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ABSTRACT

The main aim of this paper is to offer a brief overview of the recent pension system
reform in Mexico, viewed as a crucial element of the government strategy to increase
the rate of domestic saving. There is a consensus that, at least in the short run, an
important part of increasing the Mexican national saving rate will fall on public saving.
But for the medium and long terms, it is crucial to raise the rate of private saving. The
achicvement of this goal will require the design of adequate policies 10 promote this
behavior. Although the rccent National Development Program mentions the use of fiscal
incentives and pension policy reform as the two main measures to improve private
savings, we believe that the latter will be the single most important measure 1o achieve
this goal. The current pension system reform in Mexico is an important step towards
this objective. But it should be stressed that gains from a reform are not straight
forward. Therefore it is crucial for the current reform to offer the right incentives and
signals, otherwise the probabilities for a success will be strongly reduced.



I Introduccion

uring the last few years, we have seen a resurgence of intcrest in themes related

with saving and economic growth. Certainly this is not a new issue and national
saving rates have becn widely believed to be fundamentally important in
determining financial stability, economic growth and international competitiveness.
But the decline on the rate of saving during the last decade in many countrics and its
impact on investment has fueled this renewed interest.

This experience has been morc dramatic for Latin American countries,
particularly for Mexico in light of the 1994 ‘peso crisis’. The problem highlighted
here concerns the possible impact of a low Icvel of savings on the nation's growth
potential and squeezing on living standards. A simple comparison of GNP per
capita, (with the usual reserves) will give us an idea of this statement. According to
the World Bank, in 1993 thc GNP per capita (in US dollars) for Mexico was 3,750
dollars, compared with the 19,310 dollars of Singapore (a high saving country) or
24,750 dollars for the US economy.

The purpose of this paper is to review the role of saving on the recent
evolution of the Mexican economy and the current policy proposals to promote an
increase on the domestic saving rate, particularly on private saving rate, mainly
through fiscal incentives and an important pension system reform. To set the stage,
section II briefly discusses the importance of saving on economic growth. Section IIT
surveys the recent evolution of the Mexican economy and its rate of saving while
section IV presents the main policy measures proposed by the National Development
Plan to increase domestic saving rate. We emphasise in particular the current
pension system reform in Mexico, proposed to improve and strengthen the
individual capitalisation fully funded (FF) scheme introduced by the Mexican
government on 1992. Section V discusses the fiscal cost of this reform and its
impact on savings and capital market development. Finally, section VI concludes
with some final comments.

I, Saving and Growth

The importance of domestic saving in the process of economic development has
been stressed by a long line of distinguished economists. For example, Lewis (1954)
argued that thce ‘central problem of cconomic development is to understand the
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process by which a community which was previously saving and investing 4 or 5
percent of its national income or less converts itself into an economy where
voluntary saving is running at about 12 or 15 percent of national income or more.
This is a central problem becausc the central fact of economic development is rapid
capital accumulation (including knowledge and skills with capitaly’

More recently, Kotlikoff (1989) pointed out that savings is the central
economic link connecting the past, the present and the future. Moreover, savings or
nonhuman wealth, together with human wealth, determine which individuals or
families, which regions and which nations are rich or poor.

For some scholars, these statements might be too strong because there is still
a debate among academicians about the precise link and causality between saving
and growth. For example, according to Solow’s growth model, growth arises from
the accumulation of capital and the evolution of the stock of capital is affected by the
rate of saving, the rate of population growth and the rate of growth in technology,
which are exogenous. In the steady-state the growth rate of income is determined
only by the technological growth parameter and does not depend on the saving rate.
But the latter does play an important role during the transition path because a greater
saving rate causes a period of high growth until the new steady state is reached. That
is, in the long run an economy’s rate of saving determines the size of its capital stock
and thus its level of production. The higher the rate of saving, the higher the stock of
capital and the higher the level of output. More recently, the endogenous growth
models postulate the possibility of a permanent effect of the rate of saving on
cconomic growth as a consequence of externalities associated with the capital
accumulation process that reduce or climinate the decreasing returns that explain
Solow's result. Also, it is well known that the life-cycle model predicts that per
capita income growth will have a positive effect on aggregate saving because
workers are saving on a larger scale than the retirces are dissaving as long as
productivity growth makes the young richer than the old. But as Deaton (1990)
showed, actual age-consumption profiles are not consistent with this prediction.
Many other empirical cross-country studies, reviewed by Schmidt-Hebbel et. al.
(1995), find a significant positive effect of real income growth on saving rates. In
any case, all these studies are still unable to identify the precise mechanism that
unravel the causality between growth and saving. But what seems more clear is that
there is a consensus about the existence of a virtuous circle between development
and saving and the need to raise domestic saving to ensure a sustainable path of
economic growth.1

1 We recognise that the other side of the story relates to investment. That is, maybe the problem is
not only a shortfail of savings but an efficient use of the funds through an efficient investment
process. In any case, it is argued that a pension reform that substitutes a pay-as-you-go (PAYG)
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Unfortunately, one of the most disturbing problems that policymakers have
faced over the last decade is a dramatic decline on the rate of domestic saving, in
particular a drop in the rate of private saving. This trend has been spread worldwide,
with few exceptions, mainly Japan, Chile, Singapore and other East Asian countries.
According to a recent International Monetary Fund (IMF) report (1995), the world
rate of saving dropped from a 25 percent (as a percentage of GDP) on average for
the period 1970-80 to less than 23 percent on average for the period 1981-94.
Moreover, in other study Edwards (1995) points out that during the most recent
period Latin America's private saving ratios have been the lowest in the world. This
strongly contrasts with some high performing East Asian countries that have
aggregate saving rates of the order of 30 or 40 percent. For Mexico this issue
acquires particular relevance in light of the 1994 ‘peso crisis’. This is because a
strong falloff in the rate of private saving since the late 80's, combined with the
sudden and severe curtailing of foreign savings at the end of 1994, cut severely the
supply of funds for investment financing, restraining capital formation and
increasing financial instability.

