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ABBREVIATIONS AND ACRONYMS

BNDES National Development Bank (Banco Nacional de Desenvolvimento
Econ6mico e Social)

CLT Consolidated Labor Code (Consolida,ao de Lei do Trabalho)
DATAPREV Parastatal agency providing data support to the Ministry of Social

Security (Empresa de Processamento de Dados da Previdencia Social)
DB Defined Benefit Pension Plan, where pensions are based on a formula

based on years of service and earnings
DC Defined Contribution Pension Plan, where pensions depend on

contributions and investment earnings
DEPEM Department for Pension Regimes of States and Municipalities in the

Federal Ministry of Social Security (Departamento do Regimes de
Previdencia dos Estados e Municipios)

EET Regime that Exempts pension contributions from taxation and Exempts
investment income, but Taxes pension benefits.

FAPI Long-term Investment Plan administered by Mutual Fund Companies
(Fundo de Aposentadoria Programada Individual)
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INSS National Social Security Agency (Instituto Nacional de Seguridade

Social)
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MPAS Ministry of Social Security and Social Assistance (Ministerio da
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Complementar)
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1. SOCIAL SECURITY AND PENSIONS IN BRAZIL:
COMPLETED REFORMS AND REMAINING AGENDA

1.1 BACKGROUND AND MAIN POLICY QUESTIONS

1.1 Social security reform is a priority concern in Brazil's efforts to carry out a lasting fiscal
adjustment. Government statistics show that the overall pension deficit was 4.8% of GDP in 1998.
Esfimates by the International Monetary Fund (see Kopits, et. al., 1999) indicate that when the
estimated interest payments on public debt accumulated on behalf of public pension programs are
included, this ratio doubles to 9.5% of GDP. The large primary imbalances in public pensions and
the high interest rates at which Brazil has to finance its public sector deficit make social security
reform both important and urgent. There are other compelling reasons for reform of social security,
including equity, labor market efficiency, and savings and capital market development. But fiscal
concerns have correctly been perceived as paramount.

1.2 The Govemment has responded to this challenge by changing some clauses in the
Constitution that create the conditions for deeper reform of the general regime for social security
(the RGPS) and through passage of a set of reforms to put the general regime on a better actuarial
base. In case of the pension regime for government workers (the RJU), the govemment has
changed eligibility requirements while also attempting to increase pension contributions by active
and retired civil servants. In the case of the RJU, the reforms implemented to date are the first
steps towards building a sustainable and just social security system that fits both the country's
budgetary constraints and its social objectives. In the case of the RGPS, if implemented
rigorously, the reforms will go a long way towards redressing the fiscal imbalance of the system.
But in both cases, the changes have contributed to the creation of a climate for debate and
rethinking of the role of Government in old age security. Economic concerns about social security
are no longer politically incorrect in Brazil (see Veras, 1998). This report was written with the
objectives of contributing to the process of open discussion and debate that has begun and that is
necessary for building the social consensus that is a precondition for any sustainable reform, and
as an input to the formulation of the Brazilian Government's pension reform strategy to construct a
system that match both its purse and purpose.

1.3 The report brings together recent and ongoing analytical work done by the Government of
Brazil, the World Bank and other institutions and researchers in a structured and comprehensive
manner. In keeping with the country's priorities, it focuses on the fiscal aspects, though
quantitative evidence on equity and efficiency aspects is also provided where pertinent. In keeping
with the comparative advantage of the World Bank, it presents relevant lessons of experience of
other countries in designing and implementing social security reform. The experiences of other
countries are not presented here with the objective of egging Brazil onto paths chosen by earlier
reformers. Every country must construct a system of old age security that fits its own social and
economic circumstances, and Brazil will arrive at a uniquely Brazilian solution to the problem that it
faces today. The value of international experience lies in avoiding the mistakes made by others,
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and in learning more about the measures that are necessary to successfully implement affordable
options for ensuring reasonable support for the elderly, the infirm and the unfortunate.

1.4 The Brazilian social security system can be thought of as having three components:

* a large mandatory, unfunded, defined benefit component consisting of programs under the
Regime Geral da Previdencia Social (RGPS), which covers workers in private firms and public
sector employees who were also hired under the Consolidated Labor Code and the Federal,
state and municipal Regimes Juridico Unico (RJUs), which covers tenured govemment
employees in the executive, legislative, and judicial branches and the military;

* a rapidly growing but less important funded, defined contribution/benefit component consisting
of closed and open pension funds together classified as the Sistema Complementar da
Previdencia (SCP), so named because it was designed to be complementary to the RGPS;

* A nascent voluntary, fully-funded, defined contribution component consisting mainly of Fundos
de Aposentadoria Programada Individual (FAPIs) and Pianos Gerador de Beneficio Livre
(PGBLs) with enormous growth potential given the low coverage and Brazil's relatively
sophisticated capital market, including mutual funds and insurance companies.

Table 1.1 summarizes the main characteristics of the first two components.

Table 1.1: Brazil's Social Security and Pension System

Regime: C; SC;d : RGPS 0 : X ;RJU: :"PS R SCP
Participants Workers in the private sector and Military, judiciary, legislative, and Workers in private sector and

in state-owned enterprises (SOEs) civil servants in federal, state and state enterprises eaming more
local govemment than R$1,200/month

Population 36 million active, 18 million retired 3.9 million active, 3 million retired' 3.1 million active, 1.5 million
retired2

Administrator INSS SEAP for Federal RJU, state and SCPP/MPAS for closed funds,
municipal govemments for their SUSEP for open funds
respective RJUs

Pension Plan Mandatory defined-benefit Mandatory defined-benefit Voluntary defined-benefit, or
defined-contribution and hybrids

Other Benefits Disability, survivor, various social Disability, survivor, various social Disability, survivor
assistance programs assistance programs

Finance Payroll tax on workers and Payroll tax on workers and Voluntary contributions from
Structure employers transfers from govemment workers and employers, with

treasuries some subsidies from SOEs
Pillar First (tax-financed, publicly First (tax-financed, publicly Third (contrbution-financed,

managed) managed) privately/publicly managed)
I Figure does not include municipal RJUs, on which data are incomplete.
2 Approximate - data on number of beneficiades from open funds may be inaccurate.

1.5 Workers in the formal private sector and state enterprises belong to the federal social
security system (RGPS), which is administered by the Instituto Nacional de Seguridade Social
(INSS). Employer and employee contributions for social security add up to about 30% of payroll,
one of the highest rates in the world. Relatedly, while Brazil has an economically active population
of more than 60 million, active contributors to the INSS number less than 30 million. Workers in

2
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Brazil's public sector-at the federal, state and municipal levels of government-participate in
mandatory, defined-benefit pension plans established under the Regime Juridico Unico. Each tier
of govemrment administers separate RJU schemes for its employees that afford them benefits
ranging from contingent payments for medical expenses and disability, to retirement and
survivorship income. The RJU for federal workers is managed by Secretaria de Estado da
Administragao e do Patrimonio (SEAP), while the plans for state and municipal workers are run
independently of the federal system by institutions at their respective levels of government.1 States
and municipalities were first allowed to create their own pension plans in 1988. Currently, all states
and about 1,400 municipalities (of a total of 7,000) have their own RJU plans2.

1.6 It is worth emphasizing at the outset that the RJU as conceived under the Constitution of
1988 was not a pension system, as found in other countries-where employees and/or employers
contribute to old age security-but, rather, a set of rules goveming continued compensation for
govemment employees after they completed active service. Thus, while the RGPS is a pay-as-
you-go (PAYG) social security system, the RJU-with the imposition of pension contributions by
civil servants in the federal government and some states in the mid-1990s and the tightening of
eligibility in 1998-is still on its way toward operating within a PAYG framework. Current and future
reforms of the RJU should be viewed keeping this in mind: "pension reform" has become
synonymous with the process of PAYG systems being changed to conform to principles of actuarial
fairness and fiscal balance, but reform of Brazil's RJU is a step behind in that these changes will in
fact continue the transformation of a set of rules for deferred compensation for government
employees, into a PAYG system of old age security, albeit a generous one.

1.7 Annual govemment pension-related spending under the RGPS and RJU adds up to more
than R$100 billion. Benefits guaranteed under the RJUs at the federal, state, and municipal levels
account for about half of spending but a much larger share of the financing gap, and hence present
a more immediate challenge to fiscal solvency than that posed by the RGPS, which forms the other
half. Measured deficits in the RJUs are expected to be about R$40 billion in 1999, with more than
half of this at the federal level. RGPS deficits are expected to be about R$11 billion in 1999.
Besides the obviously unsustainable fiscal burden of RJU pensions, they also pose equity and
efficiency related problems: the benefits relative to contributions are much higher than in the
Regime Geral. As an illustration, while the average RGPS pension is less than twice the minimum
salary, average RJU pensions are as much as 40 to 54 times the monthly minimum salary for
federal judicial and legislative branch workers respectively (see MARE, 1999). Beside violating
principles of social justice, these differentials reduce labor mobility from the public to the private
sector and encourage abuse. The report examines the structural weaknesses that underlie these
imbalances to answer the following questions:

* What are the fiscal and equity-related effects of the reforms carried out so far in both the
RGPS and the RJU? What are the fiscal, equity and efficiency effects of the "second

1 In mid 1998, a unit called Departamento dos Regimes de Previdencia dos Estados e Municipios (DEPEM) was
established within the federal Ministerio da Previdencia e Assistencia Social (MPAS) to monitor the activities of the
state and municipal RJUs. Many states have created special units to initiate reform of state RJUs: Parana's agency is
called the Secretaria Especial para Assuntos Previdenciarios (SEAP-P). This report uses data and analysis compiled
by DEPEM and SEAP-P.

2 The rest of the municipalities are affiliated to the private sector pension system, the RGPS.

3



Brazil: Crtcal Social Security Issues

generation" reforms being implemented in case of the general social security system and being
contemplated in case of the pension regime for government workers? Are these adequate to
return the regimes to fiscal balance over the medium to long term, given the size of the
problem in Brazil and/or the experience of other countries with similar reforms?

* What is the set of reforms adequate to tackle the social security problem, given the dimensions
of the problem and the lessons suggested by the experience of other countries? Which
redistributive elements of the old system should be phased out and which should remain in the
system, and how should these be funded? How should the phase-out be operationalized?

* What is a realistic time frame for implementing these reforms, given the administrative capacity
of government agencies, especially at the Federal level?

1.8 Unlike other Latin American countries, Brazil has a long history of non-state pension funds.
Private pension funds have existed since the 1920s, although these funds were gradually absorbed
into the state social security system in the 1970s (see Yermo, 1998). A system of complementary
pension funds (Sistema da Previdencia Complementar), comprising of closed funds established by
companies for their employees was re-launched in 1977. These have assets of more than R$100
billion (or about 11% of GDP). Funds established by insurance companies or other financial
institutions have assets of about R$6 billion. There are both defined-benefit plans (where the
pension depends on an accrual rate for each year of service and a reference salary) and defined-
contribution plans (where the pension depends on accumulated balances from annual contributions
and investment income and an annuity conversion factor). Recent legislation authorized the
creation of individual retirement funds (Fundos de Aposentadoria Programada Individual or FAPls).
The reforms of 1998 also open the possibility of funded plans to supplement RJU benefits, and
state govemments are especially keen on setting up these funds for their employees.

1.9 Brazil is fortunate in comparison to other developing countries in Latin America and
elsewhere in that it has a sophisticated financial system with a large number of institutional
investors (pension funds, insurance companies and mutual funds) in addition to active securities
markets. Additionally, it has a well-developed sector of service providers, such as accountants,
actuaries, lawyers, and fund managers. But Brazil also has a history of "market-unfriendly' federal-
state fiscal relations, as evidenced by fiscal profligacy of sub-national governments and Federal
Govemment bailouts of states in fiscal distress. These strengths and weaknesses, compounded
by the complexities of Brazil's pension systems, make recent developments in the area of pension
funds especially hard to evaluate. Nevertheless, the report attempts a rigorous analysis of the
relevant issues, including but not limited to the following policy questions:

. What are the changes required in both the regulatory framework and the capacity of
supervisory bodies to encourage the sustainable growth of private pension funds in Brazil?

* Is pre-funding in a reserve fund sustainable in Brazil for government pensions at the state and
federal levels? In particular, is the current regulatory framework sufficient to ensure the
success of reserve funds as a solution to the funding problem?

* How will the restriction of investing in sub-national debt affect the investment regime of reserve
funds and the fiscal situation of states and municipalities? Is the complementary pension
system prepared to absorb civil servants' pension funds?

