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Summary: Penson reform in the Southern Cone of South America contains two basic
components: reform of the state-run PAY G sysem, and the implementation of anew
system based on individud savings accounts. While PAY G reform requires governments
to impose codts on ecific condituendes, the digtributiona impact of ingdtituting
individud accountsis lessimmediate, which dlows governments to postpone the
political costs and enables palitical actors to dam credit for policy outcomes that will not
be known for decades. The divergent politica consequences of PAY G reform and
indituting individua accountsis reflected in the sequence of penson reform messuresin
the region. Given intense palitical oppogition to key PAY G reforms, governments have
postponed such measures as reducing benefits for privileged beneficiariesin order to
meke the adoption of individua investment accounts more politicdly viable.

Introduction

Lain Americaisa the forefront of agloba trend toward socid security
privatization. Severd Latin American countries have begun replacing or supplementing
defined-benefit, sate-sponsored pay-as-yourgo (PAY G) socid security programswith
defined-contribution individua savings accounts, where pensons will ultimately depend
upon individud capitd accumulation. Chile's military dictatorship initiated the world's
fird privatizetion in 1981, while many of its neighbors introduced individud savings
accounts after the region’ s return to democracy in the 1990s. Socid security reform
remains atop priority in the region, as countries continue to initiate major reforms, or
introduce messures thet supplement or modify earlier reforms.

The process of privatization intheregion isaradicd policy innovation in thet it
represents a break with the past pattern of defined-benefit PAY G systems, and these
reforms have ingpired like-minded reforms throughout the globe. It isdso a controversd
policy thet has led to intense politica conflict. Mogt political analyses of the process of
pension reform in the region have tended to concentrate on explaining the politica
factors which led to the establishment of defined-contribution individua accounts (Kay
1999, Madrid 1999).* However the process of reform in Latin America does not begin
and end with individua accounts, as state-run public PAY G sysems were a0 targeted
for reform.

Rather than being a one-time event, the process of reform in the region is a multi-
staged, paliticaly-driven process. In the face of intense political opposition to reform,
governments have tended to prioritize the establishment of sysems of individua
acocounts, while postponing more controversia companion reformsto the public PAYG
sysems. In some cases, these “follow-up” reforms, which could indude lowering the
sate-provided flat-rate bendfit, raisng the retirement age, or diminating preferentid
trestment for certain occupationd groups occurred within afew months or years of the
origina reform. In other cases, these measures have been postponed indefinitely. The
common denomingtor for al of these messuresis thet they tend to thresten politicaly

! Of course there are arange of policy outcomes possible, including as Huber and Stephens point out, the
possibility of introducing funding without costly individual accounts (Huber and Stephens 2000). However
political factors, including the support from international financia institutions, and the influence of the
Chilean modd precluded the possibility of alternative reforms (see Kay 1999, Huber and Stephens 2000).



powerful congtituendies, and thusimpaose apolitica cost on governments pursuing such
reforms. This pagper seeks to describe how the sequence of reform in the region isdriven
by two digtinct political processes with differing according to digtributiond time

horizons. In the case of individua accounts, future benefits are promised, whilein the
case of PAY G reform, current benefits are cut. As Paul Pierson (1994 p.8) described, in
the former, politicians engage in aprocess of “credit-daming” asthey teke credit for the
promise of improved future benefits of individua savings accounts. Regardless of the
veracity of these dams, the benefit will not be redized until some point in the future. In
the case of reforming the public PAY G sysem, paliticians seek to avoid imposing
political cogts during the relatively trangparent process of cutting benefits

Theresult is a process where reforms take place in a piecemed fashion. The
postponement of criticd PAY G reform combined with the implementation of private
individua accounts has Sgnificant distributiona consaquences. A thorough explanation
of the process of socid security reform in the region thus requires along-term
perspective, and close examination of subsequent measures that in essence conditute the
“reform of the reform.” This paper focuses on the sequence of reform in Argentinaand
Uruguay, which were the oldest systems with the greatest rates of coverage in the region,
asthey fallowed Chilein indituting individud accounts Thisisonly a*“fird teke’” on the
topic, and given the fact thet reforms took place so recently, thereislittle data (certainly
much could be gained by expanding the set of casesto other countries engaged in
reform). Neverthdess, studying the process of the “reform of the reform” in the years
snce defined-contribution accounts have been introduced may explan how the sequence
of reform is determined.

Thefirg section of this paper describes the genera process of socid security
reform in the region, and describes how countriesintent on introducing systems of
individua accounts have aso sought to introduce greater efficiency and equity into their
public PAY G sysems. However, as discussed in the second section, governments
reforming Sate- ponsored PAY G systems must impose, or & least attempt to impose,
political costs on paliticaly powerful condituencies. Given the palitica liahilities of such
amove, governments seeking to privatize have an incentive to prioritize the
establishment of anew system of individud accounts prior to reforming the public
PAY G sysem. The third and find section describes the link between imposing costs,
credit-daming, and the sequence of reform.

1. Disaggr egating the Regional Social Security Privatization Trend

Throughout Latin America, governments have initisted socid security reforms
that introduce defined- contribution individua savings accounts that are designed to
complement, and in some cases replace, Sate-gponsored PAY G socid security plans. The
world' sfirst socid security privatization took placein Chilein 1981 under the Pinochet
dictatorship. After the countries of the region returned to democracy in the 1980s,
privetization became the policy of choice in the 1990s as Peru, Colombia, Argenting,
Balivia, Mexico, and El Savador dl introduced sometype of individua savings accounts
(see Table 1).



Table 1 Sdected Features of Recent Pension Reformsin Latin America

Reform Chile Argattina Uruguay Peru Colombia
Y ear Implemented 1981 1994 1996 1965 | 1004
Private System Yes No Yes? No No
Mandatory?

Badc PublicPAYG No Yes Yes Yes Yes
Bendfit?