TABLE 1
NATIONAL SAVING RATES
AN INTERNATIONAL COMPARISON
{percentage of GDP)
1988 - 1994 1995e)
WORLD 22.8 23.1
INDUSTRIALISED COUNTRIES 20.4 200
EUROPEAN UNION 203 20.2
ASIA 31 336
AMERICA 19.0 184
AFRICA 17.0 18.3
MEXICO 16.7 16.8

e} cstimated
SOURCE: IMF

system by a fully funded (FF) private system will have a positive effect on investment efficiency by
shifting resources from the informal to the formal financial system and by its positive effect on
financial deepening. Mevertheless, in this paper we will emphasise savings and the policies to
promote it.
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II1. The Mexican Economy

HI 1 Economic Evolution and Structural Reforms

In 1988 Mexico began a major transformation of its economic structures, after
almost a decade of macroeconomic and financial difficulties. These efforts included
a comprchensive stabilisation programme aimed at correcting macroeconomic
imbalances and deep structural reforms designed to improve cfficiency of the market
mechanisms in the pricing and allocation of resources among the diffcrent sectors of
the economy. The restructuring of financial markets has been one of the crucial
reforms, that included liberalisation measures and institutional reforms. The main
components of this reform were: a) financial deregulation, including liberalisation of
interest ratcs and controls on credit allocation; b) restructuring of the financial
system legal framework; c) strengthening of preventive regulations and
modemnisation of the supervisory commissions; d) restructuring of the development
banks and e) reprivatisation of the commercial banks.

The financial services opening has been the last stage of the financial
modernisation programme. Under the North American Free Trade Agreement
(NAFTA), signed by Canada, the United States and Mexico, financial institutions of
the first two countries, regardless of the nationality of their capital, will be able to
open affiliates in Mexico to provide all type of financial services, subject to certain
market share limits.”> These measures were extended to all Organisation for
Economic Co-operation and Development (OECD) members after the formal
accession of Mexico to this organisation. This financial reform process, that started
in 1989 and is not still exhausted, has produced a radical change in the structure of
the Mexican financial system.3 For example, there was a significant financial
deepening implying a reintermediation in the domestic financial system. The M4
monetary aggregate increased at an annual average nominal rate of 40 percent while
the corresponding rate for the net credit to the private sector increased at a 66
percent.

The Mexican economy showed a favorable performance after 1988. The
annual rate of growth of the GDP rebounded from a 0.5 percent on average for the
1985-88 period to an annual rate of 3.5 percent for the 1989-92 period (see Table 2).

2 The particular provisions about this issue are contained on NAFTA's Chapter XIV.

3 For a detailed review of these financial reforms see ‘The Mexican Financial System: An
Qverview’, mimeo.
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The inflation rate was drastically reduced from a 160 percent in 1987 to lcss than 12
percent in 1993. The rcal rates of interest turned positive and fiscal balances improve
significantly during this period. Finally, external public debt that represented 50
percent of GDP in 1988, was reduced to 22 percent in 1992. Mexico regained
gradually access to the voluntary international capital market financing after having
been virtually excluded for much of the decade. But together with the strong inflow
of loreign capitals during this period, there was also a dramatic increase in the
current account deficit, reflecting in part a decline in national savings rates.
Although during 1994 real GNP was still growing and the inflation rate was
decreasing, the conjunction of political problems, overvaluation of the peso and the
very large current account deficit led to the December ‘peso crisis’. An exhaustive
analysis of these events are beyond the objectives of this paper.

TABLE 2
MEXICO
MAIN ECONOMIC INDICATORS

1988 | 1989 [ 1990 | 1981 1992 | 1993 | 1994 | 1995 1996}

REAL GDP 1.2 35 4.5 14 28 [iX] 35 6.9 3.0
{% growth)

GROSS INVESTMENT 204 | 214 | 219 | 224 28 | 2068 | 216 167 16.9
(% GDP)

CURRENT ACCOUNT BALANCE -2.3 -2.9 -3.2 -4.8 6.8 -6.4 -R.0 EiN| 03
(% GDP)

INFLATION 51.7 197 | 299 18.3 119 | 83 7.1 5197 | 205
NOMINAL EXCHANGE RATE 226 | 264 | 294 | 3.08 312 | 3.11 499 | 660 17

{pesos for 1JS dis)

INTEREST RATE CETES 28 | 323 { 40.6 | 26.0 | 167 165 | 11.8 | 300 | 4859
DAYS

[annual)
581 407 626 119.3 17.3 17.9 3.7 =2.06

Ml

{arowth rate)
589 | 508 | 464 | 309 199 | 250 | 17.1 | 2599
M4

(growth rate)
6.0 6.5 10.1 17.9 194 1 254 1 63 15,7
INTERNATIGNAL RESERVES
{bill. US dis)

E) esfima P} predl

Source: SHCP, BANXICO, FMI
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Il 2 The Measurement and Evolution of Saving

Despite the Mexican authorities' ongoing efforts to promote financial market
development, the Mexican economy still faces the problem of a shortage of short-
term saving and a severe scarcily of long-term saving. Unfortunately, the financial
restructuring process has not been reflected on the behaviour of the domestic saving
rate. It 1s difficult to quantify the precise magnitude of the decline in Mexican saving
and its components because the well known measurement problems with these
variables.* Keeping these problems in mind, we can still outline certain significant
trends and problems with saving behaviour using current estimates. According to the
Bank of Mexico (1995) estimates, gross domestic saving reachcd an average of 20
percent of GDP during the 80's, dropping to slightly less than 16 percent of GDP by
1992 (see Table 3). The main contributing factor has been a reduction in private
saving, which declined continuously from a level of around 18 percent of GDP in
1988 to under nine percent in 1992, showing a slightly recovery since 1993. On the
other hand, public saving has shown major fluctuations since the beginning of 80's
around five to six percent of GDP, reaching almost eight percent in 1991. In any
case, Mexico's moderate level of domestic saving has constituted a constraint for the
rate of investment and has made the country more vulnerable to foreign capital
flows. It should be remembered that foreign savings was almost scven percent of
GDP in 1992. As is now well known, on¢ of the main consequences (and causes) of
the ‘peso crisis’ of 1994-95 was the sudden and severe curtailing of foreign capital
inflows. During the first quarter of 1995, foreign investors fled Mexico despite very
high interest rates on Mexican securities, an undervalued currency and financial
indicators that pointed to long term solvency. The vulnerability of the Mexican
economy to exposure o external short term capital was evident. It is now widely
accepted that although foreign savings will continue to play an important role in the
medium and long term, it is crucial to increase domestic savings as the main source
for financing economic growth.