4
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1.10 Some important overarching policy issues are also addressed in the report, again through
a combination of quantification of pension-related variables in Brazil and relevant international
experience. The main issues are:

* Is it sensible and feasible for Brazil to have an integrated system for workers covered under
the Regime Geral da Previdencia and Federal, state, and municipal Regimes Juridico Unico?

* If the answer to this question is yes, should the Government's strategy be gradualist (viz., first
making the benefit and contribution structures in these systems relatively uniform and then
merging them some years down the road) or more drastic (viz., changing constitutional
provisions immediately or providing strong incentives to facilitate a rapid merger of federal,
state and municipal Regimes Juridico Unico with a reformed federal social security system)?
What are the likely costs and benefits of these alternative strategies?

* What are the implications of these changes in Brazil's first-pillar schemes for Brazil's second-
pillar systems: the pension funds under the Regime Complementar? What are the
implications-if any-of these changes for Brazil's voluntary savings pillar?3

1.2 FISCAL IMBALANCES IN THE RGPS AND RJU

1.11 The relatively high expenditures in the Brazilian Regime Geral da Previdencia Social arise
from the generous benefit structure and eligibility conditions, coupled with relatively minimal
contribution requirements. Until 1998, individuals could retire either on the basis of length of
service or age. If retiring on length of service, men (women) had to have 35(30) years of service to
receive a pension of 100% of the average of salary for the last three years (aposentadoria integral.
Those in special occupations (such as teaching) were subject to a further five year reduction. With
five fewer years of service, individuals could receive pensions worth only 70%/o of the last three
years' average wage (aposentadoria proporciona/). These pensions were not subject to age
restrictions, resulting in women often retiring in their late forties and men in their early fifties.
Alternatively, retirement could take place on the basis of age, with men allowed to retire at age 65
with only 102 months of service and women at age 60 with the same 102 months, with agricultural
workers and other privileged workers, again, allowed to retire five years earlier. The pension in this
case was 70% of the average of the last three years' average salary, plus 1% for each year of
service upto a maximum of 30%.

1.12 The 1998 Constitutional Amendment made some changes to this structure which will provide
some fiscal relief but, more importantly, open avenues for further reform. Several reforms such as
changing the length of service requirement to length of contribution are beneficial, but the main
effects are likely to kick in only after the INSS has overcome its current data limitations. Immediate
fiscal relief comes from changing the requirements from years of service to years of contribution
and from eliminating the reduced pension of 70% available for those with fewer than the 35/30
required years of contribution (see Table 1 in Kopits, et. al, 1999, and Table 1.2 below). The
facilitation of further reforms to the RGPS comes from the amendment that removed the benefit
formula (the mathematical rule for calculating the benefit from average wages over the last three

3 The issue of the effects of these changes on aggregate domestic savings in Brazil is not addressed in this report;
see Thompson (1998) for a rationale for treating the link between pension design and saving rate with skepticism.
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years and the replacement ratio) out of the Constitution. Benefit levels can now be determined by
changes in law, which requires approval by only a simple majority in Congress.4 In 1999, the
Govemment displayed its intention to use the space created by the Constitutional amendment by
putting in place a new benefit formula for the RGPS called the "fator previdenciario" (See Box 1.1).

Box 1.1: The New RGPS Formula

The new law proposes that the pension be based on the entire work history. July 1994-the start of the Real
Plan-is established as the starting-point, and the base for pension is the period between the pension date
of each worker and July 1994. To protect workers with highly variable earnings (such as women), the
average pension will be based on the 80% highest annual wages over the working life.

The pension is now defined as Sb = M x f, where here Sb is the pension level, M is the average of the 80%
highest contribution wages of the insured workers during the contribution time, indexed by past inflation and
f is an actuarial ooefficient defined as

f f-hi x[1 + Id + Tc x a
Es 100

where Tc is contibution time of each insured worker; a = contribution rate of the insured worker including
te emploers contribution (0.31); Es life expectancy for a certain age of the insured worker in the
retirement date; and Id is the insured workers age at retirement.

The first part of the actuarial coefficient formula equilibrates the contribution period of each insured worker
to the average time the benefit is received (life expectancy for a certain age). For example, suppose an
insured worker has worked for 30 years, this worker has given 1 00% of his wage to the Social Security
actually or9.3 years (30 x 0.31). Therefore, if the life expectancy for a certain age of this person is 9.3
years the first part of the formnula is balanced, and the result of the division between the contributon time
times the rate by the lie expectancy for a certain age will be one (1).

The second pat of the actuarial coefficient is a "bonus" given to insured workers who work longer. It can be
thought of as an interest rate paid on the resources accumulated during the insured worker contribution
period. Thus, forexample, an insured worker "A' who has entered the labor market with 18 years old and
has retired at 53 after 35 years of contribution will have a 0.79 actuarial coefficient, while an insured worker
"B"who leaves the labor market at 62 years and who also entered at 18 will have an actuarial coefficient of
0.51.

The changes in the calculus methodology makes insured workers receive their pensions according to the
value and the time of contibutions. For the first time conditions are being introduced to encourage workers
to keep their activities even after meeting all the legal qualifications to the retirement, In the final version of
the project apprved, a rule of transition included to allow insured workers to make better plans for
retirement. The transition will be made through a gradual application of the actuarial coefficient of 1/60 per
month. Thus, at the end of five years, the transition will be complete.

Fiscal impact
According to govemment estimates, application of the new formula does not begin to have an effect (viz.,
noticeable difference from a no-reform simulation) until 2002, when the deficit becomes 1.2% of GDP with
reform versus 1.3% without reform. MPAS estimates show that the medium term fiscal impact of the new
formula is marginal. The savings do not become significant until 2009-2010: deficit of 1.4% of GDP with

4 In contrast with changes in the Consfitution, which require 213rds majorty vote in the upper and lower houses, twice,
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reform versus 1.8% without reform. In the long term (by 2020), the RGPS deficit with the reform is 1.9% of
GDP, as opposed to 2.6% with no reform. Even this long term fiscal payoff depends on hypothesized
increases in participation (coverage) due to correction of current perverse incentives.

Other positive points

Beneficiaries get what they pay for (at least fteorefically). The new formula ties benefits to contributions -
workers who retire earlier will receive a lower pension that those that stay in the labor force. Pensions will be
based on a large part of workfcontribution history. Since the final RGPS pension will be calculated on 80%
of a workers best salares, there is less room in the new formula for strategic underreporting of wages.

Better actuarial balance. The intemal rates of return estimates show that the new formula takes steps
toward correcting current actuarial imbalances in the RGPS.

Partial protection against demographic risk. A portion of the new formula endogenously adjusts pensions by
a retiree's life expectancy at the time of retirement. This will partially protect the RGPS from demographic
changes that typically aggravate umbalances in rigid PAYGO systems around the world. However, this
protection is not sufficient to guarantee that the contribution revenue from current workers will always equal
benefit payout to current retirees, and could be improved.

Weaknesses

The formula is somewhat complicated. This is true of the formulas applied in most PAYG systems,
however, the new formula with its *factor previdenciario# (the actuarial coefficient) adds some complications
that make understanding difficult even for pensions specialists, to say nothing of workers and employers.
This lack of transparency may add to the tendency to questfon the reform and to evade.

The new calculation may implicitly increase the burden of payroll taxes on employers. While forcing workers
and employers to pay the real cost of RGPS pensions is a positive step from a fiscal perspective, the new
formula implicitly increases the tax on labor. Given currently high levels of informality in Brazil, the new
formula is likely to encourage greater evasion. A rule of thumb often quoted in pension circles (although
generally referring to a PAYG-to-funded reform) is that a good reform should not involve a net transfer from
the private to the public sector. This formula does not conform to this simple rule.

To summarize, applying the new formula will lead to fiscal savings. However, the size of this outcome
depends citically on a decrease in evasion. While the formula links benefs to contrbution history, the link
is far from transparent and many of the labor market gains may not be forthcoming in the absence of a
legal minimum age at which retirement benefits commence. The incentive structure of the new formula may
even add to the disincenfives to parficipate in the length of service program.

See Omelas and Vieira (1999), and Pinheiro and Vieira (1999) for details of the new formula.

1.13 In the short run, the Government estimates the reforms passed in 1998 to result in modest
fiscal gains (see, e.g., Oliveira, et. al, 1999). While the first round of reforms passed in 1998 will
help in the short term and make further reforms of the RGPS easier, they could have worsened the
medium- to long-term fiscal outlook (see Figure 1.1). If further reforms were not undertaken, RGPS
operational deficits would have worsened steadily over the next decade, and then deteriorated
rapidly afterwards to reach 8% of GDP by 2025. The main reason for both the short term
improvement and the medium-term worsening due to the first phase of reforms is the elimination of
reduced pensions, while retaining the 100% replacement rate for unreduced pensions: this results
in a gain while people wait longer for unreduced pensions, but a worsening of the fiscal situation
when these workers start to receive unreduced pensions. Chapter II summarizes the results of
World Bank simulations of the fiscal and redistributive effects of the new benefit formula. The net
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fiscal effects of the second round of reforms appear to be significant: under the most optimistic
conditions regarding how well the government can implement the new rules and how much
workers may postpone retirement in response to the new formula (the RGPS still does not have a
minumum age of retirement) the reforms may even eliminate the deficits temporarily.

1.14 The RJUs have generous benefits, end-loaded replacement formulae, privileges for
influential groups, lenient vesting requirements, and indexation of pension payments to current
salaries (not prices). The generosity of RJU pensions is striking both in absolute terms and relative
to the RGPS. This is indicated in gross terms by the fact that although the RJUs currently support
less than 15% of Brazil's retirees, RJU retirees receive approximately half of all public pension
benefits paid, and account for 75% of the pension deficit. In 1997, pension spending net of
contributions of the federal and state RJUs amounted to 2.3% and 1.8% of GDP, respectively,
while RGPS deficits were less than 1% of GDP. RJU expenditures at federal, state and municipal
levels opened a financing gap of R$34 billion in 1998, expected to grow to almost R$40 billion in
1999. After adjusting the RJU deficit to make it comparable to the RGPS - where employers
contribute 20% of payroll - this subsidy is almost R$14,000 per beneficiary for the Federal RJU
and R$8,500 per beneficiary for RJUs as a whole. When compared with the shortfall of R$475
deficit per beneficiary in the RGPS, RJU fiscal imbalances appear excessive and inequitable.

1.15 The 1998 Constitutional Amendment 20 made a few changes to this structure, notably
introducing a retirement age (53 and 48 years for men and women respectively) at which benefits
commence for new workers, and requiring a minimum tenure of ten years in government service
and five years in the position from which retirement occurs (See Table 2 in Kopits, et. al., 1999,
and Table 1.2 below). For Federal Government employees, the legislature approved an increase in
contributions from civil servants, and introduced the same level of contributions from retirees (see
Chapter III for details), but these rate hikes were successfully challenged in courts. The
govemment is now in the process of amending the Constitution to allow imposition of contributions
by retirees (which in all likelihood will be no more than 11%, the contribution rate for current federal
employees. If all of the measures approved in 1998 and 1999 had taken effect, this would have
resulted in a noticeable improvement in Federal RJU finances (see Figure 1.2). But even after this,
the fiscal burden of the Federal RJU continues to worsen from the current 1.5% to an eventual
2.5% of GDP, The outlook for subnational RJUs varies across states and municipalities, but is
unlikely to be much better at an aggregative level.

1.16 In quantifying the imbalances in the public pension system, this report sheds light on some
of the most important issues in Brazil today: the fiscal burden of civil service pensions, the yawning
gaps between public and private sector pensions, and the size and composition of implicit pension
debt (IPD) borne by the state RJUs that limit options for reform. The report provides quantitative
assessments of the long-term fiscal imbalance of the RJUs for federal and state civil servants, a
measure of actuarial imbalance in these systems, an assessment of inequities within a State RJU
(e.g., returns to teachers versus other employees), and the likely changes in these magnitudes
under alternative reform scenarios. Since the report also computes similar measures for the
RGPS, this allows more reliable indicators of inequity between the RGPS and RJU.
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Table 1.2. Systemic Weaknesses, Main ProposedlCompleted Reforms, and Likely Effects

Weakness Main Reforms Aimed at Addressing Weakness Likely Effects
RGPS Federal RJU SCP

Fiscal 1. New formula will- 1 .Contributions for 1. Employer-to-worker Sizeable savings for
Imbalances through longer retirees up to 11%. contribution ratio not to RGPS in short, mediurrr

reference period-lower 2. Employer-to- exceed 1:1 (in state- and long term if
base salary and hence worker contribution owned enterprises or implemented well, but
the pension level. ratio cannot exceed SOEs). modest savings for RJU.
2. Reduced pensions 2:1 (in all RJUs). Remaining obstacles are
(at 70% of base salary) 3. Men/women 100% replacement ratio,
to be phased out.. eligible wait 20% or low/no retirement age,

40% of time until age and double-dipping or
53/48 for full/reduced multiple pension/salary
pensions. benefits.

