[image: image1.wmf]EVOLUTION OF THE ASSETS OF LATIN AMERICAN PENSION FUNDS

(

figures in millions of dollars)

181 775

3 185

121 902

165 001

24 780

0

20 000

40 000

60 000

80 000

100 000

120 000

140 000

160 000

180 000

200 000

1997

1998

2000E

2015E

ARGENTINA

MEXICO

CHILE

PERU

BOLIVIA


Organisation for Economic Co-operation and Development

Publication sponsored by 

the Japanese Government
INSURANCE AND PRIVATE PENSIONS

COMPENDIUM

FOR EMERGING ECONOMIES

Book 2

Part 2:2)b
PENSION FUNDS IN LATIN AMERICA: FEATURES AND LIMITS

Aldo Simonetti

2000


Insurance and Private Pensions Unit

Financial Affairs Division

Directorate for Financial, Fiscal and Enterprise Affairs

Features of pension funds

General features

Following the reform of the Chilean pension system in 1981, its benefits began to attract the interest of many other countries in the region. These benefits may be summarised as the fall in the cost of pensions for employees, the sound returns on investments and the system’s ability to deliver improved pensions and also its positive impact on the reform of the nation’s economy.

Today almost the entire region has adopted, with varying degrees of fidelity, systems based on the Chilean model: that is to say, privately managed individual capitalisation regimes.  All the countries that have not yet incorporated the model in their legislation – and these are the exception – are currently undertaking surveys, initiatives or projects on the subject. Table 1 illustrates the situation in those countries in the region, which conform to the model.

The process of accumulating funds

If we examine the features of the individual capitalisation regime, as shown in Graph  1, we can see that pension funds are currently in the process of accumulation and thus contributing significant resources to the national economies in question.  It is estimated that in 2015 pension funds will represent on average 30 per cent of these countries’ GDP, as shown in Graph 2.

Table 1

Country
Start of reform
Type
Number of Affiliates

Funds
(millions US$)

Chile
1981
Mandatory
5 995 996
33 246

Peru
1993
Optional
2 106 496
2 076

Argentina
1994
Optional
7 475 250
13 861

Colombia
1994
Optional
2 908 633
2 110

Uruguay
1996
Optional
506 517
374

Bolivia
1997
Mandatory
461 214
333

Mexico
1997
Mandatory
14 622
8 405

El Salvador
1998
Mandatory
569 972
57

Venezuela
2000
Mandatory
--
--

Graph 1


[image: image6.png]0ECD (@




Source:  Salomon Smith Barney.
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Pensions Paid by the New System

December’98

Old age

71 172

Early retirement

106 181

Disability

 Total

20 165

Partial

disability

1 833

Widows

41 799

Orphanage

44 945

Other

41 799

TOTAL

290 232


Deferred benefits

Given the particular features of this type of system and its recent implementation, its large-scale benefits are necessarily deferred and can be properly assessed only in Chile, where it has been in operation for more than 18 years.

Specific features

Since the type of systems we are dealing with have generally been in operation for only a few years, and for other reasons which we will be looking at, the resources of Latin American pension funds are characterised by the following:

Concentration in domestic markets

First of all, investment of pension funds has been concentrated in domestic markets.  Eighty-five per cent of funds in Chile are, effectively, invested in instruments issued by Chilean enterprises (in both the private and state sectors), while 98% of funds in Argentina are held in Argentinean investments.  Funds in Mexico and Peru are invested only in the respective national markets.

The low level of development of domestic markets

At the same time the development of the domestic capital markets in which the funds are invested is generally at a rather low level.  In Chile, for example, this is due to various restraints on the movement of foreign capital and the lack of technological updating of instruments in general.  In some other countries in the region, long-term financial instruments have not been sufficiently developed, and in others, the only instruments available are securities issued by the respective governments.

Inflexible requirements and the high level of regulation and control

From another perspective, the specific regulations governing investment do appear to be excessively rigid.  In Chile, for example, the pension fund managers are obliged to maintain a special “reserve” fund with their own resources, and to guarantee a minimum rate of profitability based on that shown by the pension funds on a yearly average. In Chile these requirements have resulted in the so-called “efecto manada” (herd effect); that is to say, the funds have maintained very similar investment portfolios in order to avoid falling below the minimum rate of profitability and finding themselves having to use their own resources to cover the shortfall.

At the same time, the pension fund managers generally have to comply with a series of strict rules requiring information on their investment portfolios to be made available on a daily basis, and to remain within rather rigid investment limits; all of this increases the cost of managing the funds, which must ultimately be borne by affiliates in the form of the commission paid to fund managers.

Volatility of results

Finally, a high level of volatility in results may be seen as a product of all of the above.  The Chilean system has been capable of generating an average rate of profitability of more than 11% per annum in real terms, but performance has been very mixed over the years, as can be seen in Graph 3, in which standard deviation, also shown, amounts to 9.2%.  The lower part of the graph shows the average figure invested in foreign instruments from 1993 onwards, expressed as a percentage of pension funds as a whole.  Attention is drawn to the very significant increase experienced during the last two years as a result of modifications to the regulations in force and the arrival of genuine, and attractive, foreign investment alternatives.

Graph 3
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For their part, funds in Argentina have shown an overall return of 16.7% in real terms between September 1995 and September 1998, but with the figures for different months showing a wide variation.