4 Most of existing estimates are drawn directly from national income accounts (NIA). But estimates
of gross domestic savings derived from NIA are problematical because such estimates are residual
arrived at after deducting the balance of payments deficit on current acgount {assumed to equal gross
external saving inflows) from estimates of gross domestic capital formation. Since data on capital
formation, and to a lesser extent on the current account deficit, are subject to substantial margins of
error, the saving residual is vulnerable to erroneous influences from both sources. Still, there are
other sericus problems when breaking the total down into its components, private and public savings,
such like adjusting the figures to neutralise the effeets of inflation and devaluation and to allow the
effects of exchange rate over or under-valuation.
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TABLE 3
SAVING RATES IN MEXICO
(% GDP)
e ————— i T
DOMESTIC PUBLIC PRIVATE FOREIGN
1960-1969 18.0 34 15.6 22
1970-1981 19.8 3% 159 3a
1982-1989 213 37 17.6 08
1990 19.0 30 12.8 28
1991 176 8.0 29 4.7
1992 162 24 39 6.9
1993 17.0 52 11.8 6.6
1954p) i6.1 4.1 120 72
1995¢e) 16.7 6.9 9.5 . 0.5

p) preliminary
e) estimated
SOURCE: BANCO DE MEXICO, INEGI.

II1.3 The Determinants of Saving in Mexico

For purposes of policy formulation it is important to know what are the principal
factors determining national saving rates and also how policy instruments could be
used effectively to influence saving behavior in desirable directions and under
various circumstances. In general, the level of public savings can be affected directly
by public policies. Fiscal policics that affect government spending and revenues
and the financing of the budget deficit will strongly determine the level of public
saving. It should be stressed that we are not implying that government savings are
exogenous, as it is usually assumed. As Edwards (1995) points out, the degree of
political stability and political polarisation are factors that affect this variable. In any
case, for the purposes of our paper, we emphasise the behavior of private savings.
Unlike public savings, in general private savings is affected indirectly through
changing incentives and preferences. Many empirical studies about the
determination of private saving in Mexico have been carried out and a recent survey
of the main results can be found in Villagémez (1993). The empirical evidence
advanced by this work can be summarised as follows:
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- It is suggested that current disposable income plays an important role in explaining
private saving. Some studies estimate a marginal propensity to save around 0.19,
which is lower for rural consumers and elderly people. In the case where
consumption functions are estimated, the ‘excess sensitivity’ result is very common.

- In general, the findings with regard to the responsiveness of private savings to real
intercst rates are conflicting. But even in the cases where the evidence suggests a
positive effect of interest rates on savings, this effect is somewhat weak. Certainly
this is not the case where the dependent variable is financial savings, showing a
stronger positive correlation with the interest rate.

- There appears to be a positive relationship between private saving and inflation
explained by the erosion of the real value of houschold wealth that induces an
increase in the rate of saving, Also, there is some evidence that inflation uncertainty
excerpts a positive effect on private savings, may be cxplained by a precautionary
motive.

- The theorctical literature suggests a relevant role of income distribution.
Unfortunately the empirical evidence for Mexico has been inconclusive.

- With respect to the interaction between private and public saving, empirical
evidence for Mexico tends to reject the Ricardian Equivalence proposition, at least in
its stronger form. In any case, the substitution effect is much lower.

- It appears that there is an inverse relationship between foreign saving and domestic
saving, although results arc weak.

- Finally, recent empirical evidence for Mexico tends to support an important role
for liquidity (borrowing) constraints.

While a complete understanding of the factors underlying the recent decline
of the private saving ratc is not yet available, a number of reasons have been put
{forward based on the previous rcsults. These include a reduction in inflation (and
inflation uncertainty) after 1989, significant run-ups in asset prices (a wealth effect
on consumption), but in particular the process of financial deregulation and
liberalisation which may have permitted households that have been liquidity
constrained prior to deregulation to engage in consumer borrowing. In any case, it is
an issue that still requires further empirical work, in particular at the household level.
It is clear that unless we can understand more fully the determination of private
saving in Mexico, and in general domestic saving, it will be difficult for any policy
to succeed in promoting il.
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IV. Policies to promote domestic saving

The National Development Plan 1995-2000 stated as one of ils main economic
objectives the urgent need for the government to promote policies that will foster
domestic saving to increase from its currcnt 16 percent to a level of 22 percent of
GDP by the turn of the century. This will be possible by designing policies to
increase public saving and policies to promote private saving.

IV.1 Fiscal Policy and Fiscal Incentives

Fiscal Policies affect both public and private saving. The first category of policies
relates to deficit reduction, that is, tightcned fiscal policies. To achieve this goal, the
Mexican authorities have increased the VAT from 10% to 15%; public sector prices
and tariffs will be gradually increased in line with their international references and
the government expenditures decreased by almost ten percent in real terms at the end
of 1995. With respect to the promotion of private savings, policymakers can make
use of a wide range of government policies that can potentially affect private saving
incentives. Most of these policies operate through the tax system and include income
tax policies that drive a wedge between the pretax and the postax return to saving or
policies that encourage consumers to save in particular institutional forms. In a
recent paper, Feldstein (1995) put forward many suggestions of tax reforms in
Mexico to stimulate saving. Basically, he suggests to change the tax treatment on
life insurance. In particular, he points out that a reduced tax on the interest income of
insurance companies would be a better way to encourage saving through life
insurance. He also recommends to extend the favorable tax treatment to annuities
and other non-life insurance products; to foster tax favored individual saving
accounts like the ‘Cuentas Especiales de Ahorro’ (special saving accounts), although
these measures can also be extended to voluntary retirement deposits, employer-
based voluntary additional individual saving contributions to retirement savings
accounts or permit medical saving accounts. Finally, he argues that private saving
would probably be increased by taxing retained earnings at a lower rate than
dividends and by reducing the corporate tax rate and substituting a higher ratc of
value added tax, payroll tax or personal income tax.