Actuarial Minimum retrement Minimum retirement For new entrants, Medium: rates of return
Imbalances age of 53/48 years for age of 53/48 years closed fund pensions for new entrants fall

men/ women (proposed for men/ women to be defined considerablyin the RGPS;
but defeated). rising to 55 and 60 contribution (DC). also fall in the RJU but

years for new remain unsustainably
workers. high; the statutory

retirement age is low
relative to current actual
retirement ages; DC
restriction in SCP is only
for new entrants.

Inequities 1. Longer reference 1. Higher retiree Restrictons on subsidy Modest: Inequalites
period in new formula contribution rates for complementary increase between RGPS
reduces pro-high wage relative to RGPS (if pension funds of and RJU pensions, but
eamer bias (1997 approved). SOEs, whose workers reforms will lower
survey shows much 2. New entrants to are overcompensated inequality between high
steeper age-eamings have same ceiling as relative to private and low income eamers
profiles for the more for RGPS pensions. sector workers in the RGPS. Uniform
educated) 3. Many special replacement rates by
2. Many special regimes abolished. wage level is key obstade
regimes abolished. to sizeable equity gains.

Labor Market 1. Time of contributions Minimum tenure of Move to defined Minimal: last minute
Inefficiencies to be used instead of 10 years in Govt. and contribution plans will switches to public service

tme of service; may 5 years in position increase mobility will end, but govemment
lower informality. from which retired to across sectors. compensation remains
2. New formula may qualify for RJU high relative to private in
result in greater evasion pensions will reduce many occupations.
as payroll tax burden on gaming. Informality will stay high
employers effectively without labor reforms.
increases.

Misreporting, 1. Longer reference Camata Law and Tax treatment and Medium: Improved INSS
Evasion/Abuse period lowers incentive Fiscal Responsibility fragmented regulation administration will pay
and Low to underreport wages. Law puts pressure on of pension funds are rewards in lower evasion
Coverage 2. CNIS and improved states/ municipalities the main obstacles to after 3-5 years; Camata

INSS information will to reduce abuse. increased coverage. Law effectiveness
lower evasion rates. postponed by 2 years.

Note: This table presents a very simplified version ofthe reforms to these three regimes. Formore details see MPAS (1999),
MPAS (1998) and Kopits et. al. (1999). Effects increase in strength from minimal to modest to medium to sizeable.
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Figure 1.1: Social Security Deficits, Base Case and 1998-
2000 Reforms
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1.3 INEQUITY AND ACTUARIAL IMBALANCES IN THE RGPS AND RJU

1.17 The multiplicity of pension programs in Brazil results in workers with similar attributes
contributing towards their pensions at differing rates, and retiring with vastly different benefits.
Both government-managed tax-financed (first-pillar) programs promise overly generous retirement
benefits to covered workers in relation to the contributions they make, thus implicitly transferring
money from future to current generations or - what often amounts to the same thing - from other
publicly financed programs such as basic education, to social security. Given the complexity of
Brazil's first-pillar pension regimes, it is difficult to accurately isolate their equity or redistributive
effects. In any system, but especially in traditional PAYG plans, fiscal imbalances are easier to
measure than actuarial imbalances. This report uses both fiscal imbalances and actuarial
calculations to assess whether the first-pillar regimes can be considered equitable from both within-
generation and intergenerational viewpoints.

1.18 World Bank (1995) calculated the rates of return in the three largest programs of the RGPS
(Old Age, Length of Service, and Special Retirement) for more than 5,000 groups of participants
(see Box 1.2 for a summary of its findings). This report presents more recent rate of return
estimates computed using PROST in assessing the effects of completed and planned reforms in
both the RGPS and the RJU. While all these numbers should be interpreted cautiously (e.g.,
because these rates are calculated post factum when in fact we often require ex ante rates for our
analysis), the rate of return estimates can be useful in assessing both actuarial imbalances and
inequity within and across the RGPS and RJU .5

1 .19 The simulations in this report suggest that the main findings of World Bank (1995) were still
valid for the RGPS in 1998. In the 1998 pre-reform case, given the more lenient vesting
requirements enjoyed by women, the rates of return to women are always higher than those to
men, but especially so in the Old Age program of the RGPS. Unsurprisingly, the rates of return in
the Special Length of Service programs are much higher than the ordinary Length of Service
schemes. Finally, the aposentadoria proporcional or reduced pensions (retiring up to five years
before qualifying for unreduced pensions) afford workers higher rates of return than unreduced
pensions or aposentadoria integral.

1.20 But this report also finds that the rates of return in RJU Length of Service and Special
Length of Service programs are about twice as high as similar programs in the RGPS. If
govemment-as-employer contributions are recognized using the same factor of proportionality for
employer-employee contributions as in the RGPS (viz. by simulating the effects of a hefty 33%
contribution rate: 22% from employer, 11% from employees), RJU returns fall to 6.7% and 10.7%
for the unreduced Length of Service for men and women respectively, 7.3% and 9.4% for the
reduced Length of Service for men and women, and 8.3% and 10.3% for the Special Length of
Service program.6 These rates are higher than RGPS rates of retum, and still imply a sizable

5 As seen above, the report also contains other indicators of inequity such as the per beneficiary subsidy financed by
general tax revenues.
6 See Gill and Packard (1999,1999b) for details.
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transfer to civil servants. These findings suggest that, aside from the need to bring govemment
salaries in line with market rates, inequity in Brazil's first-pillar social security regimes can be
reduced by: (i) lowering the generosity of RJU pensions relative to the RGPS, (ii) increasing the
required contribution period in the Old Age program, and (iii) eliminating all special pension
regimes. Encouragingly, the govemment has made efforts in all these areas.

Box 1.2. Inequality Within the RGPS: Results From a 1995 World Bank Study

Worid Bank (1995) computed rates of return by estimating the age-earnings profile of different types of workers,
imputing their likely contributions, and using mortality tables to calculate the post-retirement life span for each
group. The main results were:

* All RGPS programs gave rates of return that are considerably higher than market rates. The rates of
income replacement that generate these returns are unsustainably high. Above-market rates imply that the
pension programs - intentionally or otherwise - sought to either redistribute wealth from younger to older
generations of Brazilians, or to continually subsidize the old age security of everyone at the expense of other
investments such as education.

* The Old Age program was the most generous, followed by Special Retirement and the two Length of
Service altematives of reduced and unreduced benefits. Even after extending the length of the
contribution period for the Old Age program to 15 years, rates of return are almost twice those of the Length
of Service program. Under the current required contribution period (eight years in 1998), participants in the
Old Age program enjoy annual rates of return of about 3040 percent. At current levels of income
replacement, rates of return do not approach sustainable levels until workers in the Old Age program have
contributed for more than 35 years. This said, it is important to note that most beneficiaries of the Old Age
pension program are poor rural workers, whiie those who benefit from the early retirement, Length of Service
option are urban, middle/upper class workers. The rural old age program may be justifiable as a social
assistance program for the poor.

* While informality increased the rates of retum, it did not change the basic result that retums to all programs
are too high and those to the Old Age program were much higher than other programs. Therefore, even
reducing informality to zero through perfect record-keeping and enforcement would not eliminate actuarial
and fiscal imbalances in the RGPS.

* Special retirement programs (e.g., for primary and secondary school teachers) have rates of return that
are between 25-50%h higher than Length of Service programs since beneficiaries retire 15-25% earlier under
the Special Retirement programs, and enjoy a longer post-retirement life span.

* Since all programs allow women to begin receiving social security benefits five years before men, even
assuming no mortality differentials, women earn higher rates of return than men. Thus, for example,
while the annual rates of retum in the Old Age program (with 12 years of contribution) and Length of Service
(with 25/30 years of service) for men were 13% and 7% respectively, they were 17% and 90/o for women.
Taking mortality differentials into account shows that the average female in the Old Age program receives
almost 50% more social security benefits than her male counterpart.

* Rates of return by salary level of the worker, show that the Old Age program is the most "progressive" in that
there is a sharp fall in the rates of return as we move up the income ladder. The Length of Service program
is moderately progressive, and the Special Retirement program is not at all progressive. Paradoxically,
therefore, the most extravagant program (Old Age) appears to be the most progressive. This finding
fits with the observation that the majority of the beneficiaries of the Old Age program are rural women.

* Accounting for regional mortality differentials reduces some of the distributional attractiveness of the Old
Age program: while the rate of return to the program (with 12 years of contribution) is about 15% for all
regions of the country without accounting for regional mortality differentials, rates of return in Rio de Janeiro
were a full one-thirds higher than the poor Northeast when these differentials are taken into account.
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1.21 To fully appreciate the generosity of Brazil's first-pillar systems, contrast the above rates with
those facing participants in US social security. Table 1.3 reports the internal rates of return in the
US Social Security system. Comparing the numbers discussed for Brazil and those in Table 1.4,
three features stand out:

* First, compared with programs in Brazil's RGPS and RJU, the rates in US social security are
one-fourth the magnitude or lower.

* Second, the rates in the US have fallen over time as the parameters have been changed to
maintain fiscal balance, even though the system is still running an operational surplus.

* Third, the rates of retum in the US are consistently higher for lower wage earners; this pattern
has been maintained even as the rates have fallen over time.

The last feature is because of falling statutory replacement ratios (the ratio of pensions to reference
earnings) as earnings rise. Thus, while the replacement rate in the US is 62% for those with
annual taxable wages of $10,000, it is 42% for those with $30,000, and 29% for those with
earnings of $60,000 or more (Gramlich, 1998).

Table 1.3. Rates of Return in US Social Security, by Year of Birth and Earnings(Percent)

Birthdate Level of Earnings
Low Average High Maximum

1920 4.4 2.8 2.5 2.4
1930 3.1 1.9 1.5 1.2
1937 2.7 1.6 1.2 0.7
1943 2.4 1.3 0.8 0.3
1949 2.4 1.4 0.8 0.2
1955 2.5 1.4 0.8 0.1
1964 2.4 1.3 0.6 -0.1
1973 2.3 1.3 0.6 -0.2
1985 2.2 1.1 0.4 -0.4
1997 2.0 0.9 0.3 -0.5
2004 1.8 0.8 0.2 -0.6

Source: Gramlich (1998) using Advisory Council on Social Security (1997).

1.22 For the RGPS and the Federal RJU, the report estimates the rates of return conditional upon
the rigorous implementation of reform measures passed by Congress. For the RJU, these reforms
consist of the introduction of a minimum age (60/55 for males/females) at which retirement benefits
can commence and introducing contributon rates on many retrees to 11% (note that many states
already impose these contributions but Federal Government efforts to do so have been defeated.
What is noteworthy is that even the steep increases in contributions of 11-25% from ativos and
inativos that were approved by the legislature (but overturned by the Supreme Court) do not
change matters in the RJU radically: rates of return do fall, but remain unsustainably high.
Increased employee and employer contribution rates are not sufficient to address the equity
problems of the RJU: untl benefits are reduced, the imbalances between the two regimes will
remain. For the RGPS, the eliminating the option of early retirement with a reduced pensions
(aposentadoria proporcional) results in rates of return falling by 10-15% for RGPS programs but,
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again, rates of return still remain unsustainably high for all programs, and there are still large
differences across programs.7 Overall, the simulations indicate that the reforms of 1998 and 1999
improved maiters somewhat but still leave the system economically unsustainable (viz., in fiscal
imbalance) and socially unjust (viz., inequitable). The Government is correctly convinced that
much more needs to be done, and-as discussed in Chapter lI-has managed to take steps that
will address the fiscal imbalances of the RGPS quite effectively if implemented well. But the
Govemment has not been as successful in trimming RJU deficits. The widening differentials in
rates of return between the RGPS and RJU will be seen as unfair and also impose efficiency costs
in terms of labor market distortions.

1.4 EFFICIENCY COSTS OF THE FIRST-PILLAR SCHEMES BEFORE REFORM

1.23 Flaws in the design and enforcement of social security laws for private sector workers under
the RGPS are correlated with a high degree of informality in Brazil, which is estimated at about 50-
60% of total employment. The chief design flaw (until the recent reforms) in the RGPS was a weak
link between benefits and contributions, and the main enforcement-related shortcoming remains
the lack of accurate records of contributions and work histories. Informality in Brazil appears
mainly to be a fiscal-not a legal or legislation-related-phenomenon. That is, informal labor
contracts are explained more by the level of payroll and other taxes, and less by the effect of
restrictive labor laws within the private regulated sector. The main difference between informal and
formal employees is their relationship-and hence that of their employers-with the govemment in
terms of payroll taxes, the main one being social security contributions: while the employers of
about 95% of workers classified as formal (viz., those having a work contract ratified by the Ministry
of Labor) paid INSS dues, this ratio is less than 5% for informal sector workers (Amadeo, Gill and
Neri, 2000). In sharp contrast, labor legislation seems to uniformly affect the work relationships
(wages, hours, and payment practices) in both the regulated and informal sectors.

