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5
Individual Accounts

It means your money would grow faster than that which the government can make it
grow. And that’s important.

—George W. Bush, speech at Falls Church, Virginia, April 29, 2005

The use of individual defined contribution accounts in public pension
programs is appealing to many policymakers because it addresses two of
the challenges we have described above.1 First, if individuals see the tax
contributions they make to a Social Security plan accumulating in an ac-
count and earning a return, they may regard them as deferred saving
rather than taxes. And when they see that by working more and con-
tributing more they can add to the retirement income they will receive
later, this perception reduces the work disincentive intrinsic to many pub-
lic pension plans and alleviates the labor market challenge. Second, the in-
vestment of workers’ contributions in real economic assets creates a fully
funded pension program that can add to national saving and will not go
bankrupt or require increased taxation in the future because of demo-
graphic changes. Individual accounts thus address the savings challenge
and the fiscal challenge head on.

The importance of the first of these two points will increase over time.
Because of demographic changes, greater longevity, and steadily rising
medical costs, demands on the federal budget will increase significantly
in the future and put upward pressure on tax rates. Economic analysis
indicates that the impact of taxes in altering individual behavior rises as
marginal tax rates increase (roughly as the square of the tax rate). Thus

1. The discussion in this chapter focuses on individual accounts in public pension schemes,
in particular as a possible replacement for government-run pay-as-you-go (PAYGO) sys-
tems. In chapter 7 we analyze private accounts in corporate-sponsored schemes and their
challenges, which are similar to many of the issues covered in this chapter.
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workers’ perception of taxes as contributions that provide a future benefit
will be an advantage of rising value.

The Context in Support of Individual Accounts

Concern about the impact of rising payroll taxes on work incentives is
understandable given work patterns in many European countries. The
OECD calculates a “tax wedge” for its members showing the relation be-
tween employers’ compensation cost per hour in each country and em-
ployees’ net wage per hour. The difference between the two is created by
payroll taxes and income taxes, so that, for example, a 40 percent tax
wedge means that employers pay 40 percent more than workers receive.

The OECD also calculates the hours worked in each country, based on
total employment times the average number of hours worked per year
relative to the working age population (16–64). They report this in relation
to the same figure for the United States. The cross-country results reveal
differences in labor force participation, unemployment, the fraction of
part-time work, and the number of hours worked per year by full-time
employees.

Figure 5.1 shows that there are large variations among countries in
both hours worked and tax wedges. Belgium, France, and Germany, for
example, have tax wedges close to or over 50 percent, meaning an em-
ployer has to pay in labor costs about twice what a worker actually re-
ceives. Furthermore, in terms of hours worked, people in these countries
(and the Netherlands) work, on average, almost 300 hours a year less than
in the United States, whereas the difference is about 100 hours per year in
Denmark and Finland. The figure also shows a very strong negative rela-
tion between these two variables: There is an inverse correlation between
the number of hours worked and a country’s tax wedge. It is dangerous to
infer causation from correlation, but it is obvious why policymakers in
high-tax countries are reluctant to see payroll taxes rise to finance an in-
creased burden of pensions and retiree health care costs: Increasing the
tax wedge may push people out of the (official) labor force or reduce the
number of hours they work. A causal relation would indicate that each
increase of 10 percentage points on the tax wedge would reduce hours
worked by 108 per year, on average.2 To the extent that individual ac-
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2. There are exceptions, however. Several countries lie well off the line. Austria is able to
sustain nearly the same number of hours worked per year as the United States with a much
higher tax wedge. France has labor market restrictions, including the 35-hour workweek,
that likely reduce labor input below the level suggested by tax rates alone. Moreover, coun-
tries that have seen changes in their tax wedge since 2000 have not seen a corresponding
change in hours worked; the United States, for example, has reduced its tax wedge since
2000 but has also reduced hours worked per person of working age.
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counts reduce the disincentive effects of payroll taxes, they can alleviate
this potential problem.

Individual accounts also have a related advantage in terms of political
decision making. When voters are asked whether they think Social Secu-
rity benefits should be cut, they say no. When voters are asked whether
they think taxes should be raised to cover the budget shortfall in the pro-
gram, they generally say they oppose tax increases. People want the serv-
ices that government provides, but they do not want to pay the bill, evi-
denced by the fact that the US federal government has run deficits in all
but a handful of years since 1945, despite strong economic growth and
full employment. Individual pension accounts force people to see the di-
rect connection between what is put in and what is taken out.

Disadvantages of Individual Accounts

But there are also some significant disadvantages or problems with indi-
vidual account plans. First, they do not deal with the old age poverty
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challenge; indeed they will likely worsen it compared to typical public
pay-as-you-go (PAYGO) plans. Workers that have low lifetime incomes
will contribute small amounts to individual pension accounts and will
receive low, perhaps below-subsistence, payments in retirement. Indeed,
to the extent that contributions to individual pension accounts are given
tax-preferred status, this will provide a larger subsidy to high-income
contributors than to low-income contributors. (In the United States, the
employer contributions to Social Security are tax preferred but most indi-
vidual contributions are not.)

Secondly, we said above that individual accounts have a political ad-
vantage in forcing people to see the connection between contributions
and benefits. Depending on one’s perspective there may also be a corre-
sponding distributional disadvantage. One reason traditional public pen-
sions have been able to include redistribution is precisely that people do
not see the connection between Social Security taxes and benefits re-
ceived. If there is a minimum benefit level (as is the case with Social Secu-
rity), people do not perceive that its payment depends on reducing the
level of benefits that they themselves receive relative to their contribu-
tions. If a system of individual accounts were established in the United
States by diverting, say, 10 percent of contributions to a fund for people
whose own contributions were too low to provide a decent retirement,
this could provoke opposition. This behavior pattern does not make
poverty reduction among the elderly in a system of individual accounts
impossible, but it certainly makes it more difficult.

Third, even for workers who make adequate contributions, the re-
turns from the pension assets of individual accounts are subject to market
volatility and therefore uncertain. PAYGO public pension plans, on the
other hand, can provide workers with the assurance that when they retire
they will receive an income that replaces a reasonable fraction of income
and whose value during retirement is protected against inflation. The US
Social Security system is set up to provide this assurance because initial
benefits are indexed to wages (providing a fairly stable replacement rate),
and subsequent benefits are indexed to inflation (providing a stable real
value of the benefit during retirement). With a system of individual ac-
counts, the average worker would face considerable uncertainty around
their income when retired.

The importance of the indexation provision was illustrated by News-
week’s Allan Sloan,3 who figured out what it would cost to purchase an
indexed annuity comparable to a Social Security benefit using quotes
from Vanguard and AIG (which have combined to offer indexed annu-
ities). The average monthly benefit (indexed for inflation) for a single per-
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3. Allan Sloan, “The Big Value of Small Increases,” November 6, 2006, www.msnbc.msn.com
(accessed on March 1, 2007).
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son retiring on full Social Security on January 1, 2007, was $1,361. Buying
that same annuity would cost $263,000 in the market with indexing, or
$192,000 without, so the indexing adds about a 37 percent premium to the
market price. A married couple on full benefits would get $3,181 a month,
and an indexed annuity at this level would cost $738,000 in the market4;
the same level of initial benefit that is not indexed would cost only
$539,000. The Vanguard-AIG inflation-indexed annuities build in a rate of
inflation of 3.7 percent a year, which is pretty high compared with the rate
for the past 10 years (21⁄2 percent a year), but low compared with earlier
periods (over 7 percent a year in 1973–85). Sloan’s figures illustrate that an
indexed asset in the private market is “really expensive to buy.” He notes
that only a small fraction of people that buy annuities from Vanguard-
AIG actually take the indexed version.5 His figures also illustrate just how
valuable the Social Security pension is to recipients.

Fourth, most workers are not informed or skilled investors—many
do not even know the difference between a bond and a stock.6 We de-
scribe below the UK experience with individual accounts (dubbed the
pension “mis-selling” scandal), which have been a bad deal for many
workers: Financial institutions had an interest in workers’ choosing indi-
vidual accounts and persuaded many to do so although they would have
been better off remaining in the state pension system (see, for example,
Turner 2005b).

Fifth, there is disagreement about the impact of individual accounts
in a public pension program when the private sector is moving rapidly to
defined contribution pension plans. Some argue that the public sector
should follow the lead of the private sector. Others suggest that with guar-
anteed pensions disappearing in the private sector, it becomes even more
important to give workers a basic pension that yields a defined benefit.
We look in depth at the issue of integrating public and private pensions in
chapters 7 and 8.

Finally, there is a serious transition problem associated with individ-
ual accounts for any country with a PAYGO public pension. Contribu-
tions from current workers pay the benefits of current retirees. If these
contributions are diverted to an individual account plan, there is no
money to pay current retirees, or if there is a trust fund, it becomes de-
pleted quickly. The solution to the problem is to use general tax revenue
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4. Sloan points out that the Social Security benefit drops when one spouse dies. The figure of
$738,000 is based on the assumption of maintaining an indexed benefit at $3,181, so the mar-
ket value of the Social Security pension is somewhat less than this figure. We thank Patricia
Colby of Vanguard Insurance and Annuity Services for providing comparable data (email
communication, March 7, 2007).

5. The quote is from his column, op. cit.

6. See also the discussion of this issue in box 3.3 and chapter 7.
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or raise new taxes to pay the current retirees. Canada has used this strat-
egy (Stone 2004).