In any case, it is important to note that, broadly speaking, all these forms of
fiscal incentives for private saving like exemptions, deductions, credits, bonuses,
etc., act by raising the effective rate of return on saving, or at least on particular
assets in which savings can be held. It is well known that there is still an important
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debate about the net impact of fiscal incentives on savings and its possible
distortionary effects. First, because these measures have both income and
substitution effects on individual consumption and saving decisions. Therefore, at
neither the theoretical nor the empirical level have strong conclusions been rcached
about the net final effcct. Sceond, because if tax changes are not neutral, they will
reduce fiscal revenues and will reduce public saving. Therefore, it turns out that
retirement saving will be an important source to increase private saving in the
medium and long terms.

IV.2 Pension Reform in Mexico

If retirement saving is, for the moment, the most important single source to increase
private saving, then it is crucial to have and adequate and efficient pension scheme
that facilitates the achievement of this goal. Therefore, pension system reform is at
the forefront of policy and changes in Mexico as in many other countries. Moreover,
pensions play a critical role in several aspects of economic activity, not only by
representing a potential sizable share of national saving. Pension plans can account
for a significant amount of private asset holding, can foster the development of
financial markets through the development of long term institutional investors and
can affect the functioning of the capital and insurance markets. Pensions plans can
also provide important incentives for workers to remain with a firm or to retire and
their benefits can provide substantial amounts of retirement income to the elderly.
Finally, pension schemes have important public finance effects ranging from tax
efficiency questions to deficit financing issues.

One of the most important trends on pension system reform is the
modification or substitution of state-run pay-as-you-go pension systems by private
fully-funded schemes. It is often argued that the latter scheme generates factor
market distortions, growing financial deficits which forced a raise in statc subsidies
and heavy financial burden of the system on GDP and the payroll provoking
negative effects on employment and national savings. These problems are
exacerbated because the maturation of the current pension schemes and demographic
changes that resulted in an aging population and higher life expectancy, thus
reducing the ratio of contributors and increasing the cost of the pension system.
Therefore, many countries are undertaking important changes in their pension
systems, although with different coverage. An extreme case is Chile which launched
a radical reform at the beginning of the 80's closing the public scheme and
supplanting it by a fully-funded private scheme. Current approaches to reform are
not as radical, and include modifications to the current system to combinc a

10
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reformed public scheme with a private fully-funded scheme as a complement.

IV.2.1 The Public Pension System

Mexico has been operating a traditional defined-benefit, pay-as-you-go public
pension scheme. This system is fragmented between the Instituto Mexicano del
Seguro Social (IMSRS), the Instituto de Seguridad y Servicio Sociales de los
Trabajadores del Estado (ISSSTE), local state programmes and other small public
and private programmes. Nevertheless, almost 80 percent of the working population
in the formal sector is covered by the IMSS pension programme. Therefore, we will
explain the current pension system by referring to the main features of the IMSS
programme, known as the disability, old age, dismissal at old age and life insurance
(IVCM),5 Tts main goal is to guarantee at least 2 minimum level of welfare to those
workers leaving the labor market due to old age, disability or death. Some of the
main features of the IVCM program are the following:

Coverage: the program covers all employees participating in the formal private
sector and sclf-employed workers who voluntarily chose to contribute to the
Institute, as well as their families. In November 1995, the total number of affiliates
at IMSS was 10.9 millions. Although this amount represented only 25 percent of the
Economic Active Economic (PEA ), it is estimated that it represented almost 80
percent of the labour force in the formal sector. The number of IVCM pensions at
that time was around 1.2 million, of which 65 percent correspond to direct old age
pensions and 35 percent are pensions for widows, orphans and other relatives’

Contributions: this programme is financed by contributions from the employer, the
employee and the government based on the following shares, 70-25-5 percent
respectively. The total contribution for 1996 amounts to 8.5 percent of the salary,
and it is distributed as follows: disability and life three percent; old age and
dismissal at old age three percent; medical services for the retired 1.5 percent;
administration expenses 0.6 percent and social assistance 0.4 percent. In the case of
workers carning one minimum wage, their corresponding contribution is paid by the
employer

5 TVCM stands for invalidez, vejez, cesantia y muerte.

11
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FIGURE 1

Total Pensioneers to Contributing Workers at the IMSS

Percentage

1960 1985 1870 197% 1980 1985 19800 16895

Sourca’ Infonmes de Gobiemo, 1984 y 1995,

Eligibility: in order to fulfill the requirements for a disability pension, disability
must be formally proven, For eligibility, the worker must have contributed at least
150 weeks. In the case of an old age pension, it is required that the insured be at least
65 years old and have contributed a minimum of 500 weeks. The same conditions
apply for dismissal at old age. Finally, in case of death, the death-in service
survivor’s pension is paid to the widow and/or descendants, or to his or her parents.
Tn any case, the insured must have contributed at least 150 weeks.

Benefits: benefits depend on the number of weeks of contributions exceeding the
required 500 weeks of contributions. These benefits are based on the workers basic
contribution salary (BCS), defined as the average of the last five years divided by the
current minimum wage.6 For example, for a typical worker whose BCS is
equivalent to three times the minimum wage, will be entitled, when reaching 65
years of age, to a pension equivalent to 27.8 percent of the average BCS of the last
five years. This percentage could reach 100 percent if the individual has contributed
for 40 years. The workers will not receive a pension if she contributed for less than
ten years. The minimum pension an insured is guaranteed after contributing 500
weeks, is the equivalent of 100% of the minimum wage. Additienally, all retired
workers have the right to receive medical assistance for her and her family. All

6 The current minimum wage for a day is around 3.2 US doliars.
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pensions are indexed to the minimum wage for Mexico City.

