rate of return on contributions to a PYG pension system, then
pension reform could lead to lower contribution rates. In turn,
lower contribution rates will mean a higher take home pay, lower
cost of labor, and greater employment levels.

There has been an ample debate on the issue of comparative long
term rates of return of funded and PYG systems. Although this is
not the moment to join the discussion, we can however present
some interesting empirical evidence. First, in a recent paper, Davis
(2007) estimates that the long term annual real rate of return of a
well diversified portfolio (which is a good estimate of the gross
return of contributions to a funded system), should be between 5%
- 6% for developed economies, and between 7% and 8% for
emerging economies. On the other hand, the (gross) rate of return
of a PYG system is closely related to the rate of economic growth
of the respective economy. For the world the annual long term rate
of growth of GDP (2005 -2050) has been estimated to be close to
2,5%, with a regional maximum of 4,5% for China and a minimum
of 1,3% for Africa (Poncet, 2006). So, for both developed and
emerging economies, expected long term (gross) rates of return of
funded pensions systems are higher than expected long term
(gross) rates of return of PYG systems.

Additional evidence is found in Palacios (2003) which reports
differences in rates of return obtained by eight Latin American funded
pension systems since their inception until year 2002 and then
compares those results with two estimates of the long term rate of
return of a PYG system in the same economies. In all cases he finds
that pension funds returns exceed the benchmarks (see Table Nº 1).

This means that, for any given level of benefits to be financed, in
the long term rates of contributions in funded pension systems
could be lower than rates of contributions in unfunded systems.
So, because of this effect, positive labor markets effects could be
derived from pension reform.
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Labor mobility

Within the formal sector, labor mobility between employments and
between different companies, depends on part on the
characteristics of the pension system. In particular, personal
savings accounts guarantee the portability of pension rights
between employments. Moreover, workers could migrate between
countries having pension systems based on personal accounts
without losing their pension rights.

Table Nº 1
RATES OF RETURN ON PERSONAL ACCOUNTS

Source: Palacios (2003).

Individual accounts also increase the probability of having
uniform pension rules between different economic sectors. This
results from the fact that in pensions systems with these
characteristics, transferences of income between different groups
of individuals are transparent and so it becomes much more
difficult for any special interest group to capture the system in
their own benefit. Of course, uniform pension rules also help to
labor mobility between employments in the same or in different
sectors of the economy.
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Then labor mobility is enhanced by a pension reform which
replaces a defined benefit PYG system by a DC system based on
personal accounts. In turn, with greater labor mobility total
productivity should also increase.

Retirement decisions

The decision to retire from the labor force also depends on several
specific characteristics of design of the pension systems.

First, the lower the age of statutory retirement, the earlier the
retirement from the labor force. Second, the higher the pension at
retirement, the earlier the retirement will be. Third, age of
retirement will also be influenced by rules allowing or not workers
to have a paid work after retirement; if paid work after retirement
means that the pension will be suspended (or reduced) it is likely
that retirement age will be postponed in comparison to a situation
in which paid work after retirement does not penalize the pension.
Finally, pension rules may also include direct incentives to defer
or advance retirement age.

Most of “real world” defined benefit pension systems generate
incentives for early retirement. This is because observed
pension rules: i) set a cap on pensions, so no more pension
rights will accumulate after a maximum amount of years of
contributions (people will then have no incentives to pay
contributions after these number of years has been reached); ii)
pensions are usually based on the final or only the best years of
earnings and so, once earnings begin to decline, a strong
incentive is created to retire; and, iii) in some cases pension
adjustments for early retirement are not “actuarially fair” (the
amount of the pension is not reduced in proportion to the
number of years in which payment of contributions is reduced)
which means that a rational strategy is to retire early. Moreover,
many PYG DB systems penalize individuals for working after
the legal age of retirement.

On the contrary, pensions based on individual account balances are
more neutral than real world DB pension rules regarding
retirement decisions. So, we should expect that after pension
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reform, the average retirement age increases and labor market
participation in rates of older workers also increases.

Evidence from the U.S. shows that, as expected, participants in
defined contribution pension plans tends to retire later from the
labor force compared with participants to defined benefit pension
plans (Munell, Cahill and Jivan 2003). In the case of Chile, James
and Cox (2007) have found “a substantial increase in labor
participation rates of older men after pension reform”.