1.24 While improvements in the design of labor and social security laws may or may not reduce
informality substantially, the manner in which these laws have been enforced is a critical but
underemphasized determinant of informality in Brazil. Even a move to privately managed, pension
system of individually capitalized accounts does not appear to have increased the number of
workers (as a portion of total employment) who contribute to social security, nor reduced the size of
the informal sector in Chile even after more than 15 years. Poor record-keeping by the Brazilian
social security agency - currently the INSS - has strengthened the incentives to workers to remain
in informal contracts for long periods and "formalize" to take advantage of the poor checks and
balances required for qualifying for RGPS pensions. Ambiguities in the design of labor legislation
combined with slanted enforcement by labor courts have led to workers effectively being accorded
the same labor rights regardless of whether they work in the formal or informal sector. And while
social security redesign may be the single most important reform for labor market efficiency
reasons, informality in Brazil will remain a problem as long as labor laws are ambiguous leading to
frequent disputes which are arbitrated by courts with a clear pro-labor bias.

7 The rates of retum would also change if a minimum retirement age in the RGPS (a measure that although would have
been included in the first phase, but did not pass in Congress). A minimum retirement age if immediately effective -
while significantly cutting annual deficits - would have very little addibonal impact on rates of retum from the system.
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1.25 Perhaps even more important is the contribution of the RJU to rent-seeking and
segmentation in Brazil's labor market. While some may argue that the distortions imposed by the
RJUs are contained by government hiring policies, this would be valid only if the fiscal burden
imposed by the system is small in relation to the Government's overall financing needs. But given
the large RJU deficits of about 5% of GDP which have to be financed through general taxes or
borrowing, the distortion-in the form of a high tax burden of about 33% of GDP and/or high
interest rates-which is caused in sizable measure by RJU deficits pervades all areas of economic
activity. On economic efficiency grounds, this may in fact have made RJU reform an even more
urgent priority than the reform of the RGPS. Politically, however, the reform of the RJU has posed
be far more challenging than that of the RGPS. While the Government's efforts have been equally
strong on both fronts, more progress has been made in reforming the RGPS.

1.5 WEAKNESSES IN REGULATION & SUPERVISION OF PENSION FUNDS

1.26 Complementary pension funds are authorized by a 1977 law. They are divided into closed
and open funds, with the former subdivided further into those established by public and private
sector employers. There are 350 closed funds in which only the employees of the sponsoring
companies are eligible to participate, of which almost 100 have been set up by public sector
entities. Closed pension funds cover 2 million participants, of which 1.7 million are active workers
and 0.3 million are pensioners. 1 million active workers are in pension funds of private sector
firrns. These numbers indicate both a system in relative infancy, and also point to a huge growth
potential: the coverage is less than 5% of the formal labor force. Closed funds have grown at a
rapid pace recently, partly reflecting the creation of new funds and expanded coverage and partly
the combination of a long-term nature of pension fund saving and positive real returns.

1.27 State-owned companies were the first to sponsor pension funds, but in recent years growth
in the industry has been in private closed funds (see Yermo, 1999). In mid-1998, closed pension
funds controlled assets of R$95 billion (11% of GDP), with pension funds of public sector entities
accounting for 70% of assets. Most public sector funds are defined-benefit plans, while the
majority of private funds offer hybrid defined-benefit, defined-contribution schemes. Investments
are well-diversified domestically, with 35-40% placed in equities, a similar amount in marketable
bonds, and the rest in real estate, mutual funds and other assets. Closed pension funds do not
appear to benefit from a favorable tax treatment (see Vittas, 1999, Yermo, Vittas, and Gill, 1999,
and especially Chapter IV for details and updated numbers). Employee contributions are not tax
deductible, but employer contributions are deductible from both income and social security taxes.
This provides a strong incentive for the creation of funds, even for those earning less than R$1,255
per month.

1.28 In addition to the closed pension funds, there are also more than 80 open private funds,
almost 50 of which are operated as retirement insurance companies, more than 30 by nonprofit
associations, and only 4 by profit-seeking entities. The supervisory agency, SUSEP, estimates
worker participation at about 1.4 million. The total technical provisions of open funds amounted in
July 1998 to R$6 billion, up from R$5 billion in 1997 and R$3 billion in 1996. There are some 135
insurance companies in Brazil. The largest five companies account for more than 40% of the total
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market. Gross premiums in 1997 amounted to R$18 billion (2.3% of GDP) and total assets to R$23
billion (2.8% of GDP). Brazil probably has the largest mutual fund sector in the developing world
with nearly 2,500 funds with over R$104 billion in total assets (13% of GDP) at the end of 1997.
90% of assets were invested in debt instruments, with only 10% in equities. Mutual funds are
currenty bigger than pension funds, but the latter are expected to overtake them soon.

1.29 The main policy challenge identified by the report is to expand coverage of the private
pension funds in the formal labor market. There is considerable scope for this, given the low
participation rates in these funds. The anticipated restructuring and downscaling of the different
parts of the social security system will create room for further expansion of private pension
provision. In addition, the small coverage of the existing private pension funds suggests that an
expansion in their coverage and role should take place even if the restructuring of social security is
delayed. Three initiatives are identified by the report as essential for this expansion to occur:

* a resolution of the long-standing dispute conceming the tax treatment of pension funds;

3 adoption of prudential and protective regulations that safeguard the interests of workers
without suppressing investment returns and

- development of a more effective supervision agency to strengthen confidence in the financial
soundness of pension funds.

1.30 Accordingly, this report examines if the regulatory framework meets reasonable standards of
security, fairness, efficiency, tax treatment, and supervisory effectiveness (see also Vittas, 1999,
and Yermo, Vittas and Gill, 1999). The main issues examined are the key aspects of pension fund
regulation in Brazil, how the regulatory framework can be made to better conform to prudential and
protective principles, whether and how the tax treatment of pension funds can be improved, and
how the supervisory function can be strengthened. The existence of a large pension fund sector in
Brazil with a preponderance of employer-sponsored closed funds suggests that the future structure
of the Brazilian pension system and its regulatory framework should aim to incorporate the lessons
of experience in the United States and other Anglo-American countries. Pension reforms in
neighboring Latin American countries that created mandatory systems based on heavily regulated
open funds have relatively few lessons and implications for Brazil. The report bolsters this
argument with evidence, and the international experience section accordingly emphasizes the
lessons learned from Anglo-American practice.

1.6 THE FEASIBILITY OF PENSION FUNDS FOR GOVERNMENT WORKERS

1.31 Three important steps were taken in the Constitutional Amendment of November 1998: (i)
subnational govemments can set up pension reserve funds, which must follow the rules
established in a law8; (ii) the maximum level of benefits is restricted to that established for private
sector workers (benefits can only be offered up to a maximum specified salary, currently R$ 1,255

8 So far, only two states, Bahia and Sergipe have created these funds, but many others are in the process of doing so
(Rio, Sao Paulo, Parana).
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per month), while total benefit payments is limited to 12% of current income; and (ii) sub-national
govemments can organize complementary pension plans for their workers which would be
regulated and supervised under the current system.

1.32 The immediate implication of these reforms is that, for the first time, governments will have a
mechanism for managing social security contributions and for pre-funding pension liabilities.
Together with the necessary parametric reforms needed for long-term actuarial balance, the new
system will gradually resemble a two-pillar structure, where the first pillar would be a partially
funded, publicly managed, defined benefit system and the second pillar would be a fully-funded
pillar, with an as-yet-undefined management and risk-bearing structure9.

1.33 The report discusses the fiscal effects of setting up pension funds for govemment workers
and analyzes whether these measures lead to improved outcomes if implemented immediately or
only if preceded by reform of the RJU, the regime that the funds are intended to complement (see
also Gill and Yermo, 1999). It then presents design options for any new government workers'
complementary pension pillar, evaluates the impact of restrictions on investment in sub-national
debt on the finances of states and municipalities and state-federal fiscal relations, and identifies the
weaknesses of the Brazilian complementary pension system with a view to its expansion to states
and municipalities. Based on these considerations, the report suggests a strategy for reforming the
current system in a manner that will ensure its sustainable growth in the future.

1.34 While subnational efforts to increase the funded element of pension should be encouraged,
the report finds little justification for creating reserve funds unless the basic rules and enforcement
of the RJU are comprehensively reformed. Estimates indicate that under current RJU parameters,
these funds are not sustainable. Assuming that the system is brought into operational balance by
a combination of constitutional reforms to lower the generosity of benefits, contribution rate
increases and tightened enforcement of eligibility rules, risks would be best diversified by having all
workers belong to a universal system such as a reformed Regime Geral da Previdencia Social, and
optional employer pension plans including closed funds for government employees.

1.7 A ROAD MAP TO VOLUME 11 OF THE REPORT

1.35 The report examines the critical issues in each component of the Brazilian social security
system - the general regime, pension plans of govemment workers, the complementary regime for
pension funds for private sector workers, and the proposed pension funds for government workers:

9 The decision to reform the pension plans for dvil servants mirrors the experience of other Latin American countries,
like Argentina and Panama. Argentna has gradually integrated the pension system of civil servants' into the natonal
system based on private management of individual pension fund accounts (World Bank, 1998). Panama is the only
country that has reformed the pension system of public sector workers before that of the private sector. Workers
choose one of fourfinancial insttutions to manage their mandatory retirement savings. Another example is the Federal
Employee Retirement System in the USA, where workers can choose between three funds of different risk.
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* RGPS. Chapter II of the report quantifies systemic imbalances and the effects of reform of the
programs of old age support under the general social security regime. It (i) provides analysis of
the pre-Constitutional amendment finances; (ii) provides simulations detailing the extent of the
changes in the Constitutional amendment of 1998; and (iii) simulates the effects of the main
reform options that were debated during 1998-1999, such as parametric reforms to the existing
system, introduction of notional accounts, and the selting up of a multi-pillar system. The
discussion on notional accounts pays special attention to issues such as the setting of the
notional rate of return, the evolution of replacement rates, the importance of a statutory age at
which retirement benefits commence, the feasibility of creating a buffer fund, transition issues,
and administrative requirements for notional accounts. Finally, the chapter reports the results
of simulations of the latest reform-the introduction of the new benefit formula. The instrument
used for assessment is the World Bank Pension Reform Options Simulation Toolkit (PROST).
Recommendations are based both on empirical assessments and relevant international
experience.

* RJUs. Chapter III focuses on the retirement, disability and survivor benefits enjoyed by
Brazil's public servants in the federal and state governments. The report (i) quantifies the fiscal
implications for the federal and state governments of leaving the current parameters of the
Regime unchanged; (ii) presents quantitabive evidence of inequity within the Regime, and the
generosity of public-sector benefits when compared with first-pillar guarantees to private sector
workers; (iii) analyzes the composition of government implicit liabilities at the federal and state
level to identify groups that would be most affected by reform; (iv) measures the fiscal and
equity implications of parametric and structural reforms; and (v) explores the feasibility of
consolidating the separate schemes for government workers into a single national plan. Again,
the instrument used for empirical assessment is PROST. Lessons are drawn from quantitative
assessments of Brazil's own systems, and from experiences of pension plans for government
workers in OECD countries, and from Latin American countries with federative structures.

3 Funds complementary to the RGPS. Chapter IV of the report (i) reviews Brazil's institutional
investment sector; (ii) critically examines the regulatory and supervisory framework for pension
funds in Brazil; (iii) contrasts Brazil's experience in this regard with that of other countries; and
(iv) makes policy recommendations on how to improve and strengthen the robustness of this
framework. The discussion of international experience emphasizes the importance of
regulatory and supervisory issues, analyzes the use of prudential and protective regulations in
Brazil, and compares Brazil's experience with that of both developed (especially Anglo-Saxon)
and developing countries.