Before looking at the use of individual accounts in practice, it is im-
portant to clarify the pros and cons of individual accounts. In principle, a
PAYGO public pension plan can address its fiscal challenges and elimi-
nate work disincentives. For example, the US Social Security system al-
lows participants to begin receiving benefits as early as age 62 or to post-
pone receipt until age 70 (and thus receive larger benefit payments).7 And
in principle, a program of individual accounts could address the elderly
poverty problem, for example, by subsidizing the contributions of low-
wage workers or by having a backstop income support program (Orszag
and Stiglitz 2001, Diamond 2001). In practice, however, these principles
are more difficult to achieve. The shift to individual accounts is often a so-
cial or policy device whose main objective is to generate greater work in-
centives or accommodate changing demographics. Individual accounts
give workers greater personal responsibility for ensuring adequate re-
sources for their retirement—and elderly poverty continues to plague
some countries that have introduced them. While indeed a source of polit-
ical strife, proposals for individual accounts should not be classified on a
left-right political spectrum. In the United States, such accounts are fa-
vored much more by Republicans than Democrats, but Sweden is often
seen as having a welfare state and it has introduced individual accounts.

To look at how individual accounts have played out in practice, we
provide a brief history of their implementation in Australia, Chile, Mex-
ico, and the United Kingdom, followed by an analysis of each country’s
treatment of four key issues: participation rates, administrative costs, eld-
erly poverty and replacement rates, and the financing of the transition
from a PAYGO system.

Structures and Brief Histories of Selected
Countries’ Individual Accounts

Australia

Australia has a flat rate means-tested pension plan for which men become
eligible at age 65 and women at age 60. As of January 2004 the minimum
pension benefit provided AU$11,772 annually to a single retiree and
AU$19,656 to a married couple. The purchasing power parity exchange
rate relative to the US dollar that year was 1.36, so these amounts translate
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7. The increase in benefits is actuarially fair assuming the person lives to collect benefits.
The fiscal situation of the Social Security system improves when people postpone retire-
ment, because a fraction of them die before receiving benefits.
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to US$8,656 and US$14,453. This amount has been indexed to rise with
either the CPI or an index for average weekly earnings, whichever is
larger. It has also been adjusted to about 25 percent, or the weekly earnings
of a full-time male employee. The minimum pension receives favorable
tax treatment.

Single retirees with an income of less than $2,294 (AU$3,120) receive
the full minimum benefit, and the corresponding figure for a married cou-
ple is $4,053 (AU$5,512). For increments in income above these levels, the
traditional retirement benefit is taxed at 40 percent. Retirees with an an-
nual income of $24,213 (AU$32,929) or more receive nothing from the tra-
ditional system (the married couple figure is $40,463 or AU$55,029). In
practice, 54 percent of retirees receive a full traditional benefit, 28 percent
partial benefits, and 18 percent no benefit. Only 2.3 percent of recipients
have labor income. The traditional pension system thus provides most of
the cash income of Australian retirees.

In the 1980s, concerned about low national saving, a current account
deficit of 6 percent of GDP, and low labor force participation among
workers over 50, the government introduced a compulsory superannua-
tion system.8 This compulsory defined contribution retirement plan is de-
signed to cover all employees who earn more than AU$450 a month; in
2003 it covered 90 percent of full-time employees, over 70 percent of part-
time employees, and 67 percent of owners or managers of unincorporated
businesses. Workers with qualifying defined benefit retirement plans
from their employers could opt out of the plan. Overall, 78 percent of
Australian workers had defined contribution retirement plans that year,
while 21 percent had hybrid plans (defined benefit and contribution), and
just 1 percent had only a defined benefit plan. The breakdown varies sub-
stantially between public and private employees: 84 percent of private
employees have only a defined contribution plan, whereas the same is
true of only 27 percent of public employees.

The retirement funds are privately managed, and until a few years ago
the fund managers were chosen by either the employer or a union (individ-
uals can now choose their own manager). Retirees may access the money at
age 55 (being increased to 60) or older, and so early retirement is common
in Australia as public-sector employees have a financial incentive to retire
at age 55. A very important provision of the plan allows retirees to with-
draw the full amount of their accumulated pension in a lump sum without
major penalties, and 63 percent of recipients did this in 2006–07 (Australian
Bureau of Statistics 2008). Of those that took a lump-sum payment, 42 per-
cent used the funds to pay debts, including to reduce their mortgage.

In addition to the required pension plan, workers can contribute vol-
untarily to a supplemental superannuation plan, and in 2000 about a third
of workers aged 15–64 made such contributions—46 percent of those aged
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8. For an overview of the Australian system, see Edey and Simon (1996) or Sass (2004).

Peterson Institute for International Economics  |  www.petersoninstitute.org



45–54 and 42 percent of those aged 55–64. Workers are more likely to con-
tribute to the voluntary plan if employers match or partially match their
contributions.

Chile

Chile, one of the first countries to introduce individual accounts in its so-
cial security system, reformed its PAYGO public pension system in 1981,9

replacing an inefficient, increasingly inequitable, and unsustainable sys-
tem with a privately administered contribution scheme that, proponents
argued, would curb explosive fiscal costs, address the inequalities of the
old pension scheme, and rectify that scheme’s distortions of the country’s
labor market (Edwards 1998). Almost 25 years after the reforms were in-
troduced, pension funds had accumulated assets of almost $70 billion, or
75 percent of Chile’s nominal GDP, as of October 2005 (SAFP 2006).

For much of the late 1980s and early 1990s, Chile’s pension reform at-
tracted the attention of other countries pondering reform of their pension
systems. The World Bank has based many of its recommendations on
Chile’s reform, and in 2004 and 2005, American lawmakers debating the
sustainability of the US Social Security system reexamined the Chilean
system’s merits and faults (Orenstein 2008).

Chile’s 1980 reform sought to connect workers’ pension benefits and
their contributions to the pension system, as any such connection had
been utterly lacking in the old system. In the mid-1970s total contribu-
tions (from both employees and employers) to the public pension system
varied from 16 to 26 percent of wages (Edwards 1998). The reform elimi-
nated employers’ contributions, and employees now pay 10 percent of
their wages, to a maximum of US$2,000 per month (for workers switching
to the new system, this represented a steep cut in the contribution rate
and a substantial increase in take-home pay), into pension funds adminis-
tered by highly regulated private financial managers called admin-
istradores de fondos de pensiones (AFPs). The value of an individual pension
is determined by the level of the worker’s lifetime wages, by the AFP’s
rate of return on the worker’s contributions minus commissions, and by
the frequency and amounts of the worker’s contributions. Most of the
country’s workers convert their accumulated pension assets into annu-
ities upon retirement. Chile also allows programmed withdrawals (which
have the advantage of inheritability). Annuities are indexed for inflation
and counted as unidades de fomento (UF), Chile’s real unit of account.

The workers who participate in the plan contribute 10 percent of their
wages (to a maximum of US$2,000 per month) to their retirement funds,
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9. For a detailed account of the 1981 reform, see Diamond (1993).
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which are privately managed by asset management companies that are
highly regulated. At the outset, only the “C fund” portfolio type was
available for most participants, and it held government bonds and bonds
issued by financial institutions. Over time, the management companies
were allowed to diversify somewhat, and by early 2002 the C fund also
held domestic stocks and international securities (SSA 2003). The fund
earned a real return of 10.2 percent a year from June 1981 to December
2006 (SAFP 2006). Starting in August 2002, Chilean pension funds had to
offer four funds—B, C, D, and E—with varying degrees of risk; the first
three own 60, 40, and 20 percent equities, respectively. Funds can also offer
a fund A, with a maximum of 80 percent equities.

Chilean reformers hoped that the overhaul of the pension system
would remove inefficiencies in the country’s labor market and signif-
icantly reduce the cost of labor to employers, and indeed Sebastian
Edwards (1998) finds that the reform greatly improved the functioning of
Chile’s labor market. In particular, he cites the reduction in payroll taxes
as having led to significant job creation (the unemployment rate fell from
25 percent to 6 percent in less than 15 years, although that is not attributa-
ble solely to the pension reform). The transparency of the new system’s
linking of pension benefits and a worker’s monthly contribution also im-
proved official workforce participation. The rate of labor force participa-
tion does show a turnaround at the time the new pension system was in-
troduced: It fell sharply from 1975 to 1982, but rose pretty steadily after
that until it leveled off in the mid-1990s (PACPR 2006, figure III.1). Peter
Diamond (1994) speculates that the switch to a defined contribution
scheme made workers more aware of the actual costs and benefits of a
pension system and thus reduced disincentives to join the official labor
force. Edwards similarly asserts that with the reform in place, “most
workers see their contributions as a deferred compensation, rather than as
a tax” (Edwards 1998, 30).

Although Chile has indeed achieved significant accomplishments, its
move to individual accounts has been plagued by continued elderly
poverty and high administrative costs, which we discuss below.

Mexico

Before introducing individual accounts, Mexico’s social security system,
managed by the Instituto Mexicano del Seguro Social (IMSS), was a par-
tially funded defined benefit PAYGO scheme. In an effort to bolster and
supplement the basic retirement plan, the government introduced the
SAR (retirement savings system) reform in May 1992 as a mandatory,
fully funded saving scheme based on individual accounts. The reform
called for, first, a new mandatory 2 percent employer contribution, based
on private- and public-sector wages, to individual retirement subaccounts.
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These funds were channeled to the Central Bank through the commercial
banking system, and the Bank guaranteed a real rate of return of at least
2 percent on the subaccounts, which by end-1995 totaled about US$2.9 bil-
lion invested in government securities. Second, the reform implemented
administrative changes to a specialized housing subaccount managed
by the Instituto del Fondo Nacional de la Vivienda de los Trabajadores
(INFONAVIT), to which employers since 1972 had contributed 5 percent
of eligible wages for accounts that workers could use to finance the pur-
chase of a home. The 1992 reform integrated the INFONAVIT program
with the IMSS retirement plan so that the latter now operates both.

The basic state pension in Mexico does little to encourage extended
labor force participation and effectively discourages participation by
older workers. To illustrate this point, table 5.1 shows the replacement
rates for the basic state pension after the 1992 reform for different wage
levels and years of contributions. As table 5.1 makes evident, the incentive
to contribute to the basic state pension beyond 10 years is minimal and, as
of 1999, 86 percent of recipients were receiving only a minimum salary as
their retirement benefit (Espinosa-Vega and Sinha 2000). The government
also relaxed the age of retirement conditions over time, well before 1992,
and made it easier for workers to retire on disability benefits (table 5.2).
Given these disincentives to continue working into old age, the addition
of mandatory individual accounts offered the potential to encourage ad-
ditional work and increase private saving.