Reserves and Investment: reserves must be invested in Federal Government bonds
or in other assets of highly credited issuers as approved by the National Banking and
Securities Commission. Table 4 shows the way stipulated for the investment of
these reserves. IMSS deposits at national commercial banks the amounts required to
face immediate obligations. Income and spending of each branch of insurance arc
registered in separate accounts. These resources will be used to cover only the
services corresponding to each branch of insurance.

Table 4
IMSS: RESERVE INVESTMENTS
YEAR IMSS Construction Mortgages | Government National  Credit | Private
Infrastracture | for Low-Cost Bonds Institutions Bonds | Bonds
Housing
1943 w.l(l) 20.0% w.l. 20.0% I0.0%
1947 IVCM 67.0%
Others wl  |200% w.l. 20,0% 30.0%
1956 80.0% wl 5.0% or in National | 5.0%
Credit Institutions
15.0%
1973 85.0% - 5.0% or in National | 5.0%

Credit Institutions
10.0%

1974 85.0% - - 10.0% -

1990 - - 5.0% -

1992 - 100% 5.0%

1963 - - 100% 5% in bonds
and  stock
issucs by
Mexican
societies.

(1)} without limit

Source: IMSS

Tax treatment: the employers can deduct as expenses their contributions to IMSS.
Workers pay taxes at the moment of retirement when they receive the benefits, but
taxes apply only for the amount exceeding nine minimum wages’

Toward the end of the 80s, the current public pension system was facing
increasing problems and imbalances that affected the achievement of their goals.
Moreover, to be consistent with the financial reform, it was required lo reformulate
the whole pension system. At the more general level, these problems are derived
from the changing economic, demographic and social environments and are similar

13
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to those faced by other public pension systems around the world. But we can point
out some particular factors that have put a growing pressure on the Mexican public
retirement scheme.

a) Current contributions will be insullicient in the medium and long terms to finance
increasing generous benefits that have been extended to all the worker's relatives.
This is a serious problem not only because the actuarial formula uscd to compute
these benefits was not balance. But also, it is of particular concern given the current
demographic trends. discussed below.

b} There is almost no relation between benefits and life-time contributions ,
incentivating evasion and underreporting of wages. The reference BCS to calculate
the pension is based on the average of the last five years divided by the current
minimum wage and not on the earnings for all years of service,

c) The marginal payroll tax rate is very high even for low income workers. For
example, for a worker receiving between one and two minimum wages, this
marginal tax rate is over 20 percent. This raises labor costs, favors evasion and
induces informality.

d) The increasing size of the informal sector. There is a growing number of young
people that have already quit the formal labor market. The informal sector do not
contribute to the social security system.

e) There are portability losses because workers with only one employer receive
higher benefits at retirement than workers with more than one employer, Morcover,
some workers might loose benefits if they change from a job covered by the IMSS
insurance to other covered by other programme.

) The inadequate use of reserves is other problem. The surplus generated by the
IVCM programme has been used to finance other IMSS programmes, in particular
the health-maternity programme. These transfer of resources has strongly
decapitalised the reserves of the pension programme.

The demographic trends have started to pressure the pension programme.
Mexico's population has grown at high rates, 3% per year on average, although the
recent estimates yield 1.9%. In 1930 total population was 16.5 million and it rose to
90 million in 1994. Despite that Mexico's population pyramid shows an important
share of young people, 36.2% between 0 and 14 years old, the fact is that the
population in terms of contributors to the social security system is aging very
rapidly. Demographic trends show an increase in the share of old people. According
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to the QECD, Mexico's total population is expected o be over 142 million by 2030,
representing the people over 65 years old around 10%. This trends imply that the
ratio of retirees to workers will drive up the cost rate of the current pension system
which will face major long-term financing problems. Moreover, this problem is
being accentuated by an increase in life expectancy.

TABLE 4
AGE STRUCTURE

1090 2000 2010 2020 2030
Total Population (mnillions) 81,240 98,787 114,020 128,455 142334
Population between 15-64 vears old (%) 58.3 61.9 66.6 68.7 67.5
Population hetween (1-14 and over 65 years old (%) 41.7 381 334 313 325
Population over 65 years old (%)

37 43 53 12 o
Population over 75 years ald (%0)

L3 1.3 1.8 24 3.5

Source: OECD

The problem generated by this change in the population structure of the
country is being accentuated by a reduction in the fertility rate and an increase in life
expectancy. According to IMSS, the expected average annual rate of retirees for the
next 20 years will be 5.7 percent compared with a rate of 2.6 percent for
contributors.

FIGURE 1
ELDERLY DEPENDENCY RATIO
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IV.2.2 A Fully Funded Retirement Saving System (SAR)

The retirement saving system (SAR) was established in 1992 as a mandatory fully
funded saving scheme to complement the PAYG system. This system is based on
individual accounts. Some of the main provisions that characterize this system arc

the following:T

a) Contributions: each worker has an individual bank account integrated by two
subaccounts: one for retirement and one for housing. Employers pay two percent of
salaries (BCS) to the retirement subaccount and five percent to the housing
subaccount. These contributions are in addition to the contribution paid to the public
pension system..

TABLE 5
EVOLUTION OF SAR RESOURCES
(million of new pesos)

RETTREMENT HOUSING TOTAL
MAY 1992 028 1,112.7 11130
DEC. 1992 24569 30461 5,503.0
DEC. 1993 6,325.6 9,7354 16,061.0
DEC. 1994 11,093.5 17,7266 28,820.1
DEC. 19§S 22,307.0 26,778.0 49,085.0
MAR * 19%6 24.862.0 28,436.0 53,3430

March 18, 1996.
Source: Banco de Mexico

b) Benefits: workers are entitled to receive the total capitalised funds from their
individual subaccounts in one payment, or to purchase an annuity in the following
cases: i) at retirement, ii) when they are entitled to receive a pension because of
partial or permanent disability from the IMSS and iii) in the case of death, the funds
are given to the beneficiaries designated by the insured.