* Funds complementary to the RJUs. The Constitutional Amendment of 1998 opened up the
possibility for states, municipalities and employee associations to create reserve funds for their
as well as their own complementary pension plans. This involves the creation of a
differentiated two-pillar structure for the RJU as currently exists for the RGPS. Chapter V aims
at (i) evaluating this reform proposal and identifying the choices that sub-national governments
will face in their aim to move their pension systems into a sustainable track; (ii) assessing the
likely impact of investment rules on the finances of states and municipalities, (iii) scrutinizing
the weaknesses of the regulatory and supervisory framework and their implications for reform,
taking into account the state of the complementary pension system.
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1.36 For each of these four subsystems, based on the findings in the report, Chapter VI
summarizes: (a) the main problems facing Brazil and the underlying structural factors, (b) the
key lessons suggested by experience in Brazil and abroad, and (c) the principal policy
recommendations derived by juxtaposing (a) and (b).
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II. THE NATIONAL SOCIAL SECURITY SYSTEM

11.1 INTRODUCTION

2.1 Brazil's 36 million formal, private-sector workers participate in the Regime Geral da
Previd6ncia Social (RGPS) - a mandatory, defined-benefit, PAYG social security system that offers
pensions and a variety of contingent benefits. The RGPS is the largest of Brazil's first-pillar social
security systems in terms of coverage, making payments for pensions, survivorship and disability
to over 18 million beneficiaries. Under the administration of the Instituto Nacional da Seguidade
Social (INSS), the general regime is characterized by generous rates of replacement, high
administrative costs, widespread evasion and, consequently, serious short- and long-term fiscal
imbalances.

2.2 In 1998 the system incurred a deficit of R$7,8 billion (approximately 0.90/o of GDP) that in
1999 deepened to about R$12 billion or 1.2% of GDP. The regime's deficits are large, particularly
when the youth of Brazil's population is taken into consideration. RGPS deficits represent a rapidly
growing public liability that, in addition to draining public resources, erodes investor confidence and
increases the vulnerability of Brazil's economy.

2.3 The chapter is organized as follows. Section 11.2 summarizes the parameters of the various
benefit programs offered under the general regime, presents results of simulations of the long term
fiscal impact and social inequities imposed by the system, and outlines the major structural
weaknesses of the RGPS and their adverse effects on the wider economy. Section 11.3 outlines
the package of reforms passed in 1998 and 1999, and presents simulations of their impact (using
the no-reform, base case scenario in Section 11.2 as a benchmark). Alternative scenarios for
further reforms including deeper parametric adjustments to the RGPS' parameters, a shift to
notional accounts, and the introduction of a funded pillar are discussed in Section 11.4. Section 11.5
concludes.

11.2 THE RGPS BEFORE THE 199811999 REFORM1

11.2.A Programs and Participation

2.4 The various programs offered under the RGPS extend to both the urban and the rural
sectors of the Brazilian economy. Benefits are defined for participating formal-sector employees
and employers, the self-employed, domestic servants, individuals working in family-owned small
enterprises, and voluntary participants such as students and housewives. The share of the
economically active population that is contributing to the RGPS fell from 43% to 35% between
1990 and 1995, and is estimated to be between 35-40% today (see Table 11.1).

1 This section draws from Bonnerjee and Gill, 1998.
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Table l.1: Contributors 1990-1997

Year Total Contributors Urban Contributors (%) Male contributors (%) Econoiiucally
(millions) Active Populaton

(millions)
1990 26.8 90 68 61.9
1992 25.2 92 68 70.0

1993 25.2 92 68 71.0
1994 25.6 92 67 72.4

1995 26.2 92 67 74.1
1996 29.6 - 63 --

1997 30.2 - 62 --

Source: PNAD Household survey/DA TAPREV, for 1990-1995; Marcelo Nen (IPEA) for 1996-97. Data for 1991 are not available.

2.5 The system earns revenues by imposing payroll taxes on all insured members. Employer's
payroll taxes for social security amount to 22% of the wage bill along with contributions of roughly
0.4% to 2.5% for workmen's compensation schemes. The self-employed contribute roughly 20% of
eamings. Employee contributions for social security are based on a progressive scale and vary
between 8% and 11% depending on the level of wages. Table 11.2 summarizes the contribution
schedule for employees.

Table 11.2: Employee and Employer Contribution Rates, By Wage Level
(Percent of Wages)

Lee of wages Emp ontib Employer Contribution
1.00 - 2.58 min. wage 7.82 20.0
2.59 - 3.00 min. wage 8.82 20.0
3.01 - 4.30 min. wage 9.00 20.0
4.31 - 8.60 min. wage 11.00 20.0
Above Ceiling 0.00 20.0

2.6 Employee contributions are subject to a wage ceiling, which was roughly R$1,000 a month
in 1995 and has since been raised above R$1,200.2 The average wage of all contributors in 1995
amounted to about five times the minimum wage (R$510) and so the average contributor paid
about 11% of gross wages for social security taxes. The total payroll tax for social security
amounts to about 30% of the wage bill - a steep tax rate when compared with contribution rates to
similar PAYG systems in developing and developed countries. The burden of reporting payroll
taxes and of dividing payment between each of the administrations that hold a claim on this
revenue is an onerous task with high costs of compliance, especially for small enterprises. Further,

2 The minimum benefit is linked to the legal minimum wage. Benefits greater than R$1,255 and the maximum
contribution, while not consfitutionally linked to the official minimum wage, tend to be correlated since both are
correlated with the cost of living index. When the monthly minimum wage was R$100, the benefit ceiling in the
RGPS was R$1,000. When the minimum wage was raised to R$120, the ceiling was raised to R$1,200. But
because the ceiling is imperfectly indexed to minimum wages, the de facto limit varies between 8.5 and 10. Thus,
while the minimum wage was raised to R$136 in May, 1998, the limit on benefits remained at R$1,200 until 1999,
when it was raised to R$1,255.
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high payroll taxes hamper the competitiveness of Brazilian firms and introduce a major distortion in
the labor market - the incentive to retain workers "informally" or outside all labor/wage legislation.

2.7 Other sources of revenue to the system include transfers from the federal budget for
administrative and other costs (in 1995, this was roughly 7% of INSS revenue) and income from
rent and dividends. In the first half of the 1990's, total revenue as a share of GDP remained
constant at around 6% of current GDP. In the face of declining or constant coverage, this reflects
rapid wage growth in excess of GDP growth rates.

2.8 The INSS administers a number of benefit programs for participants:

* Old aae benefits are paid to both rural and urban workers. The age of retirement is 65 years
for men and 60 years for women working in the urban sector. Presently, rural workers can
retire five years earlier than their urban counterparts. For those who retired prior to 1991, only
five years of contributions were needed to qualify for old age pensions; recent legislation has
increased the minimum vesting period so that it increases by six months per year until it
reaches 15 years in 2011. In 1998, the minimum period of contribution to be eligible was 8.5
years. The replacement rate is 70% of the wage base for reaching the retirement age subject
to the minimum vesting period plus an additional 1% per year of service up to a limit of 100%3
or about 10 minimum wages. The reference wage for entry pensions is the average of the last
36 months' salaries subject to contribution, adjusted for inflation.

* Lenqth of service pensioners begin receiving benefits after meeting a required number of
years of service irrespective of age. Currently the minimum vesting periods are 30 years for
men and 25 years for women, for individuals to receive 70% of their reference wage as
pensions. The annual accrual rate for additional years of service is 6% which implies that a
man could receive 100% replacement rates after 35 years of service while a woman could
retire with the price-indexed average of her last three years of wages after 30 years of
contribution. The reference wage-the average of the last 36 months-is the same as that for
old-age pensions, as are the maximum and minimum level of benefits. Since 1994, pensions
have been adjusted to inflation and the minimum benefit has increased in real terms.

* Special lenath of service can be claimed by individuals working in sectors considered to be
arduous after 15, 20 or 25 years of service depending on the nature of the activity. The
replacement rate for this category of service is 85% with an additional 1% for each year of
service in addition to the stipulated minimum vesting period. The actual replacement rate
generally amounts to 100% of the reference salary.

* DisabilityvPensions are paid to those individuals certified by an INSS doctor as permanently
handicapped and unable to exercise any economic occupation. The minimum qualification
period for this pension is 12 months. The reference wage is the average of actual wages up to
the last three years of service if applicable. Replacement rates are at 80% of the reference
wage with the accrual rates for additional years of service at 1%. A separate, more generous
workmen's compensation benefit is offered for disabling injuries on the job.

3 Since rural workers can not prove contributions, until 2006 they receive 1 minimum wage in benefits. After 2006, rural
and urban workers will be subject to the same benefit rules.
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* Survivors and orphans of deceased pensioners receive 100% of the pensions due to the
deceased contributor. Such benefits are paid even if the contributor had only a single day of
recorded work. The replacement rate is based on an average of the wages actually received
by the individual if the individual's work history does not reflect three years of work. If the
deceased individual were already receiving benefits, these are transferred to the survivors or
orphans.

* Workmen's compensation is paid to any individual's suffering from a work-related,
permanent disability. The benefit is 100% of the wage on the day the individual was disabled.

Table 11.3: Summary of Benefit(s) Rules

* Old age * Urban: 65 (males) 60 (females) * 70/ (flat) + 1% for every year of
* Rural : 60 (males) 55 (females) service. (5 year worker gets 75% in
* 5 years of contribution if retired prior to 1991. 1991)
* After 1991, between 5 and 15 years (in 2011) of

contibution.
* Length of service * Males: 30 Years of service * 70%/ (base) + 6/o for each year of

* Females: 25 Years of service service in excess of stipulated
minimum. Max 100%/o RR (for 35
years of contribution if male & 30 if
female).

• Special length of * 15/20/25 years of service, depending on type of * 85% RR + 1% per year of service in
service work. excess of minimum vesting period.

* Disability * Certifiable disability with at least 1 year of * 80% + 1% for each year of
contribution. contribution in excess of 1 year.

* Survivors/Orphans * Survivors of contributor with at least I day of * 100%/o of contributors reference
contnbution or survivors of retiree wage or 100% of retirees benefits.

* Workmen's * Work related disability * 100% of wages on day of work
compensation injury.

2.9 In addition to the benefits listed above, the RGPS also pays benefits for sickness,
maternity, and payments to the relatives of felons. Further, it provides a range of social transfers
overseen by the Secretaria da Assistencia Social and administered by the INSS.

2.10 INSS pension expenditures increased from about 3% of GDP in 1990 to 5.4% in 1997.
Given the rapidly aging demographic profile and the generosity of the pension system, these
expenditures may be expected to increase rapidly in years to come. Since pension revenues are
stagnating, while pension expenditures are increasing, increasing deficits are to be expected
unless the system is reformed. The pressure on expenditures comes from both demographics
(reflected in the number of beneficiaries) as well as from generous levels of benefit payments.
These are reflected in Tables 11.4 and 11.5 below.

4 In most cases, the minimum benefit has to be greater than 1 minimum wage and less than about 10 minimum wages.
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Table 11.4: Beneficiaries 1993-1997

Categwies 1995 1996 1997

Number of Beneficiares (millions) 15.8 16.1 17.0

% of beneficiares receiving pensions 88.3 88.2 86.8
Length of Service 14.1 15.3 16.3
OldAge 30.7 29.9 28.8
Sunivors and orphans 26.7 26.8 26.4
Disability 13.1 12.6 12.0
Other 7.0 6.8 6.4

% of beneficiaries receiving social assistance 8.1 8.1 9.7
% of beneficiaries receiving workmen's compensation. 3.6 3.6 3.6
Source. DATAPREVcalculations.

2.11 The stock of beneficiaries increased by more than 20% in just four years with length-of-
service beneficiaries dominafing this expansion. Length-of-service pensioners account for about
12% to 16% of beneficiaries yet absorb 33% to 38% pension expenditures. Old-age pensioners,
survivors and orphans, and disability pensioners more or less maintained their relative shares,
though in absolute numbers all categories of pensions show a significant rise.

2.12 It should be noted that while old-age beneficiaries consist of chiefly of female rural retirees,
almost all length-of-service retirees were males from the urban sector. The rising number of old
age pensioners could be explained by the reduction in the mandated retirement age for rural
workers which made it much easier for rural workers, especially women - whose retirement age
was lowered by 5 years from 60 to 55 in 1992 - to qualify for old-age pensions.