1997 Reform

Through legislation passed in December 1995 and April 1996, Mexico ap-
proved the operation of investment management companies (administrado-
ras de fondos de para el retiro, or AFOREs) to manage individual retirement
accounts for workers in the formal private sector.10 A separate govern-
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10. For greater detail on the 1997 reform in Mexico, see Grandolini and Cerda (1998) or Es-
pinosa-Vega and Sinha (2000).

Table 5.1 Replacement rates under Mexico’s
social security system (percent)

Years in the system

Salary at retirement Ten Thirty

1 � minimum salary 100 100
6.5 � minimum salary 23 25
10 � minimum salary 14 16

Sources: Espinosa-Vega and Sinha (2000); Serrano (1999).
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ment division, the Comisión Nacional del Sistema de Ahorro para el
Retiro (CONSAR), was set up to oversee the activities of the AFOREs. The
first contributions to the new system were collected in February 1997, and
beginning in June 2005 some 12 million self-employed workers became
eligible to set up individual accounts with an AFORE of their choice. A
law passed in March 2007 allows public employees to switch to individ-
ual accounts beginning in 2008 (SSA 2007).

Contribution Structure in the Reformed System

Individual workers pay a compulsory 6.5 percent of their wages into an
individual retirement account, and the government contributes a “social
quota” of 5.5 percent of the prevailing minimum wage, funded from gen-
eral revenue. Employers must contribute 5 percent to a housing subac-
count (the INFONAVIT), but these accounts are consolidated with the
AFORE account upon retirement unless used for the purchase of housing
before retirement. Four percent of wages go to IMSS for disability and
survivors insurance, and workers can make additional voluntary retire-
ment contributions. If a worker had not chosen an AFORE by June 2001,
the government assigned that account to an AFORE for the worker. The
AFOREs are allowed to charge management fees as a percentage of the
contribution, of the accumulated value, of the real return, or any combina-
tion of these; most charge fees as a percentage of the contribution. If an
AFORE goes bankrupt, the workers’ savings are protected by public in-
surance (Rodríguez 1999, 5–6). Table 5.3 summarizes the differences be-
tween the old system and the reformed system.

AFORE Funds

Workers can choose any AFORE for contribution but may not change it
for one year. Fund hopping has therefore been low in Mexico: 0.01 percent
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Table 5.2 IMSS-IVCM disbursements by 
old age retirement and disability
categories (percent)

Year Old age Disability

1981 64.95 35.05
1985 58.86 41.14
1990 56.47 43.53
1994 57.01 42.99

IMSS � Instituto Mexicano del Seguro Social (Mexico’s Institute
of Social Security)

IVCM � Seguro de Invalidez, Vejez, Cesantía en edad avanzada y
Muerte (Disability, Old Age, and Survivors)

Sources: Espinosa-Vega and Sinha (2000); IMSS (1997).
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Table 5.3 Comparison of Mexico’s pay-as-you-go and reformed 
old age security systems

Area Pay-as-you-go Reformed

Institutional responsibility
Old age and severance IMSS New entrant picks AFORES or 

IMSS retirement (transition 
generation only)

Disability and life insurance IMSS IMSS

Contributions (percent of wage)a

Contribution by employer 10.075 10.075
and employee

Government contribution 0.425 2.425

Eligibility requirements
Old age 500 weeks’ (10 years’) 25 years’ contribution; 

contribution; 65 years old 65 years old (or able to finance 
an annuity of 1.3 � minimum 
wage)b

Severance 500 weeks’ contribution; 25 years’ contribution; 
60 years old 60 years old

Old age: Withdrawals Gradual withdrawals from 
individual account in AFORESc

or annuity bought from an 
insurance company

Minimum pension Equivalent to one Mexico Equivalent to one Mexico City 
guarantee (MPG) City minimum-wage minimum wage on July 1, 1997

level indexed to actual indexed to the consumer price 
minimum wage indexd

AFORES � administradoras de fondos para el retiro (private financial institutions in charge of the adminis-
tration and investment of retirement savings)

IMSS � Instituto Mexicano del Seguro Social (Mexico’s Institute of Social Security)

IVCM � Seguro de Invalidez, Vejez, Cesantía en edad avanzada y Muerte (Disability, Old age, and Survivors)

a. Does not include INFONAVIT housing account. Under IVCM, contributions could not exceed 10 times
the minimum wage, and under the new system the limit is 25 times. The column listing the after-reform
structure includes life and disability insurance.

b. Lump-sum withdrawal at retirement permitted only for balances in excess of 130 percent of the cost of
an annuity equal to the MPG.

c. Only gradual withdrawals are allowed in order to reduce the risk that recipients will outlive their accu-
mulated balances.

d. Current average wage for IMSS affiliates is 2.6 � minimum wage; thus MPG is approximately 38 per-
cent of average wage.

Sources: Grandolini and Cerda (1998); Sales-Sarrapy, Solís-Soberón, and Villagómez-Amezcua (1998).
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of workers changed funds in 1999, in contrast with Chile, where fund
hopping has exceeded 25 percent per year. By the end of 1997, CONSAR
had licensed 17 AFOREs, some of them fully owned by Mexican compa-
nies, others partly owned by foreign companies. No single AFORE can
hold more than 17 percent of market share in terms of the number of par-
ticipating workers, but there is no restriction on market share in terms of
total value of assets in portfolios.

When the new system went into effect in 1997, the regulatory author-
ity, CONSAR, stipulated that a minimum of 51 percent of an AFORE port-
folio must be held in inflation-indexed bonds and at least 65 percent in as-
sets with a maturity of no more than 183 days. These requirements were
meant to establish trust and avoid the volatility that might come without
indexing or with longer maturity bonds. The AFOREs were allowed to
hold private debt but had to maintain a very high credit rating on the
portfolios; this requirement prevented managers from making private
debt a large part of any of the AFORE portfolios, which were thus heavily
concentrated in government bonds (Espinosa-Vega and Sinha 2000).

The regulations have been eased over time, and in 2004 AFOREs were
allowed to invest in stocks; that year, up to 10 percent of assets could be
held in foreign securities. Since December 2004, workers under the age of
56 can choose between a fund that invests mainly in fixed-income securi-
ties and one that invests up to 15 percent of assets in approved equity in-
dexes. Both types of funds may hold 20 percent of assets in foreign debt.
The allocation of funds to the different AFOREs is fairly concentrated—
6 of the 17 available funds held 77 percent of market share in terms of in-
vestment as of April 2000; after that, the number of funds fell to 12 before
increasing again. There are 21 funds currently available.11

United Kingdom

The United Kingdom is one of the only Western European countries not
haunted by the specter of an imminent budgetary crisis in its pension
system. This position is due partly to the fact that the UK population is
not aging as quickly as is most of continental Europe. More importantly,
the government began to take steps as early as 1980, with reforms contin-
uing into 2007, to reduce government liabilities to the pension system
and to shift the burden of pension benefits to the private sector. But al-
though the system is on sound fiscal footing, it is plagued by inequality,
high rates of elderly poverty, and replacement rates that are among the
lowest in the OECD.
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All retirees in the United Kingdom pay into the basic state pension
(BSP),12 which, as of July 2008, paid £90.70 (US$171) a week to individuals
and £145.05 (US$273) to a married couple. The payment is means-tested,
and most retirees do not qualify for the entire pension. In 2005 the
weekly average pension for men and women was £76.10 (US$138) and
£62.87 (US$114), respectively. Employees earning a wage income above
a threshold level are required to pay into a National Insurance Contribu-
tion fund, which contributes to an additional pension plan to supplement
the BSP and so offers a retirement income more in line with a person’s
lifelong earnings. This earnings threshold was set in 2005 at £82 (US$149)
weekly, £356 (US$647) monthly, and £4,264 (US$7,750) annually; a person
earning less than the threshold amount does not have access to the addi-
tional pension. The share of Britain’s working population whose earnings
were below the earnings threshold was 17.6 percent in the 1990s (Disney,
Emmerson, and Wakefield 2001, 70–94).

Workers above the income threshold have three options for addi-
tional National Insurance Contributions:

� The first is to contribute to the second tier of the UK public pension
system (originally called the State Earnings-Related Pension Scheme,
or SERPS, and since 2002 called the State Second Pension, or S2P).
S2P benefits were initially linked to earnings, but since April 2007
the pension has become a flat rate benefit, which is meant to encour-
age middle- and high-income savers to switch to one of the two
other options.

� The second option is an occupational pension. Since the inception in
1975 of the second tier, employees with an employer-provided de-
fined benefit plan have been able to opt out of the public system and
receive rebates of their National Insurance Contributions in return.
As of 2004, about half of Britain’s pensioners were receiving a pension
from a private occupational retirement scheme.

� The third option was made available starting in 1988, when employ-
ees were first allowed to opt out of the other two and could instead
deposit their national insurance rebates in private personal retirement
accounts. In 2004 11 percent of employees had accumulated pension
savings in a personal account.

Proponents of the multitiered UK system point to the freedom it of-
fers employees in choosing their retirement provision; they also note that
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12. For more detail on the British pension system, see Blake (2003) or Disney, Emmerson,
and Wakefield (2001).
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by allowing employees to leave the state system, the government limits its
future liabilities.13

The ability to opt out of both public and employee-sponsored plans,
however, has also drawn a lot of criticism. Skeptics argue that women are
at a disadvantage in pension accrual, and they also point to low saving and
contribution rates as signs that the system is not working. Furthermore, a
2000 study by Colin Gillion and colleagues found that many workers who
would have been better off in the public PAYGO system were persuaded
to move to private accounts by financial institutions that wanted to man-
age their money. Two insurance companies began telling participants to
move back to the state system, and in 2004 500,000 people actually did
that (Cohen 2005).

