98

NORTH AMERICAN ACTUARIAL JOURNAL, VOLUME 3, NumBEr 3

THULEN, P. 1974. Techniques Acfugrielles de la Securité Sociale.
Geneva, Switzerland: International Labor Organization.

TROWBRIDGE, CHARLES L. 1989. Fundamental Concepts of Actu-
arial Science. Schaumburg, Tlinois: Actuarial Education
and Research Fund.

UTHOFF, ANDRAS, AND SZALACHMAN, RAQUEL, editors. 1992. Sis-
tema de Pensiones en América Latina: Diagndstico y Alter-
nativas de Reforma. Santiago, Chile: CEPAL.

VILLAGOMEZ AMEZCUA, ALEJANDRO. 1994, “El Ahorro Privado y la
Tasa de Interés en México: 1963-1991,” Working paper.
Mexico Ciy: Centro de Investigacién y Docencia Econd-
micas.

VILLAGOMEZ AMEZCUA, ALEJANDRO. 1993, ““Los Determinantes del
Ahorro en México: Una Resefia de la Investigacién Empir-
ica,” Working paper. Mexico City: Centro de Investigacién
¥ Docencia Econémicas.

WORLD BANK. 1994. Averting the Old Age Crisis: Policies to Pro-
tect the Old and Promote Growth. New York: Oxford Uni-
versity Press.

DISCUSSIONS -
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INTRODUCTION

The paper by Octavio Maupomé-Carvantes is on a very
important topic. Mexico, along with many Latin Amer-
ican countries, has embarked on fundamental changes
to its social security system, in particular to the In-
stituto Mexicano del Seguro Social (IMSS).

For the reader unfamiliar with the antecedents of
the system of social security that existed in Mexico for
over fifty years, it might be difficult to judge the mer-
its (and problems} of the new system. Hence, we felt
it was necessary to spell out briefly what the old sys-
tem did and did not do.

What Did the Old Act Say?

The Social Security Act is enshrined in Article 123 of

the Mexican Constitution. The IMSS started in 1943

with four basic “pillars":

* Guarantee workers a “decent” standard of living
with contributions from workers, employers, and the
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government, by setting up a social security fund with
adequate reserves

* Provide workers and their families with adequate ac-
cess to healthcare

* Provide infrastructure support (in the form of
child-care) to female workers to achieve equal
opportunity

* Promote workplace safety and hygienic conditions in
the workplace.

Thus, there are four separate sets of contributions

(Table 1) necessary to achieve these objectives. We

should note that these four pillars were never inde-

pendent and, unfortunately, problems arose over time

as the system matured: money from one pillar was

used to support others contemporaneously.

What Were the Main Problems with the
Old Act?

As in many countries, no large fund was actually set
up. The IMSS became pay-as-you-go by default. There-
fore, demographic problems started to overwhelm the
system. The total fertility rate in Mexico fell from 6.75
children per woman (1950-55) to 3.00 per woman
(1985-90). Life expectancy (at birth) rose from 50.8
years (1950-55) to 68.8 (1985-90). It should be
noted that the rise in life expectancy at birth came
mainly from a reduction in child mortality. Conse-
quently, the number of people in the 25-65 age group
per person over 65 (the so-called support ratio) fell
from 13.5 in 1960 to 9.0 in 1990.

The old system of the IMSS was tied to a concept
of minimum salary (that is, benefits to workers were
defined in terms of minimum salary multiples). How-
ever, the minimum salary was not automatically ad-
justed to inflation; instead, it was adjusted piecemeal

Table 1
Sources of Financing the IMSS

Percentage
Type of Payroll
Disability, Old Age, Severance and Life

Insurance* 8.5
Maternity and Health Insurance* 12,5
Workplace Insurancef 2.5
Child Care Centerst 1.0
Total 245

*Each of these divisions requires the government, employer, and
warker 1o pay the following proportions of the total: 70% employer,
25% worker, and 5% Federal Government.

tFees are paid only by the employer.
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by legislation. During periods of high inflation, ad-

justments were not made to offset inflation. This pro-

cess eroded the real value of the benefits,
In addition, it was inequitable in a number of ways:

* If a worker contributed for many years but failed to
contribute until reaching age 60, for whatever rea-
son, all benefits would be forfeited completely.

¢ The benefits rose until a worker had contributed
500 weeks and then did not change much. That is,
benefits to a worker who had contributed for ten
years and benefits to a worker who had contributed
for 40 years would be virtually identical.

* Pensions were computed using the average salary
over the last five years; hence they did not take into
account the entire wage profile of a worker.