¢) Other Benefits Provisions: the insured has the right to withdraw as much as 10%
of the total balance of the retirement subaccount in the following cases: i) if partial
disability lasts longer than the period established by the Social Security Law. or ii)
in case of uncmployment. This right can only be claimed by a worker whose balance

7 A more comprehensive discussion of the SAR is presented by Solis-Sober6n (1995).
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in the retirement account is no less than the result of 18 times the last employee’s
contribution, and only if there have been no withdrawals during the past five years.
With respect to the housing subaccount, if the workers receives a credit for housing
form the INFONAVIT® , the funds accumulated in the subaccount must be used as a
down payment and the employers contributions plus a workers contribution equal to
25 percent of his wage are used to pay the loan.

d) Administration: contributions are deposited in personal accounts managed by
commercial banks. These institutions are responsible for keeping the records and
financial statements and making the various required filings. They can hold the SAR
funds for four days, and have to send them to the Central Bank (Banco de Mexico).
Commercial banks charge an annual fee of 0.8% of the balance of the balance
retirement subaccount for operating expenses.

e) Investment: according to law, Bank of Mexico assigns the resources of the
housing subaccount to INFONAVIT. Funds of the retirement subaccount are
channeled to the government as a direct loan. Also, the government is obliged to pay
an intcrest rate for using these funds which must be ne less than two percent per
year, over the inflation adjusted balance using the inflation rate of the previous
month. With respect to the housing subaccount, INFONAVIT pays interest
according to the remaining operation funds of the year.

f) Taxation: individual balances are tax exempt. In addition, amounts withdrawn
from these accounts are taxed in the same way as other labor or social security
benefits lor workers.

g) Regulation: the regulatory task is performed by the National Commission for the
Retirement Saving System (CONSAR) established in July 1994, who acts as the
supervisory authotity. Their main functions are the determination of the rules and
procedures to ensure the correct funclioning of the system. This supervisory body
receives applications for registration and have powers of inspection and monitoring
of financial intermediaries that managed pension funds. CONSAR also provides the
technical support to all participants.

8 INFONAVIT (Instituto del Fondo Nacional para lu Vivienda de los Trabajadores) is a government
housing agency created to provide subsidised housing loans for workers.
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V.2 .3 The Pension Reform

Since the early 90s there was a generalized consensus that the social security system,
and in particular the pension system, needed to be reformed. A study performed by
the IMSS (1995) described the current systcm as onc financially unfcasible, unablc
to guarantee and provide the promised benefits and with many elements of inequity.
On mid-December, 1995 the President submitted to the Congress a proposal for a
new social security law which was approved with no major amendments. This
system 1is expected to be fully implemented starting January 1997. Meanwhile, the
regulatory law is currently being discussed by Congress.

One of the main objectives of the reform is to improve and strengthen the
individual capitalisation (fully (unded) scheme under the SAR system. This implies
the substitution of the old PAYG system by a FF system of mandatory retircment
savings, complemented with a minimum pension guarantee. Basically this requires
the development of transparent mechanisms for pension funds management that
allow the right incentives for all participants; the development of a more clear
regulation and supervision process for the management and investment of funds that
also fosters the development of capital markets; a separation from other social
security benefits and to establish close relationship between contributions and

benefits.®

The main features of this new proposal includes the following issues:
A. Basic Operating Characteristics

Coverage: the new system is mandatory only for all workers in the labor force that
are affiliated to IMSS.

Contributions: the ncw contribution will include the employer’s contributions of
two percent for retirement and five percent for housing of the SAR system with 4.5
percent contribution from the old age and dismissal at old age of the IMSS system.
Also, it will include an additional ‘social contribution’ by the government equivalent
at the moment of the reform to 5.5 percent of the minimum wage and this amount
will be indexed to the CPI. Pension contributions will be separated from other social
security contributions and their management will be concentrated on specialised
pension fund management firms known as Administradoras de Fondos de Refiros
(AFOREs).

9 An interesting discussion about alternative possible reform proposals can be found in Feldstein
(1995) and Bosworth, Dornbusch and Poterba (1993).
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Benefits: benefits are based on contributions accumulated during affiliate’s life plus
the interest eamings minus commissions paid. The insured has two options at the
time of retirement: a) o purchase a life annuity from a private insurance company
which guarantees a fixed monthly pension for the insured and his/her survivors, and
b) to reccive a programmed withdrawal pension dircetly paid by the AFORE and
calculated by dividing the balance from the insured's individual account by the
number of years that he/she is still expected to live.

Guaranteed minimum pension: the government will guarantee a minimum
pension, equal to one time the general minimum wage at the time of the reform. If
the individual's funds are not sufficient to obtain this minimum pension, the
government. will make up the difference. This pension will be adjusted for inflation
accordingly to the consumer price index.

B. Administration*°

Management: the management of pension funds will be entrusted to new competing
pension funds mangers (AFOREs), regulated and supervised by CONSAR. These
institutions should perform their business in an exclusive manner and are allowed to
operate several pension funds for its affiliates. The AFOREs main functions include
the bookkeeping, issuing reports, making various required filings and paying
benefits if the affiliate chose the scheduled withdrawals option.

Individual accounts:participants must affiliate with one AFORE of their choice
and must have one individual account. Affiliates have the right to transfer their
accounts to another AFORE oncc per year, although there are some exceptions in
case the AFORE changes his commissions or his pension funds investment structure
or in case the AFORE is intervened by the authority. The contributions for housing
will be channeled to INFONAVIT.

IMSS role: IMSS will be the contribution’s collector agency, transferring them
latter on to the AFORE selected by the worker.

Commissions: AFOREs will be allowed to charge management fees for several
services such as contributions deposits, management of individual accounts, transfer
of accounts and for managing the programmed withdrawals option. Thesc fces can
be hased on the contribution flows, on the outstanding individual account balance, a
fixed fee or any combination of them. Commissions must be the samec to all

10 All the features related to the administration, regulation and supervision of the new system are hceing
discuss by the Mexican Congress ate the time of this writting. They are expected to be approved by the
end of April, 1996,
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participants to avoid discrimination.