Participation/Contribution Density

The issue of participation rates in a system of individual accounts is on
both the extensive and intensive margins, as it is important to ensure not
only that workers participate in the system but also that they contribute
enough to have adequate income upon retirement. Focusing on participa-
tion brings up issues such as the effect of a large “shadow economy” and
inequality among men and women, as well as administrative costs and
elderly poverty, which we discuss in subsequent sections.

Australia

Participation in the Australian defined contribution individual ac-
counts, as described above, is mandatory unless a worker has a qualify-
ing occupational defined benefit scheme instead. Participation rates
appear to be on track, as over one-third of Australian workers make vol-
untary contributions to a supplementary account. However, early retire-
ment and low labor force participation among those over 50 are critical
problems for Australia’s retirement system. Pension reform has not
solved these problems and in fact may have aggravated them by funding
early retirement. In an attempt to deal with these issues, the government
has introduced a bonus scheme to encourage people to postpone retire-
ment, providing up to AU$34,000 to a couple that remains in the work-
force an additional five years.

The biggest flaw in the Australian retirement plan is the provision
that allows workers to withdraw all of their contributions in a lump sum
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below the OECD average and that the partial privatization of the second tier will have little
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once they reach age 55. The incentive to do this is great because people
can pay off debts or finance early retirement and then apply for the mini-
mum government pension benefit once they reach the official retirement
age.14 The minimum benefit is not especially generous but is likely sup-
plemented with casual unreported work, together with the imputed rent
from an owner-occupied residence.15

The problems in the Australian public pension plan and the individ-
ual retirement account scheme are major. The goals of the plan were to
move retirees off the traditional retirement program, increase national
saving, and discourage early retirement. None of these goals appear to
have been achieved. The Australian experience illustrates the importance
of design features of retirement programs that seem minor when intro-
duced but have very large effects on the outcome. As long as there is a
minimum income guarantee for the elderly, it is vital to make sure that re-
tirees cannot pull their retirement funds out in a lump sum.

Chile

In the years following the 1981 reforms, Chile’s new pension system
achieved relatively high participation rates, fluctuating between 65 and
76 percent over the next 10 years (figure 5.2).16 In 1991 and every year
thereafter, however, participation dropped markedly, averaging 56 per-
cent (SAFP 2003, 215; authors’ calculations). This low compliance rate
raises the question of why so many are avoiding their yearly contribu-
tions to a supposedly obligatory system. Self-employed workers, seasonal
workers, and the unemployed may opt not to contribute to an AFP, but
participation is compulsory for all other wage earners who entered the
system after the reforms went into effect. As the latter make up the major-
ity of the Chilean workforce (about 67 percent in 1992), one would expect
participation to increase, not decrease, as younger workers enter the labor
market and join the system (Uthoff 1998). Furthermore, a significant num-
ber of contributors underreported their yearly earnings and thus were
able to pay less into their funds—one-quarter of them at or below the min-
imum wage level in 1991 (Mesa-Lago 1994, 119).
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14. Recall that 12 to 14 percent of men also receive sickness or disability payments upon
retirement.

15. About 80 percent of Australians over 64 own their homes outright, and the wealth accu-
mulated in a primary residence is not counted in assessing eligibility for the traditional pen-
sion or the benefit level.

16. Active participants are members of the new pension system who make a contribution to
their pension fund in December of a given year.
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Reasons for Noncompliance

A major problem is the infrequency of workers’ contributions throughout
their working lives. The system’s designers had estimated that workers
would contribute to their pension funds for at least two-thirds of their
working lives; instead, this contribution density has been only about
52 percent (OECD 2005).

A survey in the early 1990s sought to explain noncompliance among
AFP members who were behind in payments for more than one year. Of
those surveyed, 26 percent (mostly women) had voluntarily left the work-
force, 13 percent were unemployed, 37 percent were self-employed—and
22 percent were simply “delinquent in their payments” (Marcel and Are-
nas 1992, 19).

There have been several explanations for the noncompliance. Under
the new system, workers must contribute to their pension funds for
20 years in order to become eligible for the minimum pension. Dimitri
Vittas and Estelle James (1994) suggest that many workers make pay-
ments for 20 years in order to qualify and then evade their obligations for
the remainder of their working lives. Some workers underreport their
income so as to qualify for the minimum pension. These strategies are
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widespread enough that an estimated 30 to 40 percent of workers in the
new system may become eligible for the minimum pension upon retire-
ment. Another factor is very low-income workers who pay no income tax;
their delinquency stems not from a calculated scheme but because the fa-
vorable tax treatment toward saving provides no incentive for them to
participate. Family support also plays a role. Truman Packard (2002) finds
that child care and child education expenditures significantly decrease
the likelihood of contributions to the new social security system. He also
suggests that many Chileans are simply diversifying their investments by
saving outside the formal pension system, often in the form of housing.
Mesa-Lago and Arenas de Mesa (1998, 118) cite a “lack of adequate con-
trols, a high contribution for the insured . . . and cheaper alternatives in
public assistance” as reasons for noncompliance.

In addition to the impact of employee noncompliance, high inflation
in the early 1990s provided employers with an incentive to delay the
transfer of salary deductions, with the result that many have been delin-
quent in depositing employees’ contributions with their AFPs (in the
amount of US$200 million in 1991 [Kritzer 1996, 49; Mesa-Lago 1994,
118–19]).17 In 1996 the Superintendencia de Administradores de Fondos
de Pensiones (SAFP) had 150,000 such cases of negligence to resolve
(Economist Intelligence Unit 1996). Furthermore, a number of AFP mem-
bers have registered in the pension system more than once (Uthoff 1998;
Mesa-Lago 1994, 119).

Efforts to Increase Participation and Enforce Compliance

A special advisory council on pension reform, appointed in 2006 to deter-
mine how to increase mandatory coverage to the entire population, pre-
dicted that “Without changes to the system, it is estimated that within
20 years only half of Chile’s senior citizens will receive more than the
minimum pension, less than five percent will have access to the minimum
income guaranteed by the state, and the rest will scrape by on less than
the minimum, a poverty pension, or nothing.”18 Since the Chilean govern-
ment is responsible for making up the difference between the minimum
pension guarantee and the payout of funds that do not meet that guaran-
tee, it is in the government’s interest to promote a higher participation
rate. The Bachelet government therefore enacted a reform in 2007 to pro-
vide more incentives for participation. The reform addresses the four pri-
mary barriers to or disincentives for participation: self-employed work-
ers’ freedom not to enter the pension system, the disproportionate burden
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17. Workers may contribute to the AFPs personally or delegate that responsibility to their
employers. 

18. Daniela Estrada, “Chile: Pension Reform to Combat Systemic Poverty,” InterPress Ser-
vice, September 15, 2007.
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of domestic and child-rearing responsibilities on women, lack of compe-
tition among AFPs for lower-income customers, and the minimum pension
guarantee. We discuss the first two barriers below, and the last two in
following sections.

Self-employed workers—who, according to Chile’s National Statistics
Institute, make up 27 percent of the working population—are not obli-
gated to join the new pension system and, indeed, only 4 percent of them
participate in the pension program.19 Following the suggestions of the ad-
visory council, the 2007 reform required self-employed workers to join
the pension system and make regular contributions. As such a sizable
share of Chile’s population is self-employed, this move should help to sig-
nificantly boost participation rates.

The reform also targeted young low-income workers not subject to
income taxes and thus unaffected by the favorable tax treatment of sav-
ing. Workers aged 19–35 whose income is less than 11⁄2 times the minimum
wage now receive a subsidy to encourage participation in the pension
program.

In addition, the reform addressed the low participation among women.
Because of economic and social pressures related to child rearing,
women make up the majority of workers who voluntarily leave the labor
market. To encourage them to remain at work and continue contributing
to their individual pension funds, the 2007 reform heeded the pension
reform advisory council’s recommendation of “including child care in
the rights of the working woman in the same way as other social security
benefits, thereby making it easier for women to engage in paid work”
(Presidential Advisory Council 2006). As an incentive to participate, the
2007 reform allocates a “bonus,” equivalent to roughly a year’s worth of
contribution, to a woman’s account for each of her children.

Mexico

Mexico, like Chile, faces problems in participation rates in its new sys-
tem of individual accounts. The most common approach to tracking par-
ticipation, by density of contributions, entails dividing the number of ac-
tual contributions by the number possible since the inception of private
accounts. The density of contributions in Mexico from July 1997 to Febru-
ary 2007 was 44.25 percent.20 Figure 5.3 represents participation in a dif-
ferent way: It shows the number of accounts registered along with the
number of active and inactive accounts (accounts that have or have not had
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19. Business News Americas, “Assn: 32 percent of Independent Workers Unhappy with
Contributions,” November 14, 2007.

20. The authors thank Juan Mateo Lartigue Mendoza of CONSAR for this information.
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contributions in the previous six months). As in Chile, the number is in-
flated by duplicate accounts. The sudden jump in the number of accounts
in June 2001 occurred because in that month the government assigned an
account to all eligible workers who had not yet registered with an AFORE.

One of the problems with Mexico’s social insurance program is that
only a fraction of the workforce actually participates. The 1997 reforms
did not address this but rather affected only those covered under the
IMSS: the economically active population working in the formal private
sector (equal to less than one-third of the economically active population
and only a little more than half of formal-sector employment). As noted
above, though, public employees may open their own private accounts on
a voluntary basis. This follows the reform of the public pension system in
March 2007, implemented by President Felipe Calderón, raising the re-
tirement age for government workers gradually from 50 to 60. In many
ways this public-sector reform mirrored that of the private sector in 1997.