* There was no option of making additional
contributions.

Changes in the New Law to Correct Some
of the Problems

In 1995, the IMSS published a “diagnostic” document
(IMSS 1995) where the true situation of the old sys-
tem was clearly described. There, four main objectives
were spelled out that were passed into law by the Con-
gress in December of 1993. The stated objectives
were:
* To strengthen the IMSS financially to achieve
greater coverage, efficiency, and equity
* To provide higher quality service to members of the
IMSS during their working lives or during disability,
or to the beneficiaries in case of death
* To provide pensions indexed to the inflation rate so
that their real value does noi erode with high
inflation
* To optimize the utilization of resources by the IMSS.
Clearly some of these were ‘‘motherhood” kind of
statements: they sound good but do not amount to
much. However, indexation of pension plans is a real
move forward. In the past, this has been a big
problem.
We have several comments on the paper starting
with its title. Others have to do with statistical or con-
ceptual inconsistencies.

PrROBLEM WITH THE TITLE

The stated purpose of the article is to critique the
IMSS’s new laws. In fact, almost all of the discussion
- is devoted to only one of them: the retirement system.
However, as mentioned, the IMSS has four pillars. If
we look at the financing of the IMSS, it becomes clear

that retirement accounts for less than 35% of its
budget. Thus, the title of the paper is misleading.

BIGGER IssUES THAT HAVE NoT BEEN
EMPHASIZED

There are several issues that the author has not dealt
with adequately or has neglected completely. We dis-
cuss these issues in some detail below.

Transition Costs

Workers who joined the labor force before July 1,
1997 have a choice at retirement. They can choose
benefits according to either the old system or the new
law. It turns out that for most workers (over 80%), the
option of the new system is useless. In other words,
they will be better off taking the old system option
(see, for example, Hernandez 1997). As a result, the
government has to pay the difference—-that is, if un-
der the new system they have accumulated 100 pesos
and the old system promises a sum with a present
value of 150 pesos, the government has to pay the
difference of 50 pesos. The Mexican government has
not adequately addressed this implicit cost for the
“transition generation.” There has been vague men-
tion of issuing bonds. If the government does that,
these bonds have to be paid for by some later gener-
ation, effectively increasing their tax burden.

Long-Term Bonds Are Not Being Taken Up

One of the goals of the government for the AFOREs
is to introduce long-term investment into the capital
market (Banco de Mexico 1996). Money in the bank
cannot be invested in long-term bonds if there is large
uncertainty in the financial sector. However, a pension
fund does not have that problem because most of the
money in a pension fund will be there in the long run
(until a person retires; of course, there will be a small
percentage that will die earlier). This gives pension
funds an opportunity to invest in long-term financial
instruments. This process gives capital markets a
depth that is otherwise not available. For example,
Mexico does not have any market for 25-vear bonds.
The most actively traded government bond is the 28-
day CETES (equivalent to Treasury Bills). One goal is
to develop a long-term market for government bonds.
However, what is actuoally being done by the AFOREs?
Are they investing much in long-term bonds? The
answer is no. The average maturity for bonds in
which AFOREs invested in August 1998 is 274 days
(CONBAR data, privately communicated). In this
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sense, AFOREs have failed to produce the depth that
we expected from them. Of course, the system has
only been in existence for a year. Therefore, in the
future, things might change. If, for example, we look
at the history of Chilean AFPs, they too were initially
reluctant to hold large proportions of assets in long-
term instruments. It took four years before bond mar-
kets in Chile displayed enough depth.

Churning in the System Leading
to High Transactions Costs

There is an inherent problem with privately operated
pension schemes and the author alludes to it. This
problem is that transaction costs (such as the costs
of management, advertising, payment to the agent,
and so on) eat up an enormous part of the funds in
the system. It has been estimated that the total cost
will be about 25% of workers’ contribution in Mexico
during the initial years (Sinha et al. 1999). In Chile,
where the system has been in existence for almost two
decades, costs still hover around 20%. This cost is ul-
timately borne by the workers. There are two ways to
avoid such costs: (1) institute a state monopoly (as in
Singapore) or a private monopoly (as in Ecuador), or
(2) introduce an employer-based fund. This approach
has been followed in Australia and Switzerland (see,
for example, Sinha 1998).