Table 11.5: Benefit Expenditures 1993-1997

Catoomes ~~~~~~~1995 1996 1997

Benefit Expenditures (millions of current R$) 32,190.7 40,397.9 46,745.0
As % of Current GDP 4.9 5.1 5.4
Millions of 1997 Reais 38,050.5 40,723.6 46,745.0
Average Payment to Beneficiary (R$ 1997) 2,408 2,529 2,749
% Benefit Expenditure: Pensions 91.5 92.1 91.8

Length of Service 32.9 35.9 38.6
OldAge 22.2 20.9 19.2
Survivors and Orphans 22.9 22.5 21.9
Disability 9.9 9.4 8.9
Other 3.3 3.0 3.3

% Social Assistance: Benefit Expenditure 5.6 4.9 5.0
% Workmen's comp.: Benefit Expenditure 2.9 3.0 3.1

Source: DATAPR&1/ Calculations.
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11.2.B Financial Outlook for the RGPS-Simulating the Base Case

2.13 The starting year for the simulation is 1997, and the simulation horizon extends for 78 years
to 2075. All of the data for the simulations were provided by DATAPREV. Historical data on the
rate of growth, inflation and real interest in 1997 and 1998, as well as IMF, World Bank and
govemment projections of these indicators for 1999, are used to establish the macroeconomic
framework of the simulation. Table 11.6 outlines the macroeconomic indicators used in the
simulation. By the year 2030 we assume a stable macroeconomic environment that has reached
it's long-run steady state, where the rate of GDP and productivity growth, the rate of inflation, and
the real interest rate all remain constant for the rest of the simulation horizon.5

Table 11.6: Macroeconomic Assumptions for RGPS Simulations
i1997 1998 1999 2000 2008 2030 2075

GDP Growth 3 .7 1.0 -1.0 1.0 5.0 3.0 3.0

Productivity Growth 3.7 1.0 -1.0 1.0 4.0 2.0 2.0

Inflation Rate 4.3 3.2 10.0 7.0 5.0 5.0 5.0

Real Interest Rate 25.0 28.4 15.0 10.0 6.0 4.0 4.0

Source: PROSTAssumptions, RGPS

2.14 Simulations of the rates of participation, retirement, revenue collection, and benefit
payments indicate that current revenues are not sufficient to cover projected expenditures of the
RGPS programs. The pension system is already running a deficit: in 1998 which in 2000 is
expected to rise to 1.0% of GDP; see Table 11.7. Current deficits deepen to 1.4% of GDP in 2005
and 3.2% in 2015. While revenues remain within the range of 6% to 10% of current nominal GDP
throughout the simulation horizon, expenditures increase from about 6.7% of GDP in the base year
to well over 20% of GDP in later years.

2.16 The total financing gap - the estimate of how much it would cost if the RGPS were to
continue with the current parameters until 2075 - is R$1451 billion, or 161% of 1998 GDP. This is
the sum of the present discounted value of all deficits, current and future, and is unsustainable. A
big share of the increase in expenditures is accounted for by length-of-service pensions.
Individuals can claim these benefits as early as age 40 years (and even earlier for special sectors).
Old age pensions are also expensive for the pension system because in many instances they
involve payments to the rural sector with little or no evidence of any contributions from rural
workers.

5 The steady state macroeconomic assumptions are taken from intemational average rates for each indicator. We limit
our base case simulations to a single macroeconomic scenario since the impact of changing these parameters
on the simulaton results is marginal.
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2.17 Although already high by international standards, the average rate of combined employer-
worker contributions to the RGPS at 30% of payroll, does not actuarially sustain pension benefits.
For the RGPS to be in operational balance, the Government would have to raise the average rate
of contribution to 53%, or to lower the average rate of replacement to 19%. While the first
adjustment would aggravate Brazil's labor-market distortions, increase production costs and hurt
competitiveness, the second adjustment - earlier constitutionally impossible - is likely to be
politically unacceptable and would lead to higher evasion as the benefits promised are lower than
the contributions required on an annual basis.

Table 11.7: RGPS Base Case Simulation Results - Fiscal Indicators

Index Magnitude

RGPS Opera6onal Deficit (% of nominal GDP)
1998 1.0

2005 1.4

2010 2.2

2075 14.1

Present value current deficits (R$ billions) 1451

Affordability Indexes (%)
Affordable replacement, given contrbutions 19

Affordable contribution, given replacement 53

Implicit pension debt (% of nominal GDP)
1998 146.5

2005 199.1

2010 228.8

2075 418.9

Source: PROST Projections

2.18 Benchmark simulations place the system's implicit pension debt (IPD) at about 146% of
GDP in 1998. The regime's liabilities rise to 199% of GDP as soon as 2005, and 228% in 2010.
By the end of the simulation horizon - the year 2075 - the IPD would be 418% of nominal GDP,
indicating a huge implicit debt that would eventually have to be financed by the govemment.

2.19 In addition to the apparent fiscal imbalance of the PAYG system, all the retirement
programs currently in place gave rates of return that are considerably higher than market rates.
The rates of income replacement that generate these returns are unsustainably high. Above-
market rates imply that the pension programs - intentionally or otherwise - redistribute wealth from
younger to older generations of Brazilians, or continually subsidize the old age security of
everyone. Benefit rules and vesting requirements for the various retirement income programs
offered under the RGPS differ considerably, so it is not surprising that these programs yield very
different rates of return to participants. The individual cases selected in Table 11.8 profile (i) retiring
men and women under normal Length of Service (LoS) vesting parameters (with 100% income
replacement), (ii) workers retiring five years earlier (with 70% income replacement) and teachers
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(and other workers qualifying under special regimes) retiring earlier with no reduction in benefits,
and finally (iv) men and women retiring under the Old Age program with 5, 8 and 15 years of
contributions.

Table 11.8: Internal Rates of Return to RGPS Retirement Benefits

Individual - (years of contributions1) IRRs (%) Pre-Reforms

Men
Unreduced LoS2(35) 5.5
Reduced LoS (30) 6.3
Special Unreduced LoS (100% with 30) 6.6
Special Reduced LoS (25) 6.8
Old Age (5) 34.0
Old Age (8) 25.0
Old Age (15) 14.0

Women
Unreduced LoS (100% with 30) 6.1
Reduced LoS (70% with 25) 6.4
Special Unreduced LoS (100% with 25) 7.0
Special Reduced LoS (70% with 20) 7.1
Old Age (5) 41.0
Old Age (8) 26.0
Old Age (15) 16.0

Source: World Bank PROSTprojections, 1999
1. The pre-reforn case should be years-of-service, but we assume years of contribution for
both pre- and post- reform estimates. We assume that individuals meet the full vesting
requirements (no gaps in employment) of each benefit category.
2. LoS - Length of Service pension benefits.

2.20 Within the RGPS, the Old Age program is the most generous, followed by special retirement
regime for teachers and, finally, the two Length of Service (LoS) alternatives. Although the inequity
between retums to the former and the later retirement benefits is clear, it is important to point out
that many of the beneficiaries of the Old Age program are poor rural workers, while those who
benefit from the early retirement, Length of Service option are urban, middle/upper class workers.
Redistributon from the latter to the former may be justifiable.

11.2.C Structural Weaknesses of the RGPS and Adverse Effects

2.21 As noted above, RGPS benefits sustain the high costs of labor, contribute to a growing
fiscal burden that fuels Brazil's public sector borrowing requirement, and constrains economic
growth. The current financial stress of the RGPS is not the result of demographic processes alone,
but an outcome of the system's generous design features. What follows is a discussion of specific
structural weaknesses of the sl stem, that may help. maximize the returns from future reforms.

2.22 High payroll taxes with no transparent link between benefits and contributions
encourage evasion and induce distortions in the labor market. Labor market distortions have the
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same negative impact on the economy as deadweight losses and adversely affect production and
economic efficiency. The probability of evasion rises with high payroll tax rates, absence of any
link between contributions and benefits, poor information systems, and the inability to treat evasion
as a punishable offense. Workers have no incentive to participate in the pension system once they
have contributed past their vesting period since there is no minimum legal age for receiving
pensions under the Length of Service Pensions. Older workers can choose to retire under the Old
Age Pensions category with barely 108 months (8.5 years) of contributions. Finally, to the extent
that employers choose to avoid burdensome taxes on formal contracts, workers may not be offered
formal employment and thus be excluded from social security. The system's coverage as a
fraction of the economically active population has declined from about 43% in 1990 to about 35%
in 1995, and is low even when compared to rates of participation in other Latin American countries.

2.23 Excessively generous benefit entitlements imply increasing taxes. Future generations
will have to pay increasingly larger shares of their wages to fulfill pension promises. End-loaded
reference wage bases encourage misreporting of salaries. The reference wage base is the price-
adjusted average of the last three years of wages. In the absence of systematic tracking of
individual work records and the history of high inflation, this may indeed be a 'practical' approach to
determine an appropriate reference wage base. However, such a benefit formula tends to
encourage the manipulation of reported earnings and results in high costs, both real and economic,
with regressive pension distributions since high earners with the steepest age/eamings profiles
tend to benefit the most. Early retirement seems to be an inevitable outcome of low retirement
ages, lax vesting periods and the accrual rate structure inherent in the benefit formulas. The
justification for low mandatory retirement ages based on low life expectancies at birth is flawed,
since life expectancy at retirement is a more accurate predictor of an individual's expected duration
of life upon retirement. Under the current rules, working an extra year beyond the average
contributing period imposes a high implicit tax6 on additional labor supply. At present, the average
age of new retirees under the length-of-service retirement plan was only 49 years in 19977. This leads to a
reduction in the supply of valuable and experienced human capital.

2.24 Special retirement schemes, if loosely legislated, as is the case with the RGPS,
perpetrate inequities and distortions. Though a social justification is often claimed for providing
retirement subsidies to individuals working in strenuous jobs, a pure cross subsidization by means
of a common payroll tax provides no incentives for employers to update their technology or attempt
to make the job less hazardous. Further, these privileges also extend to administrative and
supervisory staff - individuals not necessarily involved with the risk activity per se. The prevailing
high disability replacement rates and workmen's compensation awards expose the system to
abuse and moral hazard problems.

2.25 Absence of a sound administrative infrastructure and a coherent database and
tracking system implies that the onus of the proof of payroll tax payment is left to the individual (b)

6 The implicit tax may be viewed as payroll tax plus loss of benefits due to a year of work - foregone increment in
pension benefits for an additional year of work. These components need to be adequately discounted.

7 The average age of new entrants to the old age pension system is about 61, the majority being women from the rural
sector.
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the ability to distinguish between years of service and years of contribution was - until the recent
reform - compromised. These attributes exacerbate the problem of evasion.

2.26 Imperfect and incomplete indexation to inflation allowed for a partial default of pension
obligations at the expense of pensioners left to deal with falling real values of benefits during
periods of high inflation. This has changed since 1994, when the Real Plan was introduced and
inflation rates fell to single digits. The practice of indexing minimum benefits (which is relevant for a
large number of beneficiaries) to the minimum wage continues to impose a dilemma because when
wages of lower-earning current workers are raised it implies higher pension benefits for retirees,
and aggravates the fiscal imbalance of the system.

2.27 De facto combination of social insurance and social assistance systems for the elderly
also complicates matters. RGPS offers pensions either on the basis of length of service or on the
basis of age with minimal requirements on length of service. Since the years of service of urban
workers is relatively easier to determine, most tend to collect benefits under the length of service
scheme, while most rural workers collect benefits under the old age scheme. The average benefit
paid to the length of service pensioner is also much higher than to the old age pensioner, even
though the benefit structure is not that different, implying that the poor tend to qualify as old age
pensioners while the higher income pensioners are qualifying under length of service. This
disparity poses a difficult problem for reformers in that all attempts to reduce benefits or make the
system more actuarially fair will result in decimating the old age pensioners and increasing poverty
among the elderly.8 Already many length of service pensioners, after beginning to collect length of
service pensions, can continue to contribute and are able to collect old age pensions as well.

2.28 These characteristics tend to create and foster distortionary effects on the economy. As
already mentioned, high payroll taxes loosely linked to benefits tend to raise labor costs, may
reduce Brazil's competitiveness in the world market, and encourage evasion and informal
production techniques. There is also a risk - as yet unproven - that the current RGPS scheme
may be inhibiting national saving. At the private level, because of the large expected benefits upon
retirement, workers may not save enough on their own. At the public level, debt financing of the
RGPS deficits crowds out other productive investments. Finally, as the de facto insurer of last
resort, the Brazilian government may ultimately bear responsibility for the large implicit pension
liabilities amounting to about 150% of GDP from the RGPS alone - a figure which would rise
sharply unless further corrective measures are taken.

8 If the old age system is spared reform, then there is an incentive for the current length of service contributors to opt
for benefits under the old age system, undermining the fiscal sustainability of the reforms. Separating the social
insurance system from the social assistance function might be beneficial even if both are administered by the
same agency, preventing cross-subsidy, and allowing the govemment to target poverty relief efforts at one
group with fewer disincentives for the other.