The impact of pension reform on coverage

Expectations of important increases in coverage following pension
reform have not been met. On the contrary, the experience of
reformist countries shows that coverage of their respective pension
systems has not changed substantially after pension reform. The
story is no different whatever the measure of coverage that we use
(see Tables Nº 2, Nº 3 and Nº 4). In any case, some positive
impacts have been reported. Packard (2001), using panel data for
18 Latin America countries, concludes that introducing pension
personal accounts increases the percentage of economically active
population contributing to pension systems, although this happens
gradually over time. Colina, Ronconi and Tommasi conclude that
pension reform in Argentina has had a small positive impact on
coverage (concentrated on higher income workers). Edwards and
Cox (2002) conclude that because of the smaller “tax effect” of
pension contributions, Chile’s pension reform had relevant and
positive impacts on labor demand and labor market participation
rates.

The limited impact that the introduction of DC funded pension
programs has had in coverage is not a failure of pension reforms.
It happens that expectations were unwarranted. Coverage of
contributory pension programs depends mainly on the distribution
of labor between formal and informal sectors and on total
employment rates, and is influenced only in the margin by the
characteristics of those programs.

If people expect to get in the market a similar return from pension
contributions compared with what it expect to get from the
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mandatory pension system, it’s likely that they will try to avoid the
mandate to contribute, whatever the characteristics of the pension
system. This is because mandatory contributions are not liquid,
while market savings are (and most people can not get long term
financing in the market against it’s mandatory pension savings). In
fact, even if the expected return of liquid pension savings is lower
than expected returns from illiquid pension savings, people may
prefer liquidity. This is one of the reasons why there is mandate to
save for pensions.

Table Nº 2
COVERAGE RATES

(a) ECONOMICALLY ACTIVE POPULATION

Source: Pension Systems in Latin America: Concepts and Measurements of
Coverage Rafael Rofman, Leonardo Lucchetti, November 2006.
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Table Nº 3
COVERAGE RATES

(b) EMPLOYED

Source: Pension Systems in Latin America: Concepts and Measurements of
Coverage Rafael Rofman Leonardo Lucchetti, November 2006.

Table Nº 4
COVERAGE RATES

(c) SALARIED WORKERS

Source: Pension Systems in Latin America: Concepts and Measurements of
Coverage Rafael Rofman Leonardo Lucchetti, November 2006.
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Since the mandate to pay contributions is very difficult to enforce
on the workers in the informal sector, the larger this sector relative
to the formal sector of the economy, the lower will be the coverage
of any mandatory pension system.

Coverage of mandatory pension systems also depends on the level
of employment. The larger the unemployment rate (or the lower
the density of contributions over the working life), the lower
coverage will be. On the contrary, the greater the employment (and
density of contributions over working life) the greater coverage
will be.

There are many other variables, different from the characteristics
of the pension system, which influence over employment levels
and over the distribution of labor between formal and informal
sectors. So, in most cases tax rules, labor market legislation, and
economic cycles will have a greater impact on total coverage of
mandatory pension systems compared with the impact that pension
reform may have.

Final remarks

Workers may benefit from the creation of personal pensions
savings plans not only because the quality of the social protection
they receive will improve, but also because of the positive impact
that pension reform will have on labor markets. In particular, the
(total or partial) substitution of a PYG pension program by a DC
and funded personal pension program should have a positive
impact on total employment, on long term net wages, on
unemployment rates and on labor force participation rates.

Available evidence (which, however, is limited to the case of
Chile) is consistent with these claims. Edwards and Cox (2002)
conclude that pension reform in Chile did result in a (modest)
reduction in unemployment and in an increase of approximately
2% in the informal sector wage rate. Corbo and Schmidt-Hebbel
(2003) conclude that,  because of pension reform, total
employment did grow between 1,3% and 3,7%; employment in the
formal sector grew between 3,2% and 7,6%; and employment in
the informal sector grew between 1,1% and 1,3%.
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Although some of the positive impacts of a pension system on
labor markets could be achieved just by improving the design of
existing PYG systems, some other effects are due to the nature of
a DC funded pension programme. However, to reach the expected
results, the new pension program must be carefully designed and
implemented. Not all DC pension programs based on personal
accounts work in the same way or are equally efficient. So, when
deciding pension reform, careful attention should be devoted to the
more detailed aspects of pension program design.
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