Problem of a Large Informal Sector

All Latin American countries have very large informal
sectors. In 1990, 18% of GDP for Chile, 22% for Ar-
gentina, 35% for Colombia, 58% for Peri, and 66% for
Bolivia came from the informal sector (Loayza 1996).
In terms of employment, the informal sector is even
bigger. Thus, with the Chilean model, the benefits re-
ally do not spread to the entire population, but only
to the formal sector. However, there is some evidence
that in Chile the relative size of the informal sector is
decreasing. Some economists have argued that this
shrinking of the informal sector may be a direct result
of the privatization of the public pension scheme
(Schmidt-Hebbel 1997).

What to Do?

It is easy to point out problems with the system, but
it is much harder to come up with solutions. One sug-
gested solution has been put forth forcefully by Mo-
digliani and Muralidhar (1998). They argue that for
reducing management cost and increasing replace-
ment rate (the ratio of retirement benefits to pre-
retirement income), a defined-benefit scheme is much

better than a defined-contribution scheme. Therefore,
they argue that Latin American countries would be
better off taking the defined-benefit route; eventually
the cost to the government would be lower. They miss
one crucial point, however. In Latin America, faith in
government-run systems (as opposed to government-
mandated systems) has eroded over the years. There-
fore, any attempt by the government to keep control
of the system would be met with skepticism.

The other interesting suggestion has been provided
by Shah (1997). He argues that it is a mistake to let
only the newly formed pension funds (AFOREs) oper-
ate in the market. He suggests that government
should let banks and other financial institutions com-
pete in the market. The banks have a built-in advan-
tage in that they already have the distribution chan-
nels and information-processing infrastructure in
place. Hence, they will help reduce the cost of oper-
ating such accounts, especially for people with small
account balances.

ADDITIONAL COMMENTS

The author mentions other schemes of social security
but not PEMEX. If one wants to be rigorous it should
be mentioned that there are actually three federal and
34 state social security systems in Mexico. He indi-
cates that the IMSS covers less than 50% of the pop-
ulation; it would be more accurate to say less than
50% of the economically active population, which is
not the same thing. The author says 70% of workers
earn less than three minimum-wage salaries. The me-
dinn salary of workers in Mexico is about three mini-
mum-wage salaries.

The author indicates that Keynesian principles go
hand in hand with pay-as-you-go schemes. However,
Keynesian economics says nothing about intergener-
ational transfer. In fact, the first pay-as-you-go system
was instituted in Germany in the 1880s, at least fifty
years prior to the popularization of Keynesian theory.

He points out that the current IMSS has a huge
actuarial deficit. This is misleading. No pay-as-you-go
system run by government in the whole world is in
that sense actuarially balanced-—that is not the pur-
pose of the system. For example, government finance
is run on a pay-as-you-go basis: this year's tax revenue
is used to finance this year's liability. Nobody would
say that the existence of future commitied liabilities
implies that a government is bankrupt. All discussions
revolve around deficits on a year-to-year basis.

The author confuses two issues on individual capi-
talization systems (ICSs). There are two very distinet
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kinds of ICSs possible. In the first, individuals are left
to their own devices to save for the future; in this case,
the question of myopia will arise. This is the model of
New Zealand. Second is the model of Mexico, where
government mandates compulsory saving and leaves
the actual investment to the private sector. In this
sitnation, the question of myopia does not arise. In
addition, he states that “ICS contributions are com-
pletely independent of fertility behavior and are quite
affected by mortality rates.” This makes no sense.
Each individual has his or her own account. How can
the general mortality rate affect it? Furthermore he
says, “We found no research that proves that the 108
actually works in the long run.” This is incorrect. It
has been shown that ICS works very well in Singapore.
The key difference between the Singaporean system
and the Chilean system is of course the fact that the
Chilean system has individual accounts in a decen-
tralized setting, whereas the Singaporean system is
completely centralized. This has resulted in a vastly
lower cost structure for the Singaporean system
(Asher 1995).

Mr. Maupomé-Carvantes claims that there is an in-
herent contradiction between a high interest yield to
give account holders a high retirement nest egg and
a high interest rate that prevents investment by busi-
ness, and thereby prevents economic development. It
is perfectly possible to have a low yield and a high
balance in the retirement account. The source is, of
course, a high-wage growth rate. For example, in Sin-
gapore, the real wage of an average worker has grown
at a rate of over 7% per year for a period of 30 years.
Thus, even without high yields, the retirement nest
esg (as a proportion of wages) has been substantial
for the average worker.

The author says that the domestic savings rate is a
key factor in economic growth. In fact, research in
Mexico suggests that the savings rate in Mexico lags
behind economic growth and does not lead it in the
sense of Granger causality. For example, Gavin et al.
(1997) investigate the issue for a group of Latin Amer-
ican countries and Sinha and Sinha {1998) show it for
Mexico using time series data.
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