United Kingdom

Inequality, especially between men and women retirees, has been a con-
stant feature in discussions of UK pension system reform and is central to
the country’s focus on participation and contributions. Inequality pre-
vents adequate returns for many low-income workers and discourages
participation in the private saving plans, creating a feedback loop be-
tween low returns and low participation. Because both public and occu-
pational defined benefit schemes are based on years of contributions dur-
ing which a worker accrues rights to future pension payments, women,
who often leave the labor force for long periods to care for children, or
who work part-time to honor family obligations, have always been at a
disadvantage (like their peers in Chile). Several reforms to the UK system
have tried to correct this situation. The Home Responsibilities Protection
introduced in 1976 allowed women to stay at home and care for a child
without forgoing the full basic state pension benefits. The reform to the
second-tier system in 2002 made similar allowances in SERPS (subse-
quently S2P) for women who provide child and eldercare. The Turner
pension report of 2005 (Pensions Commission 2005), however, considered
these adjustments insufficient and called for even greater allowances for
those who assume family caretaking responsibilities.

Economists are quite concerned about UK workers who have opted
out of both state and private occupational plans in order to contribute to
personal pension accounts. Without a mandatory floor on contribution
rates, the contribution density of most workers will not be high enough to
provide enough retirement income. Indeed, most of these private savers,
observers warn, do not save nearly enough to ensure adequate living
standards in old age. Given the recent and projected rise in longevity,
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many investment advisors suggest to those relying on personal accounts
that they contribute around 10 percent of their earnings to private plans
(Disney, Emmerson, and Wakefield 2001, 86). But few workers who opted
for private plans do so. In fact, as of the late 1990s, more than half of all
members of private pension accounts contributed 4 percent or less of their
national insurance rebate, which is likely to leave them with inadequate
resources in retirement (Disney, Emmerson, and Wakefield 2001, 76).

The 2007 reform made some significant strides in addressing the issue
of low participation and inadequate contribution densities brought on by
the partial privatization of the system. Most significantly, and following
the suggestions of the 2005 Turner report, starting in 2012, eligible work-
ers will be automatically enrolled in an occupational pension and will
have to choose not to participate, a move that aims to avoid the problem
of myopic private saving and improve both participation rates and contri-
bution densities. The 2007 pension plan estimates that this “opt-out” plan
will generate 4 million to 8 million new savers in the workplace. These
personal accounts will be aimed primarily at low- and middle-income
workers, giving them the option to contribute a minimum of 4 percent of
their gross earnings. And the state will match these contributions by a
minimum of 3 percent of the employer’s gross earnings and 1 percent in
the form of tax relief.

Absent from the 2007 reform, though, was the enactment of a more
far-reaching suggestion from the Turner report that everyone become a
member of a plan called a National Pension Savings Scheme (NPSS). Un-
der Turner’s proposal in the report, the NPSS would be privately man-
aged but centrally administered by a government agency, which would
allow the government to buy pension plans in bulk and thus significantly
reduce administrative fees. Although this potentially substantial cost-
saving measure could indirectly have encouraged greater participation
among low- and middle-income workers, it was scrapped in the reform.
The 2007 Pension Act did, however, include a provision to begin con-
structing a low-cost, voluntary saving account targeted to low-income
workers. While similar to Turner’s proposal, this provision is not nearly
as large in scope and will not be as far-reaching (see discussion below).21

Administrative Costs and Fees

Administrative costs and participation rates are intrinsically linked, espe-
cially for low-income workers, for whom high administrative costs can
drastically reduce net replacement rates and discourage participation.
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21. See the UK Department for Work and Pensions website at www.dwp.gov.uk/pensions
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Furthermore, it is less profitable for a private fund manager to manage
contributions from a low-wage worker relative to a high-wage worker
due to issues of scale. This fact can create an inherent disadvantage for
lower-income workers in a privatized system unless steps are taken to ad-
dress the scale issue, such as creating an agency to pool the contributions
of low-wage workers.

Chile

Chilean law requires administradores de fondos de pensiones, the private
fund managers, to charge their customers a single commission rate based
on their wage income. This pricing scheme makes it more profitable to
target customers with high, steady incomes and, conversely, much more
costly to take on low-income customers. Additionally, because of the
complexity of the product that AFPs offer, many clients neither under-
stand nor seek to find out the difference in commissions between AFPs.
Because of this undiscriminating pool of customers, AFPs cannot attract
more business by lowering commissions.

The strict requirement that AFPs charge the same commission rate
to all customers based on income creates a disadvantage for lower-in-
come workers, as fund managers would rather seek customers with
higher incomes to increase profitability. Chile’s Presidential Advisory
Council (2006) addressed this inequity by suggesting that AFPs be al-
lowed to relax the uniform commission fees and pursue measures that
would foster competition among AFPs based on commission rates.
These recommendations have merit, but they also pose some risks.
Many of the costs of administering an account—record keeping, for ex-
ample—are fixed overhead costs. As a proportion of contributions, it is
costlier for an AFP to manage the account of a low-wage worker than a
high-wage worker. Because under the current system the fees are fixed
by law, AFPs protect their profit margin by avoiding the low-wage
workers—effectively “discriminating” against them. But if the regula-
tion of fees were relaxed, the AFPs would likely charge higher fees (rel-
ative to contributions) for low-wage workers than for high-wage work-
ers. The competitive outcome would involve a pricing schedule that
reflects the underlying costs of the different accounts, and the resulting
hike in fees would discourage low-wage workers from joining the sys-
tem, just as the past discrimination discouraged them. One solution
would be for some agency to collect and administer the small accounts
and pool the money before passing it to the AFPs. A government agency,
for example, could effectively subsidize the contributions of the low-
wage workers, making their participation in the program more attrac-
tive. The 2005 Turner report proposed this idea for the United Kingdom
(see below), and Sweden has actually implemented it.
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There is general agreement that the administration of pension funds
in Chile has been inefficient. As mentioned above, each AFP was initially
allowed to offer only one fund, and investment options were highly regu-
lated by a supervisory government institution, the Superintendencia de
AFP (SAFP). A fund’s return had to fall within a band of 2 percent above
and below the market’s average rate of return, so all management compa-
nies essentially offered workers the same portfolio. High administrative
fees financed heavy advertising and lavish sales pitches, since managers
could not distinguish themselves through adept investments or higher
returns than other funds.

In addition, every AFP in Chile is responsible for collecting its clients’
contributions directly. Observers note that such an operation is subject to
increasing returns to scale and that administrative costs would have been
lower if a single government agency had been responsible for the collec-
tion of contributions, as mentioned above. A CBO (2004) report points out
that the US Thrift Saving Plan, for example, has administrative costs of
0.07 percent of total assets, whereas Chile’s funds’ administrative costs
have been as high as 15 percent of total assets (or, in 1984, 9 percent of
wages and 90 percent of contributions), although they have declined to
2.5 percent of wages and 0.7 percent of total assets in recent years.

Recent reforms have attempted to increase both competition and effi-
ciency in the industry. In 2002 the government introduced significant re-
forms to the system to contain its horrendous costs (OECD 2005). Now
each AFP can offer five different funds catering to investors’ tolerance for
risk; the most recent reform in 2007 also allowed AFPs to increase the share
of their funds in foreign equities from 40 to 80 percent and lifted restric-
tions on more risky equity investment and investment in real estate. The
reform also attempted to address the growing concentration among AFPs
(their number fell from a peak of 21 managers in 1994 to 6 in 2007), for the
first time allowing private banks and insurance carriers to act as fund man-
agers in an effort to increase competition and lower commission fees.

Mexico

At the outset of Mexico’s 1997 reform, administrative costs appeared to be
relatively well contained. For example, worker contributions were funded
through a payroll tax, collected and pooled by a central tax agency and
then sent to the private AFOREs for investment (Mitchell 1999). The scale
achieved by this measure is more efficient than that in Chile, where no
such central agency exists and private fund managers must collect contri-
butions from individual workers. This difference would imply that
administrative costs in Mexico should be lower than they are in Chile.

Since the reform, however, there have been complaints that manage-
ment fees are high, that they are lumped with insurance premiums for the

300 US PENSION REFORM

Peterson Institute for International Economics  |  www.petersoninstitute.org



life insurance component of the pension plans, that they are obfuscated
because they are usually presented as a fraction of the worker’s salary,
and that it is not always clear whether the commissions are based on a
proportion of yearly flows into the fund or a proportion of the balance in
the fund at a given point or some combination of the two. For example, a
participant may be charged 1.7 percent of wages, but someone contribut-
ing the mandatory 6.5 percent will effectively pay a 26.15 percent commis-
sion charge.22 The complicated fee structure makes it hard to compare
across funds.

United Kingdom

Analysts forecasted in a report nearly a decade ago that high administra-
tive costs would plague the decentralized approach to the UK system of in-
dividual accounts (Murthi, Orszag, and Orszag 1999). The authors esti-
mated that the administrative fees charged by fund managers would
reduce the value of an average individual account by about 45 percent
relative to its value with no fees. One of the main reasons for the extra-
ordinarily high administrative costs is the fact that no central agency ex-
isted to pool individual contributions.

In the 2007 pension reform, while Turner’s proposal to automatically
enroll workers in individual retirement accounts was passed, his NPSS
proposal to pool together individual accounts, so as to reduce high ad-
ministrative costs, was rejected. Thus while the 2007 reform addressed
issues of outright participation, it did not address this important issue,
which could both significantly reduce administrative costs and, indi-
rectly, encourage greater contribution densities by increasing real rates of
return for low- and middle-income workers. While the far-reaching
Turner proposal was shot down, the 2007 reform did enact a new measure
to develop separate low-cost voluntary accounts coordinated by a central
agency, which is discussed in the next section.

Elderly Poverty and Replacement Rates

One of the biggest sources of political resistance to proposals to replace a
public pension system with individual accounts is that the latter can lead
to severe poverty among low-income workers who do not save enough
on their own, whether because they make too little, or do not contribute
throughout their working lives (i.e., women with child-rearing responsi-
bilities), or for any other reason.
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Chile

We noted earlier that the largest pension fund in Chile returned 10.2 per-
cent after adjusting for inflation. However, participating workers have
not captured the full 10.2 percent return because of high administrative
costs (see above). In addition to the 10 percent of their wages, workers are
required to contribute 1 to 1.5 percent of wages plus administrative fees,
depending on the AFP, so real net rates of return have been in the range of
4.4 to 6.9 percent, depending on income level and time of entry into the
system (PACPR 2006, Table A.3.2). In addition, rates of return have de-
clined over time; the high real rates of return in the 1980s and early 1990s
reflected very high real rates of interest in Chile during this period (the
C fund was invested primarily in government bonds), but more recently,
real rates have been coming down worldwide.