30



Brazil: Citical Social Security Issues

11.3 CONSTITUTIONAL REFORMS OF 1998 AND THEIR IMPACT

2.29 In 1998 the Brazilian Congress passed a constitutional amendment that removed the 100%
income replacement guarantee for private sector workers from to the 1988 Federal Constitution. In
addition to the amendment, Congress passed a package of reforms to the country's social security
system. Reforms to the pension regime for civil servants and to regulation of the complementary
private pension system are detailed in later chapters of this report. Among the measures passed in
1998, specific reforms to the RGPS included: (i) changes to vesting requirements from years of
service, to years of contribution; (ii) the elimination of early retirement with a partial pension (70%)
in the length of service program; (iii) restriction of special benefit regimes for higher-risk industries
(such as construction and mining), to the at-risk workers; and (iv) exclusion of university ledturers
from the special benefit regime for teachers. The 1998 reforms make no changes to the Old-age
benefit program. The results of simulating these reforms are shown in Table 11.9 and Figure 11.1.

2.30 While the package of reforms that were passed in 1998 opened the door to deeper reform of
the system, in the medium and long term they may have made things worse. Several reforms such
as changing the length of service requirement to length of contribution are beneficial, but likely to
have effects only in the future when INSS has overcome its current data limitations. Other
measures, such as reducing the number of workers in special categories who are eligible for more
lenient vesting requirements are helpful, but the number of workers to whom these special regimes
apply is small,

Table 11.9: Impact of 1998 RGPS Reforms - Fiscal Indicators
tndex Base Case 1998 Reforms
RGPS Operatonal Deficit (% of nominal GDP)

1998 1.0 1.0

2005 1.4 0.9

2010 2.2 1.6

2075 14.1 29.2

Present value current deficits (R$ billions) 1451 1305

Affordability Indexes (%)
Affordable replacement, given contributions 19 20

Affordable contribution, given replacement 53 50

Implicit pension debt (% of nominal GDP)

1998 146.5 138.5

2005 199.1 189.5

2010 228.8 224.1

2075 418.9 454.3

Source: World Bank staff projections, 1999

2.31 The chief fiscal impact of the Constitutional reforms lies in the elimination of the proportional
pension (70% of average of the worker's last three years salaries) and in the flexibility to enact a
new benefit structure by law, rather than through Constitutional process. Although the most difficult
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of the 1998 reforms-and that with the most important medium and long term implications-the
removal of the Constitutional guarantee did not on its own lower the regime's liabilities. Without a
new benefit formula, the elimination of early retirement (aposentadoria proporcional) actually
increases the government's pension liabilities. While a large number of RGPS-covered
workers prior to 1998 retired with 700/o replacement after 30 or 25 years (implying an annual
accrual rate of 2.3% and 2.8% for men and women respectively) after the 1998 reforms all covered
workers received benefits at 100% replacement (that implicitly accrue at 2.8% and 3.3% annually).
Thus, had the constitutional amendment of 1998 not been followed up with a revision of the benefit
formula (a cut in the annual rate of accrual, or lengthening of the averaging period) the package of
reforms may have worsened the projected fiscal indicators of the regime dramatically, as shown in
the table on the last page, and in the figure below,

Figure 11.1:
RGPS Financial Imbalances: Pre-Reform and Effects of Amendment 20

(2.0%) -

(40%)- i

Base Case
cL (6.0%)-

'N(8.0%) -

'5 (10.0%)-

(12.0%) -

2.32 Compared with their effects on financial imbalances, the 1998 reforms have a more positive
impact on the intergenerational inequities of the RGPS system.9 To the extent that a waiting period
is gradually introduced for current workers in the Length of Service programs by eliminating the
option of early retirement with reduced benefits, rates of return in these programs (especially for
younger workers) fall. Prior to the 1998 reforms men and women retiring with 35/30 years

9 However, our simulations assume equality between length-of-contributions and length-of-service. Therefore,
changing vesflng requirements to length-of-contributions - one of the main consfitutional reforms passed in
November 1998- will have no effect on these results.
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respectively earned 5.5% and 6.1% internal rate of return on their "investment" in formal social
security. The passage of the package of reforms in 1998 brought these retums down to 4.9% and
5.8%. However, since the package had no affect on the Old Age program, the reforms could
increase the gap between returns to the Length of Service and Old Age retirement benefits,
opening another source of labor market segmentation and providing incentives to strategically
evade contributing and to qualify for the latter benefit.

Box 11.1: The Beni Veras Reform Proposal

The main elements of the reform proposal by Senator Beni Veras in 1997 that are relevant for the RGPS system are
described below. A large component of the reform bill deals with re-structuring civil service pension schemes t6make
them more equitable and comparable with the INSS pension.

* Retirement criteria Individuals need to have at least 35 years of contnbufions if males or 30 if female and, for
new entrants, in addition to these time of contribution requirements, be at least 65 years of age (for males) or 60 if
female.

* Transition rule for people who are in the existing system: 20% increment added to the remaining vesting period
for those not yet fulfilling their vesting period in order to qualify for 100% replacement rate (RR). The time of
service required to reach 70% RR has been increased by 40%. The minimum age required to qualify (only for
transition) is 53 years for males and 48 for females.

* Special length of service pensions to be merged with the old age pensions except in special circumstances
warranting the existence of a separate scheme.

* The last ten years of an individuals eamings history prior to retirement will be used for the pensionable wage
base. These would be price adjusted.

The oiginal Beni Veras reform proposal would have led to an immediate decrease in the implicit pension debt of the
RGPS system. The system would have emerged from a current deficit position in 2002 and stayed in surplus until
2035. To keep current account balance, the average payroll tax rate over the simulation period would have had to rise
to 38% from the current 30%. These results indicate that the original package of reforms, while not adequate, were not
timid either.

Two changes to the Beni Veras proposals, raising the reference perod to 20 years - instead of 10 years - and
reforming the RGPS disability program as well would have resulted in further gains. The impidt pension debt would
rise only marginally the next decade. The financing gap would fall to less than R$500 billion over the simulation period.
The average payroll tax rate to keep the system in baiance would have risen only to about 33%. Deeper parametdc
reforms, while not eliminating the perverse disincentives created by a traditional, generous, PAYG system would have
resulted in considerable fiscal savings over the longer term.

The Beni Veras package (as pertains to RGPS) did not go beyond parametric reforms that would give a short run
boost to the pension system. However, the reforms would not have changed the long run picture substantially because
they did not address the structural inefficencies of the present regime.

Sources:, Bend Veras 1997, 1998; Bonneqee and Gill, 1998

11.4 TOWARDS A STRATEGY FOR SUSTAINABLE REFORM - OPTIONS &
CONSTRAINTS

11.4.A The Need for Further Reforms and Reform Alternatives

2.33 According to international best practice, the ratio of contributing years to benefit years in a
PAYG pension system should be between two and three. Long term fiscal sustainability in PAYG
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systems demands that the ratio between the replacement rate (benefit rate) and the contribution
rate match the rato between the contributing years and the benefit years. Thus, for example, a
system which charges 15% contribution rates could afford to offer benefits in the range of 30-45%.
Prior to reforms, under intemational norms the RGPS benefit structure, particularly for the Length
of Service pension is too high. Replacement rates of 100% simply cannot be sustained by
contribution rates of 30%. The proportional pension (70%) and the Old Age pension might be
feasible if contributing years and vesting requirements were set according to international norms.

2.34 In addition to overly generous benefits, the current scheme provides benefit eligibility at very
young ages in the length of service system and for very few years of service in the old age system.
As a result, the number of years of contribution are roughly equal to the number of years of
benefits or fewer. Translating into fiscal effects for a PAYG system, the 30% contribution rate in
the current system can only support a benefit rate of 30% or less, compared with the current rates
of 70% or 100%. The system has only survived thus far due to the youth of Brazil's population,
which allowed for far more contributors than retirees. However, this is changing fast as evidenced
by the PAYG deficit, which will only become more pronounced as further aging occurs in the
population.

2.35 What can be done to reform the system? The replacement rates can be reduced. However,
a reform which proportionally reduces the replacement rate for all beneficiaries will result in
pensions for the old age beneficiaries many of whom already get nothing more than the minimum
wage, which will leave them well below the poverty line. Providing the minimum pension will
provide an adequate floor for the old age pensioners, but at a cost of further lowering replacement
rates for length of service pensions. If the length of service pensioners are not receiving
substantially more than old age pensioners, their incentives to contribute for 35/30 years instead of
just 15 also diminishes, further exacerbating the revenue problem.

Table 11.10: Payroll Tax Rates for Pensions, 1991
(percentage[al)

LX-tn * AmeilD QECO
Argentina 27 France 16
Bolivia 12 Germany 20
Brazil 30 Japan 16
Chile 13 Luxembourg 16
Colombia 13 Netherands 15
Ecuador 9 POOtugal 35
Mexico 15 Spain 28
Paraguay 23 Sweden 20
Peru 9 Switzerland 23
Uruguay 27 United Kingdom 19
Venezuela 14 United States 12

Ireland 18
Italy 29

Source: Wodd Bank, rounded to nearest integer.
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2.36 An alternative strategy is to increase the number of contributing years relative to benefit
years while reducing or holding constant the replacement rate. For the length of service
system, establishing a minimum retirement age of 65/60 years for example will result in raising the
number of contribution years to almost 3 times the number of benefit receipt years for men, but
only to 1.5 times for women, requiring little reduction required in the replacement rate for men,
although still substantial reduction in the replacement rates for women. For the Old Age program,
this would require increasing the number of years of service. Even the 15 year requirement
already legislated is insufficient to put this program on an actuarially sound footing, and requires
recognizing the social assistance function of this type of pension to justify continuing it without
further reform.

2.37 The final policy option could be to raise the contribution rates. However, this choice is not
recommended. Contribution rates in Brazil are already much higher than the intemational average
of around 15%. Among OECD countries, the only country that imposes contribution rates as high
as Brazil's is Portugal, with a 35% contribution rate. However, Portugal is a much "older" (in
demographic terms) country than Brazil and has only arrived at those rates recently. The high
contribution rates lead to evasion, as both workers and firms try to avoid perceived irrecoverable
taxes on labor, and to higher labor costs in sectors where evasion is more difficult. Furthermore,
Brazil's regional neighbors, Argentina and Uruguay, which imposed contribution rates almost as
high, have steadily enacted policies which reduce contribution rates, particularly in export sectors.
If Brazil does not keep pace, it risks a loss of competitiveness.

=1.4.B Are Notional Defined Contribution Accounts the Answer?

2.38 A move to notional accounts was considered by the Govemment as a mechanism to
improve the RGPS system. Notional accounts (pioneered by Sweden and Italy but first
implemented in Latvia, see Box 11.2) retain the financing of a PAYG system, but change the way
benefits are calculated. Instead of an explicit ex ante benefit formula, benefits are based on
accumulated contributions together with interest payments assessed on the balances annually. A
"notional interest rate" is determined based on a formula derived by the Govemment. The
accumulated "balance" on paper is then annuitized upon retirement, also based on the formulation
specified ex ante by the government. However, since the system is still financed on a PAYG basis,
the Government still retains a liability to pay pensions now defined by the notional account
parameters. Nothing in the notional account formulation is automafically self-financing, thus
depending on the parameters in the ex ante formulation, the system can either run surpluses or
deficits. Since NDC systems still operate on a PAYG basis, fiscal sustainability will still be
determined by the ratio of benefit rates to contribution rates relative to the ratio of contributing
years to years in retirement.

2.39 What are the advantages of the notional accounts approach? The most important benefit of
going with an NDC reform is the rationale it provides for lowering benefits. The Government no
longer needs to specify ex ante that it is reducing benefit rates, but instead specifies a mechanism
for determining the pension which will result in significantly lower pensions if individuals do not
adjust their behavior. As long as the mechanism is perceived as fair, notional accounts might be
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able to provide a politically acceptable method of de facto reducing pension benefits - if workers
complain that their pensions are too low, they can be encouraged to increase the value of their
pensions by working longer and delaying retirement.

2.40 A second benefit of NDC systems is that the notional accounting ties benefits received
upon retirement tightly to contributions paid by the worker throughout his working career.
The current Brazilian system ties the benefits a worker receives only to the salary the worker
declares in his last three years before retirement. Thus, the worker has a massive incentive to
under-declare eamings during the years prior to the last three in order to minimize payments to
INSS. This results in far lower revenues to the RGPS system, which in part explains the high
deficits.