Contribution Rete for 10 75 75 g® 10
Savings as % of wage

Commission Codts + 294 345 2.62 3.72 349
Insurance as % of wage

Source: Monika Quiesser, “ The Second- Generation Penson Reformsin Lain
America, Working Paper AWP 5.4, OECD, 1998.

While regiond reforms vary to the extent that individua accounts complement or
replace PAY G systems (see Table 2 below), socid security legidation in the 1990sin
Argenting, Colombia, El Salvador, Mexico, Peru, and Uruguay congsted of two distinct
phases of reform. Governments hed to confront the financidly ailing public PAYG
sysems which generdly suffered from expendve preferentid regimes, low retirement
ages, loose disability qudification, poor investment policies, wesk adminidrative
cgpacity, high evasion rates, and high sdary replacement rates (for amore complete
description see Cruz- Saco and Mesa- Lago 1998). Restoring finanda equilibrium to the
state- ponsored sysem was thus the logicd sarting point of any reform effort. The
second mgor component, and indeed the cornerstone of reform in the region has been the
establishment of defined-contribution individua savings accounts. Individud savings
accounts which either complement or replace public PAY G sysems were esablishedin
Argentine, El Sdvador, Uruguay, Mexico, Columbia, and Peru in the past decade. At its
mogt basc leve then, penson reform in the region has congsted of reform of the public
PAY G system, while at the same time establishing new individud savings accounts.

2 Mandatory for earnings between $800 and $2400.
3 Contribution rate will gradually beincreased to 10%.




Table 2 Various Regional Reforms

Reform Option Country — Year
Implemented

Reform PAYG - optional complementary Brazil, 1998

individua account

Privatize— PAY G as option or basic pillar Coombia, 1994
Argentinag, 1994
Peru, 1993
Uruguay, 1996

Privatize- eventudly end PAYG Chile, 1981
El Sdvador, 1998
Mexico, 1997

As Vittas notes, the sequence of reform will vary from country to country
depending upon locd paliticad conditions (1995 p.11). However he adds, “the potentid
benefits of areform program will not be fully redlized until the program is completed,
while doing thingsin a suboptimal order may increase the cogts of trangtion and may
ddlay condderably the atainment of the full benefits of reform” (p.12). In other words,
he argues that for such reformsto have ther intended impact, dl of their component parts
must be implemented. Vittas goes on to outline four sets of actions, with an implied
optima order of firgt restructuring the public pension plan, then setting up a defined-
contribution individua-account scheme, followed by the streamlining of the regulatory
framework, and setting up along-term trangtion plan. Vittas notes that in many
countries, setting up the new sysem and regulating it may precede the initid sep of
restructuring the public sysem. As shdl be described be ow, this scenario has been
common in Latin America, where, with the exception of Chil€ sreform, there have been
sgnificant lags and delays in restructuring the public system. Below isatable (modded
after Vittas 1995), which divides the reform into two, rather than four digtinct stages.



Table 3. Introducing Individual Accounts — Selected Reform M easures

|. Restructure Public PAYG System

1. Raiseretirement age

2. Eliminate preferential treatment for specific occupations
3. Tighten disahility and early retirement requirement

4. Factor in years of contributions and use longer averaging period for determining pensions
(not wages from last three years)

Lower targeted replacement rate to more realistic levels
Reduce inequality of pension levels

Fight evasion

Improve adminigrative capacity

cONOO

. A. Establish a System of Individual Accounts
Egtablish role for public pillar (flat-rate, means-tested etc.?)
Create mandatory or voluntary accounts
Set contribution rates
Inditute life and disability insurance
Establish rules (and markets) for annuities and withdrawal of funds

abhowpnpE

. Establish a Regulatory Framework
Create or reorganize regulatory agencies (new or existing agency)
Establish competent supervison and regulation powers
Egtablish entry/exit requirements for pension funds
Solvency rules
Investment rules
Egtablish reporting and disclosure rules
Establish state guarantees (protection againg insolvency)

Nogh~,wdNDRFED

C. Trangtion Plan and Actuarial Modd to Estimate Costs

1. Compensation for vested pension rights (recognition bonds, other compensation)
2. Periodic review of regulations for insurance plans, pensions, training for staff

3. Tran regulators, fund managers, actuaries, accountants, and auditors

4. Public rdaions campaign

Note: Reforms noted in italics were postponed in Argentina.

Source: Adapted from Vittas 1995.

Astable 3 demondrates, shifting toward private funded pensons requires two
diginct sets of reforms. Vittas' argument that reform of the public PAY G system should
precede the establishment of a system of individuad accountsis quite sensble given
deficienciesin both efficiency and equity in the region’s socid security systems.
Introducing individua accounts without addressing fundamentd problemsinthe PAYG
system would reduce the effectiveness of the reform.

One PAY G reform a the top of the policy agendain Lain Americawasrasing
the retirement age. Retirement ages in the region had not been raised in decades despite
increasad longevity (for example, Argentinal's minimum retirement age was rased from
60 for men and 55 for women to 65/60). Also, penson benefit levels varied dragtically
acoording to profession, and in some cases workers could retire after aslittleas 15 or 20



years on the job. Worker pensons were based upon the last three years on the job, giving
workers an incentive to under-declare wages until neering retirement. This meant thet a
worker making full cortributions for an entire career could easily receive alower pension
than aworker who only mede full contributions during the find three years of work. In
generd, evadon was a tremendous problem with the old PAY G systems, dueto large
informa sectors and lax enforcement. Penson programs were not well-administered,
with poor record-keeping and long delays for those waiting to receive pensons.
Meanwhile payroll taxes were as high asin many European countries, providing a strong
incentive for the growth of theinformal sector* (see Schulthess and Demarco 1993,
World Bank 1994).