Given the high past returns, the Chilean pension funds have per-
formed well, on average, for those who have been with the system a num-
ber of years, with retirement incomes guaranteeing a replacement rate of
60 to 65 percent of the average wage in 2002 (OECD 2005).23 But the aver-
age numbers hide a high degree of economic and gender inequality in the
system. The OECD report finds that well-off workers have greater contri-
bution densities than low-income employees and thus achieve replace-
ment rates as high as 80 percent. In contrast, the pension incomes of as
many as one-third of Chileans will replace only 10 to 30 percent of previ-
ously earned wages. Women have faced a particularly difficult time
achieving adequate retirement income. Companies selling annuities to re-
tirees are not required to use unisex life expectancy tables in Chile, so
women end up with significantly lower retirement incomes than men.
Most recently, husbands have been forced to buy joint annuities for them-
selves and their wives (James 2005), a requirement that has somewhat im-
proved women’s old age income. Women also have had much more diffi-
culty completing the 20 years of contribution to a pension fund necessary
to qualify for the government’s minimum pension guarantee (MPG; see
below). Advocates of the individual account system initially predicted
that it would ease inequalities in Chilean society, but in practice it is the
higher-wage workers that have been able to take advantage of the plan, so
the problem of elderly poverty remains.

Elderly Poverty

In Chile’s pension system there are at least three main determinants of
old age poverty: employment history, dependence on one’s children or
others for support in retirement, and qualification for cash transfer pro-
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23. The reformers had promised replacement rates of 80 percent at the outset of reforms.
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grams. Because affiliates can contribute to their accounts only while for-
mally employed, a significant amount of time away from the formal work
sector can have a negative impact on one’s retirement saving within the
system. Indeed, the presence of a large informal economy in Chile has
severely hurt the effectiveness of the privatized system in addressing eld-
erly poverty; roughly 1.2 million Chileans work in the informal “shadow”
economy and thus do not make regular contributions to their individual
accounts. Furthermore, Truman Packard’s 2002 study shows that expecta-
tions that one’s children will provide care tend to significantly reduce
one’s contribution density, a practice that is not problematic only if one’s
children can provide care above the poverty threshold. Last, qualification
for old age cash transfer programs—like the minimum pension guaran-
tee, assistance pension, and part of the Chile Solidario program—has a
positive fiscal effect on one’s retirement resources. Armando Barrientos
(2006) argues that the existence of assistance programs that target the eld-
erly poor has greatly reduced the incidence of old age poverty in Chile,
and at a relatively low cost (0.38 percent of GDP).

Effects of the 1981 Pension Reform on Old Age Poverty

Pension income is a significant factor in preventing old age poverty in
Chile. Table 5.4 shows real poverty rates in Chilean households as well
as simulated rates that calculate the incidence of poverty if older adults
receive no retirement or pension income. Lack of a pension increases
the poverty rate among households with at least one older adult and
has a particularly deleterious effect on households with only elderly
inhabitants.

The proper counterfactual to consider is whether individual ac-
counts have been more effective than the former PAYGO system in com-
bating poverty, but it is difficult to determine whether this is the case.
Elderly poverty rates have come down since the reform but at about the
same rate as the decrease in poverty in the overall population. From
1990 (when private accounts had been active for nine years and could
have had a significant impact on pension benefits) to 2006, the poverty
rate of those aged 65 and older dropped from 20 percent to about 7 per-
cent, but this 64 percent decrease is about the same as the average of
65 percent across all age groups.24 Cash transfer programs seem to be
responsible for much of the reduction in elderly poverty but, as outlined
above, they retain some drawbacks and are liable to invite workers to
abuse the system.
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24. Data are from Encuesta CASEN (National Characterization Socio-Economic Survey),
1990, 1992, 1994, 1996, 1998, 2000, and 2003, Ministerio de Planificación y Cooperación
(Chile), available at www.mideplan.cl.
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Programs and Reform to Combat Old Age Poverty

The framers of the 1981 pension reform aimed to reduce elderly poverty
by creating a minimum pension guarantee (it was replaced in the 2007 re-
form). The aim of the MPG was to provide a decent standard of living to
those who reached retirement age and had no other source of income and
an inadequate balance in their private accounts. The MPG was available
to those who had contributed to the system for at least 20 years, and the
government set the level of the benefit on a consistent basis. In 1996 the
MPG benefit was equivalent to 80 percent of the legal minimum wage and
40 percent of average earnings (Barrientos 1996, 312). An assistance pen-
sion (PASIS, legislated before the 1981 reform) was also available, but
the requirements were more stringent and the benefits much lower than
those of the MPG (Valdés-Prieto 2004).

The MPG and PASIS left gaps in pension coverage among the elderly
and so were judged inadequate by the time of the 2008 reform. The MPG
especially discriminated against women, whose domestic responsibilities
more frequently cause them to leave the workforce and for longer periods
than is true for men, preventing them from making the minimum 20 years
of contributions. Also disadvantaged were those who frequently switch
between the formal and informal work sectors and those who remain un-
employed for long periods. PASIS was meant in part to catch those who
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Table 5.4 Impact of retirement and pension income on total poverty in
Chile, 1997 (percent)

Household/poverty rate Urban areas Rural areas

Households with older adults only
Real poverty rate 6 5
Simulated poverty rate 39 35

Households that include older adults
Real poverty rate 13 19
Simulated poverty rate 24 33

Total households with older adults
Real poverty rate 11 16
Simulated poverty rate 29 33

Total urban households
Real poverty rate 19 26
Simulated poverty rate 24 33

Note: Simulated poverty rate excludes retirement and pension income from total household
income.

Source: Economic Commission for Latin America and the Caribbean (ECLAC) Database,
www.eclac.org.
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slip through the cracks, but a 1994 government survey found that a num-
ber of people who met the requirements for PASIS did not receive it
(Valdés-Prieto 2004, 44–45). While there were signs that its targeting was
improving after 1994, its scope was just not far-reaching enough to ade-
quately address the dire problem of elderly poverty in Chile. The lack of
MPG and PASIS coverage, especially for those in the informal sector and
for women, was central to the 2007 reform. As mentioned above, the 2007
reforms, signed by the Bachelet government and passed through Con-
gress, attempted to help bridge the coverage gaps with, among other
things, a subsidy for child-bearing women and required participation
among independent-self employed workers.

A more groundbreaking measure to combat old age poverty replaced
the MPG with the New Solidarity Pension System (SPS), a two-tiered ben-
efit plan for those with incomes in the lowest 60 percent. The first tier is
the Basic Solidarity Pension (PBS), a flat rate, noncontributory pension
equivalent to roughly 60,000 pesos (about $115) a month, scheduled to
rise by 2017 to 75,000 pesos ($143). The PBS, which somewhat ominously
is reported to be funded by volatile profits from copper mining, will rep-
resent a significant boost in the replacement rate for low-income workers,
as, on average, it will rise to 70 percent, up from 44 percent. Under the sec-
ond tier, called the Solidarity Pension Contribution (APS), low-income
workers who save will receive a gradually declining complement to their
own saving starting in 2012, up to a maximum of 200,000 pesos ($383).
Government economists say the plan will cost $2 billion a year; another
calculation estimates it will cost roughly 1 percent of GDP annually (Er-
rázuriz 2007). While criticized by some as inadequate to combat poverty
among its recipients, the PBS must tread carefully so as not to discourage
private savings by the poor in Chile; the second-tier APS hopefully has
the potential to not only preserve but also strengthen the incentive to save
among the poorer population. The 2008 reform in Chile is thus a recogni-
tion that a fully privatized system is not adequate to address elderly
poverty among those who have not made regular contributions to their
own accounts, especially in a country with a large informal economy and
a system that has discriminated against women.

Mexico

Mexico’s annual real rate of return on the pension system from 1997 to
March 2006 was 3.23 percent. This rate takes into account the funds gener-
ated by workers’ accounts, discounted by AFORE commissions, and ad-
justed for withdrawals and the effects of inflation. The real rates of return
from 2001 to 2004 for the main AFORES are shown in table 5.5. The average
for the funds was 5.43 percent for the three-year period, but the rates of re-
turn varied from over 6 percent (Actinver) to less than 4 percent (Inbursa).
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For workers at the minimum wage, the replacement rate is about
77 percent and varies little, with different rates of return because the gov-
ernment pledges to provide a minimum pension equal to 100 percent of
the minimum wage, contributing more or less depending on the rate of
return on contributions. For workers at higher-income levels, the replace-
ment rate varies with the rate of return to the individual accounts. For a
worker making 25 times the minimum wage, for example, the replacement
rate could be as high as 27 percent or as low as 12 percent, depending on
the rate of return on AFORE and INFONAVIT contributions.

United Kingdom

The inequality of the UK pension system and its effect on elderly poverty
were cited in Adear Turner’s 2006 report, in which he noted that today’s
pensioners in the United Kingdom are the most affluent retirees the coun-
try has ever seen. Still, he stresses, with the discontinuation of many gen-
erous occupational defined benefit schemes and with stock market re-
turns well below the record levels of the mid- and late 1990s, divides in
income level among UK pensioners will widen. Other authors have pointed
out that it was especially the well-to-do workers at larger companies
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Table 5.5 Real rates of return on
Mexican SIEFOREs, 
2001–04 (percent)

SIEFORE Rate of return

Actinver 6.13
Azteca 4.75
Banamex 5.76
Bancomer 5.62
HSBC 5.30
Inbursa 3.90
ING 5.70
IXE 5.39
Principal 5.51
Profuturo 5.52
Banorte 5.72
XXI 5.67
Santander 5.38
Average 5.43

SIEFORE � Sociedad de Inversión Especializada en
Fondos para el Retiro (specialized mutual funds for
pensions).