Insurance Companies: These intermediaries have an important role in the new
system. They will be engage in the provision of annuitics in favor of pensioners who
decide for this option. They will also pay disability and life insurance benefits.

C. Regulation and Supervision

Investment of Funds: Investment regulation and supervision is crucial for the
success of the new system. The basic operating principles that guide investment are
safety and profitability. Therefore, pension {unds are invested only in approved,
properly diversified, assets. These assets include Government securitics, state
companies securities, equity, private debt instruments, shares of other pension funds
and another instruments issued or endorsed by credit institutions. Investment on
foreign instruments are not allowed. Maximum limits will be established by
CONSAR and the AFORE is free to scek the highest returns under these rules.

CONSAR: the regulatory and supervisory tasks will be performed by CONSAR. His
main functions are the determination of the criteria and procedures for the correct
functioning of the system. This supervisory body will authorise and revoke the
license of AFORES, and has powers of inspection, monitoring and enforcement of
financial intermediaries that managed pension funds.

AFORES: these intermediaries should mcet several requirements. There is a
minimum capital requirement determined by CONSAR. AFORESs can be established
by any group of nattonal corporations or financial groups. Foreign participation is
allowed, but only for those nationals of a country that has an agreement with
Mexico, such as NAFTA. The AFORE is required to maintain investment ‘special
reserves’ as percentage of its total portfolio. There are also rigorous information
disclosure requirements. Finally, the AFOREs are not aliowed to issue liabilities,
provide guarantees, obtain loans or control a firm.

D. The Transition

The new system, that will start functioning on January 1, 1997, is mandatory and all
workers are required to shift to the individual capitalisation scheme and stop
contributing to the old system. Therefore, the government faces the problem of
honoring the pension liabilities of pensioners and workers who have contributed to
the old public pension system. This situation implies a government debt that should
be financed somehow, but not with workers contributions because these are now
directed toward the new individual accounts.
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Payment of pensions to current pensioners will continue to be done by the
IMSS and will be financed using the existing IVCM reserves and by resources
obtained directly from general revenues of the Federal Government. In the case of
those workers that have been contributing to the IMSS-IVCM programme bcfore
January 1, 1997, and therefore have pension rights under the old system, the rcform
states the following procedure. A worker already contributing to the old system will
shift contributions to the new system. When she reach the cligibility age for
retirement, she will choose among the highest pension between the one obtained
with the old system (that is, using the benefit formula from the IVCM system)
including the SAR funds accumulated by December 1996, plus returns from that
date till retirement, and the one obtained with the funds accumulated in her
individual account under the new system. If she decides for the latter, the new rules
apply. If she decides for the first one, this pension will be financed with the funds in
her individual account and will be complemented with government resources.

V. Macroeconomic Impact of the Reform

According to the literature on this issue, the possible macroeconomic effects of a
pension reform occur basically through three channels: more saving, higher formal
sector employment and production and development of capital markets. This is an
issue still under debate, both theoretically and empirically. What is crucial for the
final net effect is the way the transition pension deficit is financed. According to
recent research, a positive effect on saving, capital and output will be obtained in
the case of tax financed transition deficit; small positive effects (or even negative
effects) will be obtained in the case of financing the transition with debt while the
use of a combination of both alternatives will end up with a result in between.** For
the purposes of our paper, in this section we discuss three aspects related to this
issue. The first one relates to the estimated transition pension deficit of the actual
Mexican pension reform. Secondly, we make an assessment of the impact of this
reform on savings and, finally, we discuss the impact on the development of capital
markets.

A. The Fiscal Cost
This fiscal impact diflers among pension reforms depending on the degree of

maturation of the old pension system, the size of the formal-informal scctors, the
amount of benefits and its relationship with contributions, etc. Therefore, the size of

11 For a discussion on these results see Corsetti and Schmidt-Hebbel (1995).
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this debt and the way to finance it play a crucial role in the discussion of the pension
reform and on its success.

In the case of Mexico, the fiscal transition cost has two basic components.
The first one includes the cost of honoring current pensions. The second componcent
includes the liabilities derived from current contributing workers. The lattcr have
the option at the time of retirement to choose between (he highest pension under the
old system and the one obtained with their accumulated individual funds, which
depends on the rate of return obtained by them and the rate of growth of wages. In
the case they choose the first option, the government will need to use fiscal resources
to complement their individvual funds. The estimation of this fiscal cost can be
obtained [rom an actuarial model that simulates annual pension revenucs,
expenditures and liabilities of the TVCM-IMSS pension programme affccted by the
reform under alternative scenarios. According to a simulation performed for the
Mexican case assuming an annual output growth of five percent and a wage growth
of 2.8 percent, Sales, Solis-Soberdn and Villagémez (1996) estimate that this fiscal
cost will be 0.48 percent of GDP in 1997, raising to 2.59 percent or 2.29 percent of
GDP (for a 3.5 percent and eight percent interest rates respectively) in 2035, After
reaching a peak around 2030, the transition cost will start to decline to a value
around 1.87 percent of GDP in 2047.** Compared with other pension reforms,
such as the Colombian and the Chilean cases, this fiscal transition cost turns out to
be smaller. It is not yet clear how this cost will be financcd, but it might include a
combination of taxes and debt.