Clearly addressing these faultsin the Sate-run sysems was and is fundamenta to
achieving progress toward reform. However reforming the PAY G system was only part
of the palicy-reform agendain Latin America. With the World Bank’ s support for
individua accounts (articulated in the landmark 1994 study, Averting the Old-Age
Crigs), reforming the Sate system was just the first stage of a process thet would
introduce a fundamentdly different socid security modd basad upon the establishment
of private individua accounts. The ILO logt its former hegemony over internationd
penson policy advice, asthe World Bank and Inter- American Deve opment Bank
became powerful proponents of individud accountsin Latin America

Moving from apublic PAY G sysem to afunded sysem entails sgnificant
trangtion codts, as governments must continue to provide pendonsto the retired even as
workers divert contributions to their individua accounts. While advocates of individua
acocounts argue thet they are designed to lower the pension burden, if thisisto occur, it
will only take place in the long-run, as new fiscal obligations are generated by the
shortfdl in revenueto the public sysem. As Bravo and Uthoff (1999 p.18) point out,
when these fiscd obligations “are added onto insufficiently solvent or stable government
budgets there is a subgtantid risk of government default on parts of the pengon rights
owed to workers and retirees.” This is precisdly what occurred in Argenting, as
obligationsto pensoners maintained in the origina 1994 reform were scaed back in
1995, 1997 and 2000.

The next three sections described in Table 3 concern the sets of reforms necessary
to establish, regulate, and finance the trangtion to private accounts. As Table 4 below
demondrates, there is a consderable degree of variation among the new defined-
contribution sysems in the region (for more detall, see Cruz- Saco and Mesa-Lago 1998
p.390-407). Two fundamenta areasin which pendgons diverge have to do with whether
or not joining the new sysem is optiona or mandatory, and whether or not the public
PAY G sygem will continue to pay auniversal benefit. In Chile, joining the new private
sysem ismandatory for al workers entering the workforce since 1981, while for workers
in Argentina and most workersin Uruguay, it remains optiond. The fate of the public
PAY G sygem is another important factor that varies Chile's public sysem will
eventudly wither avay, while Argentinaand Uruguay’ s public systems continue to
provide auniversa benfit.

*In Latin America’57 percent of theworkforceis estimated to bein the informal sector (Loraand Olivera
1998 p7-8). A recent study in Argentina estimated that 72 percent of new jobs created in the 1990s werein
theinformal sector, afigure that approximates the region-wide trend of 8 out of 10 new jobs (Clarin, 6-29-
00).



In establishing a sysem of individud accounts governments must develop
legidation and inditutional mechanismsto establish, regulate, and finance the new
system. Sep 11 of the reform — establishing individua defined-contribution accounts — is
of course intertwined with Step | (PAY G reform), and most of these measures need to be
initiated in close proximity to one ancther. An effective regulatory framework for the
new individua accountsis essentia from the Sart, as are ruleswhich govern the
trangtion. A st of actuarid forecastsis essentid for determining contribution rates and
projecting the adequacy of future pensions, dthough market risk is part of the new
system, and financid forecadts decades into the future are inherently problemétic.
Fulfilling the regulatory reguirements requires the establishment of new inditutions or
modification of exiding ingditutions which can provide competent regulation. Given the
often ineffective adminidration of the old Sate run penson sysems effective
upervison and regulation of the new system is essentid.

The process of pengon reform in the region isthustypicdly divided into two
didinct parts reforming the old system, and establishing anew sysem of individua
accounts. The policy coherence of the reform - which pair reform of the public sysem
with the introduction of individua accounts— is undermined by the fact that fundamenta
PAY G reforms are often not undertaken due to intense palitical oppostion. Each
component part will vary inits politica sdience and the degree to which it imposesa
political cost or benefit for politica actors. In generd, reforming the public PAY G
system, to the extent that it requires trangparent cuts to key politica condituencies, will
tend to impose greater cods than will the establishment of the new system, which dlows
gregter opportunities for credit-daming. The following section explains how spedific
reform features varied in terms of politica cogs and benefits, and the sets of palitica
incentives thet they created shaped the sequence of reforms in Argentina and Uruguay.

Argentinaand Uruguay are sdlected as cases for this paper for the Smple reason
tha dong with Chile, they lead the region in rates of socid security coverage. Rates of
coverage in the Southern Cone are closer to those in the indudtridized countries than
those in other Latin American countries. From 1985-88 (prior to the reforms) 80% of the
Argentine workforce and 73% of the Uruguayan workforce received socid security
coverage (Mesa-Lago 1994, p.22). Furthermore, Snce the 1993 Argentine reform and the
1995 Uruguayan reform, governments have aready engaged in follow-up reforms. By
way of contrast, Peru and Colombia, which aso reformed their socid security sysemsin
the early and mid-1990s had far lower rates (32 and 30 percent, respectively) of ther
populations covered by socid security during the same pre-reform period (1bid).

Chile s 1981 reform, which has become a globd reference for pension
privetization, occurred under arepressve military dictatorship. Consequently the politicd
factors which shape the process of reform in democratic regimes did not apply as
opponents of government policy were dearly not in a postion to influence outcomes. The
sequence of palicy reform in Chile dosdy matched Table 3: the PAY G sysem was
reformed (Step 1) prior to the introduction of the new system of individua accounts (Sep
). In 1979, Decree Law 2448 equdized benefits, diminated pensons based on years of
sarvice, and established a uniform system where pension adjusments would be linked to
the consumer price index. It dso diminated specid “perseguidora’ pensons avarded to
top civil sarvants where pensons were tied to the actua sdlaries of active civil servants



In 1980, the new system of defined-contribution individua accounts was decreed and
was implemented the following year.