Source: Sandoval (2004).
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who had the fortune of being enrolled in well-funded and generous oc-
cupational defined benefit plans (Disney, Emmerson, and Wakefield
2001, 75).25 Today, saddled with serious funding problems, many of these
generous occupational plans are winding down or are closed to new
hires. Occupational defined contribution schemes or private pension
plans may initially have offered more lucrative rates of return than the
state system or companies’ defined benefit schemes, but since the stock
market collapse in 2001, they have been considered riskier for employees
and their benefit payouts have been substantially less than those of de-
fined benefit plans.26

Lower-income workers who do not have access to historically gener-
ous company-sponsored defined benefit plans and who lack the financial
savvy to invest in private retirement accounts are the ones most likely to
stick with the public earnings-related system.27 The high administrative
costs of private schemes (which, as discussed, were only partially ad-
dressed by recent reforms) have also made private retirement provision
for these workers quite unattractive, as they drastically reduce net rates of
return (Williamson 2002, 415–30). The gross replacement rate for an aver-
age earner in the mandatory UK public system is currently 31 percent—
the lowest among all OECD countries (Martin and Whitehouse 2008).
Thus the gap is growing between a class of relatively wealthy pensioners
who receive incomes from either generous defined benefit plans or well-
invested personal accounts and a sizable group of pensioners who remain
in the less generous public system and are more vulnerable to future pub-
lic cuts and political tinkering with the system.

Furthermore, as discussed in the section on participation rates, many
workers who opt out of both the public and occupational pension plans
and instead contribute to a private account are not faring much better.
The absence of a mandatory contribution rate for individual accounts is
leading to low saving rates and will eventually result in high levels of
poverty among many UK pensioners.

The 2002 reforms to the second tier of the public scheme, which re-
placed SERPS with the State Second Pension (S2P), increased the accrual
rates for workers at the lower end of the earnings spectrum but also made
the S2P a second flat rate system as of April 2007, making the second tier
redistributive rather than earnings-related. The 2007 Pensions Act passed
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25. Until very recently, these private defined benefit schemes also offered attractive early
retirement packages.

26. Mean (median) weekly earnings from occupational defined benefit plans were £129 (£76)
in 2004; in contrast, mean (median) earnings from personal pension plans were £76 (£31)
(Pensions Policy Institute 2005).

27. Private pension funds find that it is uneconomical to provide advice to low-income
savers (Davis 2004, 361).
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by the UK parliament took a few more steps to address the poverty issue
by linking the annual cost-of-living increases in the basic state pension
(BSP) to earnings rather than to prices.28

In an effort to reduce the particularly high poverty rates among elderly
women, the reform replaces the Home Responsibilities Protection with a
system of weekly credits for those who care for children up to the age of 12
(as well as for those who spend 20 hours a week caring for severely dis-
abled people).29 It also lowers the minimum number of years of contribu-
tions from 39 for women and 44 for men to 30 for both sexes, which will in-
crease the number of eligible women who interrupt their working lives for
child care. Additionally, the age of eligibility for state pension benefits will
gradually increase from 65 to 68 over the years 2024–46.

The 2007 Pension Act also includes plans to develop new low-cost, per-
sonal saving vehicles for low- and moderate-income workers who may not
have access to occupational accounts or are self-employed. Furthermore,
these accounts will allow workers to contribute to their savings when they
are not working, such as between jobs or during child-rearing. Although
the plan is still in its initial stage, according to the Act, these funds will be
collected and pooled by a central agency but privately managed. By pool-
ing the individual contributions, the plan could benefit from economies of
scale and low administrative costs. The UK Department for Work and Pen-
sions (DWP) ambitiously estimates that between 4 million and 7 million
workers will be enrolled in this saving plan once it is completely set up (al-
though it is unclear what share of this number will be new savers; see UK
DWP 2008). It is also important that these voluntary saving vehicles both
target lower-income workers and complement, rather than replace, occupa-
tional plans. This goal can be accomplished by, for example, imposing a cap
on annual contributions below that of a higher-income worker.

Personal saving vehicles could have a significant positive impact on
saving behavior as long as they are low-cost and well targeted. If enacted,
the plan stands to benefit from economies of scale and low administrative
costs if it can effectively pool the individual contributions. The vehicles
must also be well targeted—since they are voluntary vehicles, enrolling
first-time savers will not come automatically, especially among people
out of work and those who frequently switch jobs and are thus not typi-
cally exposed to the opt-out occupational plans.

These voluntary saving accounts are promising, but it is not clear
whether they are adequate to the daunting task of significantly improving
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28. The UK government had resisted making this link in the hope that by linking the BSP to
prices it would gradually decline as a source of income for pensioners whose retirement in-
come would increasingly come from private saving, thus reducing government liabilities.

29. From the DWP website, www.dwp.gov.uk/pensionsreform (accessed on August 24,
2008).
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the elderly poverty that plagues the UK system. To bring gross replace-
ment rates in line with the OECD average for the average worker on the
public benefit scheme, voluntary private saving would need to deliver a
replacement rate of 28 percent. The contribution rates to achieve this goal
would have to be quite high—average workers would have to maintain a
voluntary private account contribution rate of 6.9 percent of their wages
throughout their working life. And workers who missed, say, 10 years of
contributions (for example, to raise children, or while between jobs)
would need to maintain a contribution rate of roughly 10 percent during
the rest of their working life (Martin and Whitehouse 2008).

Financing the Transition and Effects on
National Saving

Any proposal to introduce individual private accounts must address the
issue of how to finance the transition from the public system. Without a
safety net, the introduction of individual accounts will leave imminent re-
tirees, who have spent their working lives paying into the public system,
with nothing. In any case, the government will need to incur some ex-
pense to pay these older workers as they would under the old system, at
least until the point is reached where a retiree has been under the new
system his entire working life. Furthermore, if social security is an entitle-
ment, as it is in the United States (and most countries), then the govern-
ment must partly compensate workers who have paid any amount into
the old system but are now part of the new system.30 How to pay for these
costs is an important question for any proposal for individual accounts.
Of course, one way to get around this problem is to introduce notional ac-
counts, which we discuss in the next chapter.

The effect of individual accounts on national saving is linked to the
fiscal cost of the transition from a PAYGO system. The terms on which a
government finances the transition to individual accounts affects the
deficit, which directly affects national saving. (We discussed the question
of whether individual accounts increase household saving at the micro-
economic level in the section on participation rates.) Taking these lessons
into account, we now look at the macroeconomic effects on private, pub-
lic, and national saving. The relationship between individual accounts
and national saving is far from concrete; while the incentives in theory
should align to create new saving among workers who had not previ-
ously saved, and while this new saving should outweigh any “dissaving”
taken on by the government, many are still skeptical as to whether this
plays out in practice (see Orszag and Stiglitz 2001, for instance).
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throughout the life of the system.
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Australia

The effect of individual accounts in Australia on national saving—the
country’s stated goal—has been mixed at best. Although it is hard to sep-
arate the determinants of private saving in Australia (or anywhere, for
that matter), there is little macroeconomic evidence that such saving has
materially increased since the introduction in the late 1980s of the manda-
tory defined contribution retirement plan. The current account deficit in
2005 was 5.9 percent of GDP, and as of March 2008 it had deteriorated to
6.5 percent of GDP. The system is not yet fully mature and so it is possible
later experience will result in a higher estimate of the saving impact, but
so far the results on boosting saving do not appear encouraging. How-
ever, a paper by Mariangela Bonasia and Oreste Napolitano (2006) does
find evidence through a series of econometric tests that the introduction
of mandatory personal saving has increased national saving, despite the
worsening current account deficit. The varying results on this issue make
clear that the empirical relationship between national saving and individ-
ual accounts is largely unclear.

Chile

In 1980, when Chile’s military government contemplated reforms, its pen-
sion liabilities exceeded 100 percent of GDP, and the central government
was contributing 4 percent of GDP to the pension system every year. One
of the reform’s objectives was to keep future costs in check (given the
country’s challenging demographic trends) (Edwards 1998). Although
raising national savings had not been one of the Pinochet government’s
explicit goals, hopes for improving Chile’s meager saving rate were high.

The Chilean government prepared to finance the transition in three
ways: by raising taxes, selling government assets, and reducing spending.
Importantly, because these three measures were forms of fiscal tightening
rather than increased borrowing, the government did not take on a high
level of “dissaving.” At first, the transition increased costs to the central
government: The public sector was still responsible for the pensions of all
workers who had decided to remain in the old system, and it would even-
tually have to redeem the recognition bonds31 of workers retiring under
the new scheme. Edwards (1998) finds that government costs related to
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31. Workers who paid into the old system but wanted to switch to the new system had the
option of taking out “recognition bonds,” i.e., receiving special bonds recognizing previous
contributions to compensate them for those paid into the old system. Only workers who had
at least 12 monthly contributions over the previous five years were eligible. The bonds were
credited to the worker’s personal account upon retirement. See CBO (1999) for how the gov-
ernment calculates the value of the recognition bonds.
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the transition peaked in 1983 at 4.58 percent of GDP.32 The liabilities re-
lated to the old system are shrinking every year, as most Chilean retirees
today receive pensions under the new plan. The costs connected to recog-
nition bonds, in turn, increase as a growing number of retirees redeem
them. But according to Edwards, the value of maturing recognition bonds
would peak in 2005, with public outlays thereafter decreasing.

Edwards calls the increase in Chile’s savings “phenomenal,” citing
the rise in the saving rate from 7 percent to 25 percent of GDP between
1979 and 1995, but notes that it is unclear how much of this was plan-re-
lated. Based on data from 1960 to 1994, Felipe Morandé (1998) concluded
that the reform of the pension system had a highly significant effect on
private saving. He found that for every dollar put into a pension fund,
Chileans withdrew only 50 cents from their voluntary savings, so that
overall national savings grew. Morandé says that the reform has made
Chileans less myopic about saving for retirement.