B. Savings

Although it is not possible to have a complete evaluation of the impact on savings of
this reform, we can advance a preliminary assessment on this issue. It should be
clear that the discussion is not in terms of establishing a pension system and its
effects on savings, but of substituting a pay-as-you-go system with a fully funded
one. Although the debate in the academic literature is still unsettled, there seems to
be a growing consensus that in the case of a substitution of systems there will be a
positive effect on national savings in the case of a full tax financed fiscal transition
deficit. In the case of a partial tax financing strategy, the result depends on the used
mix of debt and taxes, but the effect tends to be smaller the higher the proportion of

12 Sales, Solis-Soberdn and Villagémez (1996) performed simulations for altermative scenarios
inlcuding a tow growth case. Additionally, these authors estimated the total cost for the government
derived from the implementaion of the new pension scheme. This total cost includes also other costs
for the govemnment that will be permanent as a result of the minimum pension guarantee, the
government's contributions to the new system and the ‘social contribution’. On average, these items add
an additional half percentage point of GDP to the transition cost.
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debt used. There is also a posilive eflect on savings strongly rclated to financial
deepening. There may be other rcasons explaining a positive effect. For example,
Boswaorth et. al. (1995) point out that switching from a PAYG te a FF system would
seem to involve a net addition to current saving for the same expected stream of
retirement benefits. Corsetti and Schmidt-Hebbel {1995) stress two other factors that
might be relevant in the Chilean case. First, a new mandatory saving programme
will not offset one for one additional voluntary saving if there is an increased
consumer awareness of the need to save. This reduction in consumer myopia could
be related to the characteristics of a FF pension system. Second, there will be a
positive effect on savings in the case of borrowing-constrained consumers, who
could be pushed by the reform into a corner solution. These two effects might also
be relevant for the Mexican case if we acknowledge the existence of an important
fraction of consumers behaving in this Way.13 Also, recent empirical evidence for
the Chilean and Singaporean cases suggest a positive effect of FF pension system on
saving.™® On this line, Bosworth, Dornbusch and Poterba (1995) estimated that, by
assuming an increase in the worker's participation base of around 60 percent of total
labor income and with a seven percent contribution rate to a funded pension
programme, there will be a cash flow inflow equal to 20 percent of GDP after a
decade. Of course, this scenario does not include potential offsetting dcclines in
either private or public saving. In any case, these issues will require further empirical
work.

If we assumc that the transition pension cost is financed using a mixed
strategy with a higher tax component, and that liquidity constraints and a reduction
in consumers myopia will have a particular relevant role for the Mexican case, we
believe that the impact of the pension reform on savings will be positive and that
mandatory saving will not offset one for one additional voluntary saving. But we
also believe that in the short and medium terms, its most important impact will be on
financial savings as a result of financial deepening. In Sales et.al (1996) it is
estimated that the future financial saving flows derived from the contributions to the
new pension system will represent between 1.5 percent and 3.5 percent of GDP
depending on their low or high growth scenarios. But more important, the financial
savings accumulated as a results of these pension funds will represent around 21
percent of GDP after ten years and around 50 percent of GDP after 20 years.

C. Capital Market Development

An important effect of a PAYG - FF pension reform is on the development of capital
markets because the increased needs of more and new instruments for the

13 For a discussion of liquidity constrains in Mexico see Villagémez (1993}
14 See Corsetti and Schmidt-Hebbel (1995) and Faruquee and Husain (1995).
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accumulated pension funds as well as its impact on competition. We perceive the
pension system as a mean of devcloping a larger and more efficient financial system.
In developed countries, fully funded pensions play an integral role in the capital
market becausc their portfolio of assets represent a larger fraction of the total debt
and equity of private sector enterprises. The long term savings structure of a funded
pension system, unlike individual investment, promotes long term fixed investments
in assets such as bond and equities. Also, the growth of pension funds will increase
the availability of medium and long term capital. These effects derived lrom
financial deepening should have an accumulative positive impact on output and
welfare in the medium and long terms. This stands in line with a recent strand of the
economic growth literature that argues that financial intermediation raises growth by
raising the rate of return on investment.

We find at least three important channels for a positive impact of pension
reform on the development of the Mexican pension system. First, the large
accumulation of funds implied by the FF scheme and its investment will have as a
counterpart a large increase and diversification of financial assets, in particular long
term securities. A second channel is derived from the new role of insurance
companies, The provision of this sector of annuity pensions to a part of the
pensioners of the new system will allow the broadening of the Mexican annuity
market as well as to consolidate the role of insurance companies as long-term
investors. Finally, the need to develop the required regulatory and supervisory
framework for the functioning of the new system, that guarantee that prices and
contracts are realised at fair values and to avoid fraud will be another channel
affecting positively the financial system.

It is intercsting to see the Chilean experience on this issuc, in particular given
the similaritics between the Mexican and Chilean economies and the pension
reforms implemented in both countries. The Chilean capital market structure at the
time of the pension reform was characterised by a relatively small participation in
terms of the capitalisation of the stock market. It represented 29.9 percent of GDP.
But this participation increased significatively by 1992 to 87.5 percent of GDP. In
the casc of Mexico, the stock market capitalisation represented 37.1 percent of GDP
in 1995. In terms of the flow of funds derived from the Mexican new pension
scheme, and based on the investment rules explained above, it can be expected a
substantial broadening and deepening of the Mexican capital market in the following
ten years.
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VI Final Comments

The main aim of this paper was to offer a brief overview of the rccent pension
system reform in Mcxico, viewed as a crucial element ol the government strategy to
increase the rate of domestic saving. There is a consensus that, at least in the short
run, an important part of increasing the Mexican national saving rate will fall on
public saving. As Bosworth, Dornbusch and Potcrba (1995) argue, this will require
an improvement in the tax structure and an cfficient mobilisation of revenues. But
for the medium and long terms, it is crucial to raise the rate of private saving. The
achievement of this goal will require the design of adequate policies to promote this
behavior. Although the rccent National Development Program mentions the use of
fiscal incentives and pension policy reform as the itwo main measures to improve
private savings, we believe that the latter will be the single most important measure
to achieve this goal. The current pension system reform in Mexico is an important
step towards this objective. But it should be stressed that gains from a reform are not
straight forward. Therefore it is crucial for the current reform io offer the right
incentives and signals, otherwise the probabilities for a success will be strongly
reduced. These include a clear separation between the saving and insurance
functions [rom the redistributive function of the system, a clear set up for the
management of these funds, and to clarify the real impact of this reform on the
government finances.

Finally, Tt should be remembered that pension reform is part of a broader
reform of social security systems. Along this paper we emphasise the pension side
because it is the one closely related to the savings issue discussed here. Moreover,
our emphasis has been on the savings and insurance functions performed by these
old-age security systems, but certainly we recognise that a successful comprehensive
reform should also give the same importance to the redistributive function for
alleviating long-term poverty.
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