2. Certainty, Imposing Cogts, and PAYG Reform

As Fierson (1994 p.18) notesin his discusson of “retrenchment politics,” the
codts of cutbacks are concentrated upon specific groups, while the benefits are often
diffuse. In the case of reforming the state- run public PAY G systems, paliticians were
engaged in aprocess of blame avoidance, rather than the credit-cdaming that would take
place with the implementation of anew socid program. Where possible, paliticians
engagein palitica drategies to minimize the political damage (Pierson labds such
drategies obfuscation, divison, and compensation —1994 p.19). In the case of reforming
the region’s public PAY G systems, the mogt paliticaly cogtly reforms were trangparent
cuts that reduced privileges for interest group actors. While the costs and berefits of the
future of individua accounts were essentialy uncertain, the trangparent cuts
accompanying PAY G reform were dl too certain. Specificaly, reforms thet reduced
preferentia treatment and reduced the wide digparity in benefits along occupeatiord lines
were (and continue to be) the mog paliticdly controversd reformsin the region. Raisng
the retirement age and lowering the replacement rate were dso paliticaly sengtive
issues, but governments were more successful in imposing these codts (dthough raisng
the retirement age for women continues to be a sdient topic of debate in Argenting).
Other geps, indluding improving adminigrative cgpacity, changing the benefit-
cdculaion formula, lowering evagon, and tightening disability requirementswere
generdly less controversd.

Table 4. Penson Reform: Examples of Imposing Costsvs. Claiming Credit

Imposing Codts Claming Credit
Cut Specid Pendons (early retirement) Creete Sygem of Individud Accounts
Lower the Replacement Rate Egablish Regulatory Framework
Reduce Inequdity (cut top pensions) Sat up Trangtion Plan
Rase the Retirement Age

Of course paliticians could (and did) amdiorate Some of the political cogts by
introducing reforms over a prolonged period of time (for example through gradudly
raisng the retirement age, or introducing atwo-tier sysem that would not ater benefits
for current workers). However in generd, governments were faced with tradeoffs over
taking paliticaly costly steps that would have an immediate fiscd impact, and reforms
which could be postponed. Alternatively, as discussed below, a times governments were
forced to compromise and adopt measures which compromised fiscdl goals (aswasthe
case in Argentinawith the formula for deermining the basic universal pension, or the
establishment of aminimum pension guarantee for the Banco de la Nacion). However



governments could aways make these compromises, and later take steps to undo them
(astook placein Argenting).

Improving admi nigrative efficiency, reducing evason, and tightening disability
requirements were generaly less controversa since they did not threaten the interests of
Specific interest groups. There was little disagreement that improved systems for
determining and awarding disability daims were consdered necessary. Likewise, there
was little oppogtion to improving efficiency in sodd security. However when such
reforms became politicized, they could be subject to palitica veto. This occurred in
Uruguay in the early 1990s when labor and pensioner groups saw efficiency
improvements (drict monitoring of individuals payroll tax contributions) as a prelude to
private individua accounts. The reforms were defegted.

Highly Contested Reforms. Privileged Pensons

Pengon sysemsin the Southern Cone and Brazil were traditiondly Sratified
aong occupationd lines, leading to large digparities among occupationd groups (see
Mesa-Lago 1978). In the 1960s and 1970s, Argentina s various occupationd pension
funds were gandardized and consolidated into three main funds for independent workers,
sdaried employees, and government workers. As of February, 2000 gpproximeately
73,000 pensonersin Argentinareceive “privileged pensons,” which are pensons
granted to individuds before retirement age at acods of 1 billion dollarsayear. Of the
73,000 privileged pensons, 4822 go to former federal employees and average $3421 per
month, while 68,000 were formerly privileged beneficiaries of former provindd penson
funds, and average $900 per month. The average bendficiary of the state- run system
recaives $321 per month, while 38 percent of beneficiaries receive the minimum $150 per
month. 24 percent of dl pensioners receive an additiond means-tested $70 per month
benefit (see La Nacion, 2-8-00). In addition, the military hasits own separate pension
fund.

Uruguay's penson system is aso dratified. Around 20 percent of benefits
(representing around 10 percent of the workforce) go to three “para-gatd” pension funds
and the military and police penson funds, while the rest of the workforce belongsto the
Banco de Previsién Social (BPS). With 633,700 beneficiaries, the pre-reform BPS deficit
was $332 million dallars on the eve of reform in 1994, while the police and military
pension fund deficit was $223 million for only 69,500 retirees (La Marfiana 4-27-95).
Notaries, professonds, and bank workers belong to the paragata plans, which ddiver
higher bendfits Given intense political protest from these professond groups, these
plans were not incdluded in the initid 1995 reform, but the legidation did require thet the
three para-gata plans be incorporated into the new multipillar system by the end of 1996.
As of June 2000, neither the para- gatd plans none the military plan had been
incorporated into the new penson sysem.

Clearly any equity-enhancing reform must take into account the digtortionary
impact of privileged penson plans on both the equity and finances of socid security. Yet
such privileged pensions gppeared to be politicaly untouchable, even astherest of the
dtate-run pendon sysems underwent extengve reforms. No government in Latin America
has dared touch the military’ s privileged penson sructure, and Uruguay’ s para-Satd
plans appear to be safe despite legidation thet cals for their demise. However the current

1C



economic and fiscd crigsin Argentina gppears to have provided the government with
aufficient politica cover to reduce the vaue of privileged pensons. When faced with
pressurefrom globa financid markets and internationd financid inditutions to reduce
fiscd deficitsin May 2000, President de la Ruaiissued an emergency decree that cut
61,000 privileged pensonsin haf for workers under 50, and by athird for workers
between 50 and 60, for an annud savings of $240 million (Clarin, 6-8-00). The
government reportedly dso seeksto diminate specid retirement pension for the military
andjudidary (Clarin 5-9-00), but has yet taken any action. At thispoint it isunclear
whether or not these cuts will withstand palitica chalenge, but they are politicaly
sgnificant because they represent the first-ever concrete attempt to cut seemingly
untouchable privileged penson benefits

Other Controverdd Reforms. Raisng the Retirement Age and Lowering the
Replacement Rate