A study commissioned by the AFPs and carried out by economists
Vittorio Corbo and Klaus Schmidt-Hebbel (2002) noted that the saving
rate in Chile averaged 11.5 percent of GDP from 1960 to 1980 and that this
increased to 16.4 percent in 1981–2001. Their model found that 2.3 percent
of this increase was attributable to the plan and that this, in turn, added
about 0.5 percent a year to growth in Chile, or about 10 percent of the to-
tal over the period.

Others have been more skeptical. Alberto Arenas de Mesa and Fabio
Bertranou (1997) argued that Chile’s decision to “frontload” the costs of
the transition made the reform especially expensive: The government,
they say, dramatically increased its implicit liabilities by handing out
recognition bonds with attractive rates of return. This may have nega-
tively affected private saving. Also, there were capital market reforms
and a deepening of Chile’s capital markets, which may explain much of
the increase in the saving rate.

On balance, the case that the new pension plan contributed both to
saving and (modestly) to economic growth in Chile seems fairly robust.
Even though the Corbo and Schmidt-Hebbel study was commissioned by
the AFPs, its methodology was good and the results of sensible magni-
tude. Also, since the burden of financing the transition was met more
through fiscal tightening than government borrowing, the boost to pri-
vate saving was not canceled out by high government dissaving, which
makes a stronger case for positive national savings.

Among workers affiliated with the old pension scheme at the time of
reform, only about 10 percent stayed in the old system (Kollmann 2002, 2).
These workers had five years to decide whether to switch to the defined
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32. Alternatively, CBO (1999) uses the data from Edwards (1998) and finds that costs
peaked in 1987 at 4.84 percent of GDP.
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contribution scheme. If they decided to switch, they received “recognition
bonds” with a value based on the length and amount of their past contri-
butions at an interest rate of 3.5 to 4 percent. These bonds were placed
into the newly created AFPs and are redeemable upon retirement. During
the first few years of the new system’s operation, the funds’ record rates
of return induced many workers to switch. Further inducement to switch
came from a government-mandated 11 percent net increase in wages,
which made up for employees’ increase in contributions after the elimina-
tion of the employer’s contribution (Kay and Kritzer 2001, 43).

Mexico

There are three elements to the fiscal cost of Mexico’s new pension sys-
tem.33 The first is the costs of providing the minimum guaranteed pension.
As noted earlier, the closer workers’ salaries are to the minimum wage,
the more costly this benefit. It is likely the government will have to find
other ways to cover the fiscal cost for most current workers by increasing
the retirement age (more contributions) or by improving rates of return.
However, these approaches are not easy to implement because the labor
unions in Mexico will not allow an increase in the retirement age without
any extra benefit. Furthermore, Mexico’s economy is not as stable as that
of a developed country, so any variation in macroeconomic factors affects
the rates of return, which are not likely to remain fixed over the long term.

The second element of cost comes from the social quota, for which the
government contributes to the system from general revenue. The amount
of the contribution depends on the number of workers covered under the
system and on the growth of the economy. These contributions are cur-
rently equivalent to 0.17 percent of the GDP, and this percentage would
increase by only 0.01 percent of GDP with future GDP growth of 3 per-
cent. But in a weak growth scenario, the amount could increase by up to,
0.32 percent of GDP.

The third element of cost comes from the provision of benefits to affil-
iated workers who are transition workers, those who contributed to the
old pension system before 1997. These workers have the right to choose
the higher benefit between the old and new systems, and estimates indi-
cate that most will choose the old system, as it is likely to be much more
generous. The fiscal costs of providing benefits to transition workers will
depend, in part, on the rate of return on the AFOREs, as it will affect the re-
placement rate and whether more workers will elect benefits based on the
old system. The age group that will have the highest impact on fiscal costs
are workers who are now between ages 35 and 39, earn a salary of four
times the minimum wage, and have 11 years of contributions to the IMSS.
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Calculating the overall transition costs for the Mexican system has
proven difficult, but estimates put the figure at about 1 percent of GDP for
the next 20 years (Grandolini and Cerda 1998). Some economists consider
this estimate unrealistic, however. Jacobo Rodríguez (1999, 7–10) points
out that various factors—“the social contribution, the government part of
the mandatory contribution, the ‘life-switch’ option for transition work-
ers, and the existence of a minimum pension guarantee”—create difficul-
ties in calculating an accurate estimate of the transition’s fiscal costs.

United Kingdom

As discussed above, workers in the United Kingdom may opt out of both
the state pension and occupational pension and contribute instead to a
personal private account. This option appears to have had a mixed to neg-
ative effect on household and national saving, largely because there is no
mandatory contribution rate for these accounts: Although workers may
need to regularly contribute 10 percent of earnings to ensure adequate
retirement income, they may in fact contribute only 4 percent.

Richard Disney, Carl Emmerson, and Matthew Wakefield (2001, 87–
88) find that even though the availability of new saving instruments
should initially boost private savings, the possibility of opting out of the
state and occupational system (and receiving national insurance rebates)
in order to contribute to a private account was accompanied by such
strong wealth effects that many UK consumers actually reduced savings
in favor of greater consumption expenditures. The authors estimate that
the gains to private saving throughout the 1990s were around 0.2 percent
of GDP. In an empirical study, Brigitte Granville and Sushanta Mallick
(2004, 123–36) find that the interest rate is negatively correlated to pension
savings, indicating further evidence of a substantial wealth effect. They
estimate that the partial privatization of the UK pension system has had
no (or a negligible) effect on the country’s private saving rate.

On the other hand, by allowing workers to switch from the public
system to a private one, the government has reduced its own future liabil-
ities.34 Thus the reduction in government liabilities can have a positive
effect on the public side of national saving.

Overall Conclusions

� In order to be truly effective—ensure adequate participation rates
and contribution densities, prevent elderly poverty, and increase
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national saving—it is imperative that any pension system of indi-
vidual accounts address groups that “slip through the cracks”:
women, self-employed workers, and those who work in the informal
or shadow economy. This is especially a concern for Chile and Mex-
ico, where a large shadow economy allows many workers to evade
contributions.

� Inequality for women (particularly with respect to periods of
child rearing or care giving) pervades most systems but is begin-
ning to be addressed in recent reforms across countries.

� A large shadow economy means many workers can evade manda-
tory contributions. This is a bigger problem in Chile and other
Latin American countries that have a sizable informal sector. The
2007 reform in Chile extended mandatory contributions to self-
employed workers, which is a good step to address this issue.

� High administrative costs are a serious concern for an individual ac-
counts system, as they affect real rates of return and have a large im-
pact on low-income workers whose contributions are small.

� A central agency that pools individual saving contributions ap-
pears to be an important measure to lower administrative costs
and encourage participation, especially among low-income work-
ers. Such an agency can benefit from economies of scale and, by
transferring the pooled contributions to private funds, can correct
for market failure that makes it unprofitable for private savings
fund managers to serve low-income customers.

� Competition among private funds to attract contributions does
not work as a way of lowering costs—as Chile learned, the funds
spend heavily on advertising and end up with high costs.

� The scale achieved by the pooling of contributions could signifi-
cantly reduce administrative costs and increase real rates of re-
turn for participating individuals, thus both addressing elderly
poverty and indirectly encouraging greater participation rates.

� A system of individual accounts may fail to reduce elderly poverty
among low-wage workers, workers who spend time out of the labor
force, women, and family caregivers who do not accrue adequate con-
tributions during their working lives. A minimum guaranteed pension
is essential to provide adequate income for retirees without sufficient
personal savings, but it also can discourage personal saving among
low-income workers if it is too generous or too easily accessible.

� The 2007 Chile reform, which both increased the guaranteed min-
imum pension (PBS) and created a second tier that subsidized
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personal saving for low-income workers (the APS), is a promising
approach to address this tradeoff.

� The success of an individual account system depends in part on
the savings it generates among workers who previously had
saved nothing. Low- and middle-wage workers are a natural tar-
get, as many have no prior voluntary savings. An inherent trade-
off to a minimum guaranteed pension is that if it is too high, it can
dull the incentives of low-wage workers to contribute to the sys-
tem, thus erasing a potential source of new savings and increas-
ing the fiscal burden to the government.

� Pension credits for periods of long-term care (as the United King-
dom and Chile have recently enacted) are a good step to address
elderly poverty, as is the possibility for a third party to contribute
to an individual’s account.

� Participants in individual retirement funds should be required to take
annuities rather than lump-sum payouts at the time of retirement so
that they don’t spend the lump sum and then apply for the minimum
payment for low-income retirees.

� Australia is an example of a country where many participants
took early retirement, supported themselves with the lump-sum
payment from their contributory pension, and then applied for
the basic or minimum public pension when the money ran out.

� Most workers do not have the experience and knowledge required
to make good financial and retirement decisions, and private in-
vestment advice may be colored by the self-interest of those offer-
ing it. For example, in the United Kingdom, private financial insti-
tutions advised workers to shift to the individual account system
even though this was not in the workers’ best interests. There
should be regulations that require, or at least encourage, invest-
ment in a diversified portfolio that is adjusted for risk as people ap-
proach retirement.

� The issue of how to finance the transition from a PAYGO system to a
fully funded individual account system will require governments to
either raise taxes or borrow money to provide benefits to retirees who
have paid into the old system. The fiscal burden of an individual ac-
count system is dependent on how national saving is affected and the
size of the government’s minimum guaranteed pension liabilities.

� The effect of the introduction of an individual account system on
national saving is ambiguous, although in Chile it appears that
the new system had a positive effect on saving.
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� Australia, on the other hand, has not realized its goal of increasing
national saving. The ability to withdraw one’s fund as a lump sum
upon retirement and then apply for the state minimum pension, is
a strong disincentive to adequately save and a greater fiscal bur-
den on the government in the form of more pension payments.
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