The recent opening-up of investments to international instruments and markets has helped to contribute, especially in Chile, to a fall in the volatility of returns from the funds’ investment portfolio, which only a few years ago was made up almost exclusively of national instruments.

Graph 4 shows not only the increase in the Chilean pension fund’s level of investment abroad, but also the evolution of this type of investment from its beginnings in 1993 – which were timid in terms of scale as well as risk, with only 0.6% of funds invested outside the country (and that only in instruments offering fixed income) – to its position in mid-1999, with 12.5% of the funds invested abroad. This time, the 12.5% includes a significant percentage of variable-interest investments composed essentially of mutual funds quotas.

Graph 4
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Factors limiting the development of pension funds in Latin America, and some suggested solutions

The following are some factors which limit the development of pension funds in the region, and indicate some possible alternatives which could, in our opinion, represent a solution to the problem.

Coverage

It is certainly a fact that the systems’ coverage is not as wide as it should be.  In Chile, for example, only slightly over 50% of affiliates regularly contribute to their scheme. Solutions to this problem may lie in greater regularisation of the labour markets of the region, especially in those countries which are less developed. Measures could include a higher level of state supervision of employers who either do not pay contributions or isolate their employees from pension cover; and introducing tax incentives to encourage independent and informal employees to contribute to the system.  In the case of the last of these, it should be borne in mind that the state will often recover any money it invests in such incentives ( and more ( in the long term, since it will have fewer obligations in terms of minimum pensions and welfare benefits.

Commercial costs

Commercial costs have until now been a major problem for pension fund systems, particularly in Chile. There are a number of possible solutions, focusing on changing incentives for sales performance by rewarding fund managers not only for gaining affiliates but also for maintaining clients’ portfolios. They could involve: legislating for the possibility of negotiating predetermined membership periods with affiliates and/or charging special commission for early switching of pension fund managers; offering other incentives to encourage the loyalty of affiliates, such as (for example) reduced commission for effective membership periods; and introducing the possibility of charging specific commission for additional special services not required by the majority of affiliates, as a way of cutting guaranteed subsidies and reducing the pressure to attract people on high incomes.

Operational costs

It has to be said that the pension systems of the region which have gone through the reform process have generally shown the ability to operate at low cost, and even to bring down operational costs on a permanent basis, albeit gradually.

However, it is possible to make further progress in this area by easing the very stringent rules (we have already referred to some of these, particularly in the area of guarantees and investments), by continuing to introduce state-of-the-art technology, and by allowing the contracting-out of many of the services offered to affiliates by pension fund managers.  In the case of the last of these, we should like to draw attention to initiatives such as the Second Pension Fund bill shortly to be passed by the Chilean National Congress, which will allow the function of portfolio management to be handed over to special sociedades anónimas (public limited companies) with that exclusive purpose. All these initiatives are part of the search for economies of scale.

Unique product

This is a major constraint. Not only do the features of the product in question make it a form of mandatory saving, the benefits of which will not be obtained for many years, but the fact of having a unique product discourages affiliates from remaining with the same pension fund manager, and thus results in an inordinate increase in the number of transfers taking place, with the resulting cost to the system.

It would seem then,  that the solution is likely to lie in measures which allow different pension fund managers to adopt different approaches without exceeding their role as administrators of pension resources.  These could include allowing pension fund managers: i) to administer different funds (with different portfolios) – provision is already being made for this by Mexico’s pension law and Chile’s forthcoming ‘second fund’ law; ii) to manage voluntary pension schemes (current legislation in Chile includes various elements which operate on the basis of voluntary contributions and deposits agreed with employers ( tax incentives exist in both cases and iii) to administer additional pension products, such as unemployment insurance accounts, savings accounts and new types of pension, such as the variable annuities already taken into account by Bolivian law.

Volatility of investments

We have already referred to the problem of volatility and the resulting high fluctuations in returns, which we noted when discussing the features of Latin American pension funds (see Graph 3).  Now that operators are showing signs of increased responsibility and efficiency in their management of funds, gradual deregulation, through a more proactive outlook on the part of the respective authorities, more flexible limits for investments and an increase in international investment alternatives, should in our opinion be seen as a possible solution.

Direction of restrictions

Finally, there are currently a variety of regulations which limit the development of pension funds in that they represent burdens or risks for operators or act as a constraint or disincentive in terms of investment options.  We refer specifically to the requirements imposed on pension fund managers to guarantee a minimum profitability and, to that end, maintain a reserve of shareholders’ charges.  In practice these regulations have generated in Chile a “herd effect”. 

Considering the accumulated experience and the technology available, progress in solving these difficulties cannot be made without eliminating, or at least limiting, the requirement to guarantee a minimum profitability and maintain a reserve, continuing to create new investment alternatives, and significantly increasing the limits on investment abroad. 

This report is part of the OECD Insurance and Private Pensions Compendium, available on the OECD Web site at � HYPERLINK http://www.oecd.org/daf/insurance-pensions/ ��www.oecd.org/daf/insurance-pensions/�  The Compendium brings together a wide range of policy issues, comparative surveys and reports on insurance and private pensions activities. Book 1 deals with insurance issues and Book 2 is devoted to Private Pensions.  The Compendium seeks to facilitate an exchange of experience on market developments and promote "best practices" in the regulation and supervision of insurance and private pensions activities in emerging economies.


The views expressed in these documents do not necessarily reflect those of the OECD, or the governments of its Members or non-Member economies.
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