Rasing the retirement age and lowering the replacement rate have been two
fundamenta dements of reforms aimed a retoring financid ability to the region’s
socid security systems. Prior to the reform, both Argentinaand Uruguay’ s minimum
retirement age was 60 for men and 55 for women. With the new reforms, Argentinal's
retirement age gradudly went up to 65/60, while the retirement age for women in
Uruguay was raised to 60 over five years. In Argenting, the government had sought a
retirement age of 65 for both men and women, but on the evening of the floor vote, the
women's caucus threatened to leave the chamber and deny a quorum if the retirement age
was not st a 60. Setting the minimum retirement age for worren five years earlier than
that for men will have serious digtributiona consequences because under the defined
contribution system, pension levels depend directly on aworker’s contributions and
invesment performance. Since women will have contributed fewer years, and have
greater longevity than men, awoman purchasing an annuity will receive alower benefit
than amean will. Supporters of the reform argued in vain thet eerlier retirement would
actudly harm the interets of women, who would have less years to accumulate fundsin
ther individud accounts, but the women's caucus prevailed (interview with Posades).
During the current economic crigsin Argenting, raisng the retirement for women has
once again become asdient topic. Whileit is undear what the final outcome will be, the
Finance Minigtry, with the support of the IMF, hasindicated that it wantsto raise the
retirement age for women to 65.

In Argenting, the old system promised a sdary replacement rate of between 70
and 82 percent, while Uruguay promised 60 percent. In practice, Argentinafailed to
ddiver such high promised replacement rates, which was origindly granted during the
Perdn era. This led pensoners to sue the government, and asjudicid daims mounted, the
government declared a gtate of socid security emergency in 1986. The government
issued bonds to pay off its defaulted pension debt, but the fiscal Stuation continued to
deteriorate until the new system was inaugurated. Lowering the replacement ratle was a
critical dement of the pension reform. In Uruguay, the replacement rate in the reformed
public system was lowered from 60 to 50 percent.

Unlike Uruguay, Argentina diminated the statutory defined-benfit replacement
rate, replacing it with a combination of benefits For workers who choose to contribute to
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the reformed public system rather than to an individua account, bendfits are based upon
the Basc Universd Benefit (the PBU ), the compensatory benefit (the PC) for
contributions to the old public sysem, and aformula that provides 0.85 percent per year
of anindividud’ s average sdary during aworker’s lagt ten yearsin the workforce for
each year of contributions (the PAP). The terms of the benefit formulawas a
controversd point of debate in Argentina. The dissdent labor wing of the Peronist party
demanded and recaived amuch higher Basc Universal Penson than the government was
initidly willing to offer (interview with Gonzaez Gaviola). The resit was a PBU
caculated a 2.5 times of the average worker's socid security contribution (the AMPO).

Postiponing PAY G Reform: The Sodid Security Solidarity Law in Argentina

However the Basic Universd Penson formulawhich the dissdent labor-wing of
the Peronigt party negotiated in the legidature did not endure. The origind Argentine
socid security reform was passed in September 1993. Just over one year laer, in October
1994, the government announced that the public PAY G socid security system had
incurred a $1.3 billion deficit. Reduced worker contributions to the new private sysem
led to arevenue shortfdl in the public system, and revenue was further reduced by cutsin
employer contributions in select indudtries and regions. The government also withheld
provincid "co-participaion funds' for the provinces that were earmarked for socid
security, trandferred the responghility for military pengonsto the nationd socid security
system without providing additiond funding, and trandferred some financidly-troubled
provincid penson fundsto the national system Given the reduction in revenue, the
financia imbaance was nat surprising (and in asense, pre-ordained). The December
1994 peso crigsin Mexico caused panic in financid markets, and sending postive
sgndsto theinternationa financia markets provided further judtification for correcting
the growing fiscal imbaancesin the PAY G system.

In February 1995, the government passed the " Socid Security Solidarity” law,
which findly legaly abolished the legally-defined 70-82% replacement rate. This meant
that individuals who were dreedy retired could no longer sue the government for
underpayment of benefits (in practice the replacement rate had rarely surpassed 55%
ancethemid-1980s - seelsuani and San Martino 1995h). The law dso diminated the
linkage of certain civil service pensonsto the slaries of activeworkers. Thebasc
universd benfit (the Prestacion Basica Universal (PBU)), which had inthe origind
reform been indexed to the average socid security contribution (Aporte Medio
Previsional (AMPO)), was no longer indexed, and benefit increases were only permitted
if there was sufficient tax revenue. The AMPOwas il used to determine new pengions.
However, in 1997 a presidentia decree diminated the link between the AMPOand new
pensions, and henceforth the Basic Universal Pension would be defined by the Mopre
(Modulo Previsional), which was to be set by the executive. In short, pensions were de
indexed and |eft & the discretion of the executive branch.

The"Socid Security Solidarity law™ aso prohibited socid security expenditures
from exceading revenue, and directed any surplusesin the system toward raising bendfits
for those receiving less than $450 amonth. 1t dso placed a maximum limit of $3000 per
month on pensions, and froze future court settlements (there had been 90,000 lega
Settlements and numerous cases pending againg the government due to failure to pay
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legdly mandated socid security benefits of 70 to 82 percent of wages @ retirement). The
Minigter of the Econony & thetime, Domingo Cavallo, issued adire warning thet if the
Socid Security Solidarity law did not pass, the financid burden of the penson system
could lead to the unraveling of the "Convertibility plan” (which st the vaue of the peso

a one U.S. dallar), and would bring back hyper-inflation. In an amosphere of economic
crigs, Cavdlo's ominous warning hel ped persuade legidators to support the bill.

Table 5. Sdected Chronology of Argentine Reform of the PAYG System

1993 Legidation to reform PAY G and introduce individua accounts passes

1994 Reform indituted, Minimum guarantee for Banco de la Nacion fund abolished
1995 Solidarity Law — Penson adjustments delinked from median contribution (Ampo)
1997 Ampo linkage to new pendons ends, Presdent sets universal basic penson
2000 Privileged pensons cut, Renewed effort to raise femae retirement age

In short, in 1993 the Argentine government pursued reform legidation that
privatized soaa security, while legidation thet cut sdlect PAY G benefits was not passed
until later in the decade. As could be projected after the origind reform, deficits began to
rise, and amidst an economic crigsthat began with the Mexican peso crissand a
looming recession, the government issued soending cutsin socid security thet would
have endangered passage of the reform had they been introduced in 1993. Reform
measures were sequenced so that the government could take political credit for
introducing the new individualy- capitdized pension funds, while cutbackswhich
threstened key interest groups were postponed until they were more paliticaly viable.

3. Reforming Public PAYG Systems:. Political Costs and Palicy Sequence

The brief description of reforms of the public PAY G sysemsin Argentinaand
Uruguay reflects afew basic paterns. Firg of dl, imposing cogts on key paliticd
condituencies was not a politicaly vigble srategy when the governments were trying to
obtain legidative gpprovd for introducing individua savings accounts. The most
trargparent of these measuresinvolved cutsto privileged pension programs. While the
Uruguayan law cdled for their demise within ayear, this provison was, and continues to
be ignored. The Argentine government later cut benefitsin 1995, 1997, and 2000 during
economic crises, but such pensions remain untouched in Uruguay.® Another very
trangparent codt thet the Argentine government found difficult to impose was raisng the
retirement age for women after having agreed to an earlier retirement age during just
prior to the legidative vate. The government, with support of the IMF, continues to seek
opportunities to raise the retirement age for women.

® In Argentina, the vast majority of cutsin privileged benefits were to individuals who obtained their
pensions as part of aprovincial pension plan that was | ater transferred to the federal government. The
relative percentage of individuals receiving privileged pensions in Uruguay was higher, and concentrated in
politically vocal professional groups, rather than consisting largely of former provincial state employees, as
in Argentina. Hence cutting such benefits was politically more problematic in Uruguay than in Argentina.
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Other reforms, like lowering the statutory replacement rate, or deindexing
pensons from sdaries were aso unpopular, but governments have been more successful
a implementing these reforms ether within the initid reform package, asin Uruguay, or
in the months and years after the initid reform. During the economic crigsin Argentina
following the Mexican “peso criss” the Socid Security Solidarity law removed the 70 to
82 percent replacement rate from the books, and linked future pension levelsto budgetary
cgpacity. These costs were easier to impose because they did not attack the interests of a
spedificinterest group or privileged penson program, but insteed were cutbacks aimed at
the entire public socid security system (besdes, the 70-82 percent replacement rate was
no longer provided in practice). Furthermore, the cutbacks were undertaken in an
atmosphere of palitica criss, which put government in a more favorable position then
had there not been acriss. Also, because the centerpiece of the reform —the sysem of
individuad accounts — had aready been accomplished, these measures were less
politicaly sdient than they would have been had they been induded in the origind
reform project.

Findly, it may be useful to conceive of these postponed reforms as acts of
omisson and acts of commisson. The acts of omission include presarving the privileged
penson plans, and not raisng the retirement age. Despite these cuts to the public PAYG
system that are necessary to restore financid equilibrium to the PAY G sysem and
finance the trangtion to a system of individua accounts, the political costs can be
prohibitive. Other reforms were acts of commisson in the sense that governments were
abolishing measures that had origindly been conceded in legidaive bargaining. For
example, the government was under severe fiscd pressure when it indexed the basic
universal pengon basad on the average pension contribution (the AMPO), and it
abolished the formula only two years after it was implemented. The satutory PAY G
replacement rate was not touched in the origina reform in order to reduce politica
controversy that would arise from removing “acquired rights,” but was later abolished
with the Socid Security Solidarity law.

Uncertainty, Claiming Credit, and the Creation of Individud Accounts

While reforming the public PAY G sysem is largdly an exerdse in imposing
codts, the establishment of asysem of individud accountsis largely an exercisein crediit-
claming. Interest groups which were opposad to government pengion reform initiatives
in Argenting, Brazil, and Uruguay tended to emphasize in ther rhetoric the necessity of
presarving pension rights under the PAY G system, rather than opposing individua
acocounts per . Thisisnot to say that the “ privatization” was popular. A 1995 poll of 10
Latin American countries found thet 73 percent of respondents said that pensions should
be the respongbility of the government (Basafiez 1997, p. 10). Labor Unions,
professond organizations, and pensoners groups were vocd, if not dways effective
critics of sodd security privaization in Argentina and Uruguay (Kay 1999). However
these interest groups were first and foremost concerned with preserving current benefits
levels, which were threatened by the proposed establishment of individud accounts. The
rhetoric of prominent opponents of reform emphasized opposition to ending
occupationdly-based pensions, the recognition of current government penson
obligations, oppogtion to raisng the retirement age, arguments for greater gender equity,
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and opposition to the procedurad means used by governments to secure pensonreform
(Kay 1998 p.183-193). Oppogtion to individua accounts wasjust one of severd
elements of interest group opposition to reform.

In debates over reform, advocates of individua accounts who choseto cite the
Chilean case emphasized its high returns, and Chil€ simpressve rates of economic
growth as reasons to support the reform. With regard to the Chilean case, proponents of
individua accounts benefited from the perception thet Chil€' s penson sysem and
economy were flourishing. Prior to the return to democracy in Chile, politicians were
reluctant to advocate individua accounts because of their association with the Finochet
dictatorship. The current Uruguayan presdent Jorge Baitle (eected in 1999) blamed his
1989 dectord defeat on his unpopular postion of caling for a Chileant Syle sysem
(interview with Jorge Battle). However with the reemergence of democracy in the region,
Chil€ s private pendon sysem became a paliticaly viable modd.

Advocating individua accounts was a process of credit-daming because politica
actors could make daims about the costs and benfits of systems of individua accounts
without being accountable for such daims. No one can ate with any certainty whet the
long-term returns of these new sysems will be, and benefits are of course highly
contingent on returns.® Claims about the macroeconomic impact of moving to anew
system are ds0 impossible to evduate a priori. To dte just one example, the Argentine
Undersecretary of the Economy Juan Llach stated thet the new systlem would generate
savings, improve the digribution of income, improve productivity and growth, and assure
public and private investment (cited in Camara de Senadores 1993, p.3394). Whether or
not al of these projections will transpire will take years if not decades given the long
generaiond trangtion period from apurdy PAY G sysem to a system of individua
acoounts. It is safeto say that no palitica actor involved in initiating anew sysem will
dill bein office and face accountability for the new system 40 years after a switch to
individua accounts, when the true economic impact of the new system and itsimpact on
benefit levels will be gpparent. Consequently making such bold daims about the impact
of the new sysem was afarly safe palitica bet.

A glance a the basic policy decisons and tasks necessary to initiste a sysem of
individua accounts (see Table 3) suggeststhat there are far fewer palitical cogts attached,
and indeed gregter opportunitiesto dam credit. For example, the most politicaly sdient
Sep in edablishing a system of individua accounts iswhether or not to make the sysem
optiona or mandatory. An early (1992) verson of the Argentine reform legidation thet
meade contributions to individud accounts mandatory for dl workers under the age of 45
was withdrawn from congderation in the face of widespread opposition led by the [abor
wing of the Peronist party (see Isuani and San Martino 1995a p.48-50). The hill thet was
eventualy introduced in 1993 made the system optiond rather than mandatory, which
contributed to depaliticizing the introduction of individua accounts. The new Uruguayan
sysemisoptiond for the vast mgority of Uruguay’' s workforce (those earning lessthen
$800 per month). As discussed eardier, workersin the privileged para- statd systemswere
and are vehemently opposed to being forced to contribute to the new system, and have

® Gillion and Bonilla (1992) cite the range of projections of the real annual return in the Chilean case (from
around 3 to 5 percent), and demonstrate how even adlight variation in the rate of return will have adrastic
impact on benefit levels.



Succeeded in postponing any such attempt despite alegidative mandete to incorporate
them.

Overd| contribution rates themsdlves were not controversd snce they generdly
remained the same. Clearly any atempt to raise them to raise payrall taxesto pay for the
trangtion costs would not be well-received. The long-term policy god of penson reform
wasto lower payroll taxes and labor cogts despite the fact thet the trangition codts raised
the cogts of pension programsin the short and medium term. Argentina had areedy

lowered employer payrall taxes in targeted regions and industries, and Uruguay planned
gmilar moves. However in the interim, as the chart below shows, overdl payroll tax rates

were held steedly.

Table 6. Payroll Taxesin the New and Old Systems as a Per centage of Salary

Argentina Chile Uruguay

Totd: New Sysem | 27% 13% 28.5%

Employer 16%to PAYG No Contribution 135%to PAYG
(lessin some cases)

Worker 11%toindividud 10%toindividud 15%to PAYGon
account or PAYG account, 3% to firg US$800, and to
(includes approx. disability ins And individua account
5% disbility ins, | commisson fee on earnings between
2.75 commission $300 - $2400 (less
fed) 2.6% disbility ins

and commission)
Totd: Old Sysem 21%t0PAYG 22.95% (for man 285%to PAYG
sysem— SSS)
Employer 16%to PAYG 15.7% 15.5%
Worker 11%to PAYG 1.25% 13%

One facet of contribution rates that recaived little attention has been commission fees
In the new systems of individua accounts, disability insurance and commisson fessare
bundled together into one fee. The cost of disability insurance has dropped sgnificantly

in Argentina since its introduction, from over 2 percent in 1994 to around .75 percent in
2000, yet commissions have hed steady at 3.5 percent. Commission fees and insurance
premiums et up around dmost 25 percent of aworker’s contributionsin Argenting, and
around 14 percent of worker contributionsin Uruguay, yet theissue has not generated
much political controversy. Thisis not to say thet regulators are not aware of the
problem. A 1999 report by the Chilean brokerage firm CB Capitaes presented data which
demongrated the devadtating impact of commission charges on worker returns. The
average worker contributing from 1982 through 1998 would have received an average
red return of 5.1 percent (rather than the much cited figure of 11 percent, which did not
factor in commissions). Furthermore, aworker contributing from 1991 through 1998
would have had a hegative average annud return of 1.09 percent (CB Capitaes 1999). In
bath Argentinaand Chile, regulatory agencies have made lowering expenses and



conmission fees atop priority. However thus far, high commission charges have not
become a sdient politicd issue.

Arguably the mog politicized regulaory issue surrounding the crestion of asystem of
individud accounts concerns the extent to which governments will guarantee invesment
returns. In Chile, returns are guaranteed releive to the average pension fund return, so a
firm that conagtently underperforms the market can eventudly be taken over by
regulators. In Argenting, the labor wing of the Peronist party demanded an absolute
minimum guarantee for individuds contributing to the gate- run Banco de laNacion
pendon fund. The government gave in to labor demands during legidaive negotiaions,
but the guarantee was later diminated by an emergency presidentid decree from
Presdent Menem (the Argentine system has arddive guarantee like Chile s). Whilethe
minimum rete of return was never implemented in Argenting, it isin effect in Uruguay
(making it the only such sysem in the region to have an absolute guarantee). Thereisa
minimum guarantee of the lesser of ether 2 percent red, or the pension fund industry
average less 200 basis points. Funds underperforming the benchmark must make up for
the difference from their reserves.

Ancther regulatory issue that became more paliticized in Uruguay than in Argentina
was the extent to which penson funds could be invested in foreign countries. In Uruguay
there was widespread sentiment againgt investing penson fundsin foreign securities
despite the obvious benefits of diverdfication in asmdl country with asmdl capita
market. The generd argument is that worker’ s cgpita should be invested toward the
development of the Uruguayan economy rather than sent overseas. Consequently,
Uruguay's system does not alow pension funds to be invested abroad. In Argentina, up
to 10 percent of penson funds can be invested in foreign sovereign bonds, and 7 percent
can be invested in foreign corporate bonds. In practice, a the end of 1999, only 0.4
percent of pengon fund investment in Argentinawas in foreign ingruments (SAFJP
2000).

Findly, the trangtion costs of moving from an unfunded PAY G sysem to asysem
with funded individua accountsis one of the mogt fundamenta poIicy chdlenges. While
governments switching to afunded systemn seek to dleviate costs associated with PAY G
sysems, dimulate efficency, and generatesa\/lngsand investment, and develop financid
markets, the evidence thus far is mixed’ (see Kay 2000, Bravo and Uthoff 1999).
Governmerts can only cope with the lighilities associated with the trangtion through
some combination of raigng taxes, cutting spending, or delot. The Size of the implicit delot
associated with the trangtion can in fact make a Chileanyle privatization (which
eliminates PAY G completely) prohibitively expensve (Bravo and Uthoff 1999 p.18). As
we obsarved earlier with the Socia Security Solidarity Law in Argenting, the trangtion
codts can become apparent shortly after the reform, and are on%l ng for decades asthe
government copes with liabilities associated with the old system.® Y et discusson of

" While governments instituting individual accounts sought to boost savings rates (Madrid 1999), several
recent studies suggest that Chile’ s savings rates improved because of changesin corporate tax |aws rather
than the new system of individual savings accounts (see Uthoff 1997 or for asummary see Kay 2000).

8 For example, total transition cogsin Chile averaged 4.3 percent of GDP during the 1980s and 4 percent
between 1990 and 1998. Totd transition costs are projected to rise to 4.6 percent of GDP from 1999-2008
before dropping to 3.3 percent in 2009-2018 and 1.9 percent in 2029-2037 (Arenas de Mesa 1999).
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trandtion cogts and their potentia fiscal impact on other areas of public spending was
absent from the greater political debate over reform.

The Other Sequence — PAY G-only Reform (so far) in Brazl

Brazil gandsin marked contrast to other Latin American countriesin thet thereis
no initidive & the present time to incorporate mandetory individua penson savings
accounts into their socid security systems. The proposa to move toward a system with
private accounts was met with widespread politica opposition when Presdent Cardoso
broached the subject in 1995, and was withdrawn from debate (Brazil subsequently
introduced voluntary supplementary private accounts). However like the rest of its
neighbors, the Cardoso administrations encountered tremendous political obstadesiniits
effort to reform the public PAY G sysemsfor private sector and government employees.
Ultimatdy the financid emergency in late 1998 and early 1999 created pressure that
forced Presdent Cardoso’s normdlly undisciplined legidative dliesto gpprove reforms
that essentidly lowered benefits and raised taxes for the most privileged beneficiaries.
The Fiscd Responghility law approved in 2000 created actuarid and financia targets for
socid security which areinduded in cgps on personnd expenditures. The introduction of
anew formulato caculae pendons which directly links pensonsto years of
contributions, age, and life expectancy is expected to improve the accounts of the socid
security system for private employees (the INSS) in the medium and long-term. The
Brazilian case demondrates that countriesin the region can engage in dramatic socid
security reform without making aradica bresk with the pagt in the form of introducing
individua savings accounts However it also demondrates thet initiating such reforms
can be along and arduous politica chalenge thet requires Sgnificant political resources
in order for governments to bear the political costs of reducing privilegesfor key
condituencies Mandatory individua savings accounts may once again gopear on the
politica agenda once the current wave of PAY G reforms are completed - President
Cardoso continues to express persord support for individua accounts— but such reforms
are unlikely to occur under the current adminigtretion.

Concdlusons

The recent wave of penson reformsin the Southern Cone of South America
contain two basic components: reform of the date-run PAY G system, and the
implementation of anew system based on private individua savings accounts While
PAY G reform indudes trangparent measures which require governments to impose codts
on specific condituencies, the didtributiona impact of indituting individud accountsis
lessimmediate, which dlows palitica actors to postpone the palitica costsand daim
credit for policy outcomes that will not occur until afuture dete, usudly after they have
left office. The divergent politica implications of these two aspects of policy reform are
reflected in the sequence of pension reform measures in the region. Given intense
political opposgtion to key PAY G reforms, governments have postponed some vita
agpects of the reform — such as reducing benefits for privileged beneficiaries or raisng
the retirement age - until amore paliticaly opportune moment, an action which makes
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the adoption of new penson systems more paliticdly viable, but adds Sgnificantly to the
costs of the reform.

For example, the policy gods of reducing dragtic inequality in benefits and
restoring financid equilibrium are undermined by sysemswhich preserve specid
generous programs for the military, civil sarvants, or other professond groups Raisng
the retirement age for women from 60 to 65 has been a palicy god for the Argentine
government since the origina reform was passed, but despite the urging of the IMF, the
government has not yet attempted such a paliticaly unpopular messure. In short, the
politica process dictates a sequence where the new sysems of individud accounts are
introduced firdt, while more palitically sengtive didtributiond aspects of PAY G reform
are postponed, sometimes indefinitely.

While the new systems of defined-contribution individua accounts were opposed
by the same st of professond, |abor, and pensoner groups that opposed PAY G reform,
the fact that bendfit levels (not to mention costs) would not be gpparent until far into the
future meant that the new defined- contribution systems offered far nore opportunities for
credit-daming. As described above, severd specific provisons of the new systems
generated palitical oppogtion, induding whether or nat joining the new sysemswould
be mandatory, the extent to which governments would guarantee a minimum return, and
the extent to which foreign investment of penson funds would be permitted. Just as
notable is the sat of isues surrounding privatization which were not very paliticaly
ient, induding the sgnificant trangtion codts, adminidrative fees, and contribution
rates. The resulting sequence is one where individua accounts were introduced rgpidly
while key eements of PAY G reform were postponed.
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