2.41 By removing this incentive to misreport, one could expect that workers will correctly declare
their earnings, leading to higher revenues in the RGPS system. The same benefit would arise if
the Govemment, instead of basing the pension on the last three years' salary, based the pension
on lifetime eamings as is common in many countries. However, to the extent that workers prefer
more money in their pockets now and worry less about retirement, this incentive might not be fully
effective in encouraging correct declaration of worker eamings. Similarly, employers who pay two-
thirds of the contribution or more and who receive no additional benefits if the worker's pension is
higher or lower during retirement still have incentives to underreport. The employee would be
prone to take the employer to court if such underreporting occurs, but employer contributions
above the salary of R$ 1255 per month do not affect the employee's pension and are not matched
by employee contributions. This portion of employer contributions would thus still provide
incentives for strategic underreporting.

2.42 What are the disadvantages of notional accounts? First, they do not guarantee fiscal
sustainability. While they may be successful in reducing replacement rates, an ex ante formula
for determining the notional interest rate will result in a stream of benefits which the Government is
obligated to provide regardless of its future financing capability. While notional accounts reduce
the benefit rate, whether they do so sufficiently to insure fiscal sustainability will depend on the
determination of the notional interest rate. A relatively high interest rate will naturally undermine
the system, while a low interest rate will lead to greater fiscal sustainability. Regardless of the ex
ante determination chosen, there are bound to be factors, both expected and unexpected, which
will result in temporary or sustained fluctuations in expenditure flows. The Swedish proponents of
notional account systems strongly favor establishing reserve funds to cover these contingencies,
particularly the large and sustained fluctuation that arises from declining fertility.

2.43 Second, the impact of notional account systems in effectively reducing replacement rates,
encouraging later retirement, and correct reporting of earnings depends crucially on the public's
perception of the arrangement. If people feel that they are getting a fair and just pension, they will
respond positively. However, if the arrangement is perceived as unfair or a bad deal for workers,
they will respond negatively undermining the system. For better or worse, the notional account
system makes it clear to workers whether the pension system is beneficial to them or is yet another
tax on their incomes, making redistribution within the system more difficult. Workers can easily
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compare their notional interest rates to market interest rates they receive on financial sector
assets. Redistribution from outside the system, financed by general govemment revenues toward
poor pensioners can still occur, but redistribution within the system is severely limited.

2.44 Finally there is a trade-off between providing a good deal for workers and what is fiscally
sustainable. The higher the notional interest rate on workers' paper balances, the better a deal the
scheme will be for workers, but the worse it will be for fiscal sustainability. Conversely, the lower
the interest rate for workers, the worse the system is for them (and transparently so), although the
fiscal results will initially appear better. However, the evasion which inevitably accompanies
workers' perception of a bad deal will soon worsen the fiscal results as well.

2.45 The Govemment considered (but later rejected) a proposal to introduce notional accounts
for all workers immediately, with workers being given initial notional capital balances to
compensate for their past contributions to INSS. The rejection was based on the fear of lawsuits
over the appropriate calculation of the initial notional capital. Instead, the current proposal looks at
lengthening the years of service on which the pension is based (the reference period) from an
initial jump to 5 years from the current 3 years in 1999 and a subsequent addition of one year
annually until the full length of service is covered.

2.46 By pursuing this option, INSS could gain the advantage of basing the pension on full career
history without an explicit move to notional accounts. New entrants (those who have no past
contributions for which no compensation must be provided) could go directly into a notional
account system without Government having to risk legal jeopardy. The Government proposed to
set a notional interest rate fixed at 3% in real terms, independent of changes in other economic
parameters. The 3% was chosen to match the interest rate on FGTS deposits, currently fixed also
at 3% real. However, since real interest rates on passbook savings are currently fixed by law at
6%, a mandated NDC system at the proposed rate of 3% could be considered a form of financial
repression.

2.47 Purely on the basis of lengthening the reference period used for calculating the pension, the
RGPS' fiscal deficit improves temporarily from what it would have been in the no reform scenario,
but ends up about the same as it was before the 1998 constitutional reforms. Table 11.11 and
Figure 11.2 show the impact of an annual increase in the reference period on current deficits, as
well as the introduction of notional accounts.

2.48 The initial improvement relative to the base case occurs due to the constitutional
amendment which increased revenue by requiring greater years of service before collecting
benefits. By 2010 the impact of the increased reference wage begins to have an effect, reducing
the rate of replacement and thus overall expenditures. The pension benefits in 2010 under the
constitutional amendment would be 117% of the average economy wide covered wage for the
length of service pension, but only 105% if the salary base is lengthened. However, as the last
column shows, by 2075, the lengthening of the reference period is unable to reverse the negative
fiscal impact of the constitutional reform, discussed earlier.
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Table 11.11: RGPS Operational Deficits, Base Case and Reform Scenarios
(as % of Nominal GDP)

loatonCase 1997 1998 1999 2000 2005 2010 2020 2030 2050 2075

Base Case 1.14 1.15 1.41 1.50 1.78 2.05 5.76 10.43 13.77 11.56

Scenario 1: 1998 1.14 1.16 1.28 1.33 1.40 1.96 6.66 12.10 15.98 13.43
Reforms
Scenario II: Lengthen 1.14 1.16 1.29 1.34 1.40 1.70 5.29 9.95 14.07 11.97
Reference Penod
Scenario IlIl: Notional 1.14 1.16 1.28 1.34 1.40 1.70 5.29 9.27 11.10 5.20
Accounts System

Source: Wold Bank PROSTsimulations, 1999

2.49 Introducing the notional accounts system for new entrants further reduces expenditure. New
entrants would receive a rate of interest which is 3% above the rate of inflation paid by the social
security system, and upon retirement their account "balance" would be divided by the relevant life
expectancy to determine the initial pension. This pension would then be indexed for inflation. By
the end of the period, the combined deficit is reduced to 5.2% of GDP.

2.50 However, there is a cost to this reduction. Male replacement rates fall to about 50% of the
economy wide wage under the notional accounts reform (for the length of service pensioner),
compared with a replacement rate of 97% under the scenario where only the reference salary is
lengthened, and 135% under the 1998 reforms. Replacement rates for the male old age pensioner
fall further to 34% under notional accounts as compared with 77% under the lengthening of the
salary base and 72% previously. Women who have fewer mandatory years of service and retire
earlier, receive sharply reduced pensions in the old age system, only 19% of average covered
wage under notional accounts. People could choose to voluntarily delay retirement to improve
their pensions; however (and more likely), they could choose to evade the system entirely. The
logic of contributing 30% a year to take home pensions worth little more than their contributions is
difficult to accept. If workers choose to participate in the NDC system and delay retirement, the
fiscal impact will be improved further. However, if they chose to evade - a more likely choice given
the predominant sector choices in Brazil - the fiscal impact would be decidedly negative.

2.51 Furthermore, there will be steep drop in the replacement rates from the level projected in
scenario 11 to the that projected in the NDC scenario, depending on whether the individual enters
the workforce in 1999 or 2000. This halving of the replacement rate from one year to the next will
inevitably be perceived as unfair and will serve to further undermine the system. A more gradual
implementation of the reform would be strongly recommended.

2.52 In addition, despite the sharp drop in replacement rates with the introduction of the NDC
accounts, the system still runs deficits throughout the simulation period. These deficits decline only
after 2030 when workers with notional accounts begin to retire. With deficits projected throughout
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the simulation horizon, there is no fiscal margin/leeway to allow the necessary reserve fund to be
established or maintained.

2.53 From the perspective of redistribution, men retiring under the old age system will be
receiving only 34% of the covered wage (which is currently almost the same as minimum wage),
while women will be receiving only 19% of the covered wage, about 60% of the current minimum
wage. Readers should recall that these are average values, so there will also be men receiving
pensions well below the minimum wage. The Government would then face a dilemma. Either the
Govemment could choose to top up these individuals to the minimum wage level as is currently the
case or allow a substantial number of pensioners to fall below the poverty line. Topping up these
individuals' benefits to the minimum wage would have significant costs since 65% of RGPS
pensioners receive benefits under the old age scheme, with 62% of those being women. The costs
of the top-up would need to be added to the yearly operational deficits for notional accounts quoted
above in order to provide a fair comparison, holding old age poverty levels constant. This would
still imply cost reductions when moving to notional accounts, but the cost reductions would be
considerably limited.

Figure 11.2
RGPS Financial Imbalances-Simulated Effects of Notional Accounts
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2.54 The results above also do not take into account behavioral changes. While proponents of
notional accounts often argue that people will delay retirement in order to improve their pensions,
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this change in behavior is not incorporated in our simulations.10 The simulations also include no
improvement in underreporting of wages. However, the extent of evasion in Brazil is reportedly
large under the current RGPS system which offers internal rates of return to covered workers
ranging from 5.5% to 19.4%, as shown in Table 11.8. It may be argued that lowering the rates of
return to 3% is unlikely to eliminate evasion or improve compliance or convince people to
contribute for longer periods of their working lives.

Box 11.2: Four Countries, Four Notional DC Systems

In the last five years, four countries adopted the notional defined contrbution approach in reforming their public
pension systems: Italy (1995), Latvia (1996), Sweden (1998) and Poland (1998). Latvia, Sweden and Poland are
combining the public NOC system with a second pillar of pnrvately managed accounts.

Why wtee NDC systems adoped?

All four countries needed to cut benefits in their old defined benefit system, as their systems were unsustainable. In
particular, the old systems had the following characteristics:
* 20 years or less of contibutions were required for a full pension and pensions were based on the last years'

earnings, which discouraged labor force participation and contribution to the system in the early years. In
Sweden, this structure was viewed as unfair to blue collar workers, who do not have less steep age-eamings
profiles as compared with higher-paid white collar workers;

* Except for Sweden, retirement ages were low, and numerous special prvileges for selected occupations
proliferated. These prvileges lowered the average effective retirement age even further, which was too costly

Proposals to reform the system but maintain the DB character had been discussed for several years in all counties,
but these were not proving politically acceptable. In Poland, Sweden, and Italy, this reform process was especially
grueling, so there was a strong desire to adopt a reform that would stabilize the system for the medium term. The
automatic stabilizers of NDC systems - benefits are linked to life expectancy and to the growth of the real economy
through the choice of notional indexor - were particularly appealing to these countries, as they offered built-in
adjustments to the demographic and economic risks of a PAYG system, as wel as a chance to increase
intergenerational fairness in the face of unexpected changesJin ife expectancy. The NDC system also seems to offer
a more comfortable transiton to funded schemes. As contrbutions are allocated to the funded scheme, benefits in the
unfunded scheme automatically decline. Finally, in Sweden, Poland and Latvia, the desire to move away from some of
the hidden and not-so-hidden redistribution of the previous system to one where benefits are based contributions
seemed fair in a post-Soviet world. In other words, the framing of the issue by the reformers worked, politically. In
Italy, the NDC language provided an opening to harmonize the multiple schemes, enhancing labor mobility.

What are the key features?

All countries' systems have the same basic structure: benefits depend on the amount of capital in the account, divided
by life expectancy. The application of this formula are quite different from country to country. Three key design issues
are: (a) the notional interest rate, (b) the indexation of benefits in payment, and (c) the transition rules- how is the
notional account filled for workers already in the existing public system, with DB rights.

How is te Notional Interest Rate Fixed?
In Latvia and Poland, capital in the account is indexed to the growth of the cored wage bill. The goal was to have
liabilibes grow with payroll tax revenues, and thus provide a very stable system in the face of long run demographic or
economic shocks (e.g., changes in the size and rate of growth of the labor force due to changes in fertility or labor
force participation). This approach in effect assumes that payroll tax rates will remain earmarked for public pensions.

10 PROST does not endogenously apply improvements in compliance. Any such inclusion would be made as an
exogenous assumption.
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In italy, capital in the account is indexed to the growth of GDP(five yearmoving average), The goal was to have
liabilites growth at the rate of economywide productivity growth and the overal tax base, and thus stabiize liabiities
as a share of GDP Since the size of the labor force is expected to dedine, this may mean that other revenues would
be needed to supplement the payrl tax to pay expected benefits.

In Sweden, capital in the account is indexed to the growth of average covered wages. This index was chosen to
provide continuity with old system, to link benefits to growth in labor productivity and to roughly link labilities to
revenues.

How are Benerit Payments Indexed?

In Poland, benefits in payment are priceindexed (old and new system, beginning 1999) with a provision for special
indexation if economic conditions pernit. This was one of the moor changes in system, and is designed to
substantially reduce the expected pension debt. In Latvia, benefits are price indexed until 2000 (old and new system),
and wage and prie indexed after 2000. The exact share of wage indexation is yet to be decided, and is left vague in
the law.

In Sweden and Italy, the formula is quite complicated. In Sweden, benefits are wage indexed. The actual benefit is in
effect 'pre-indexed', based on projected wage growth of 2%G real growth (to smooth out real benefits over the pst
retirement life), and then only adusted nominally for prce changes. If real wages do not grow at 2%, the price
adjustment is reduced accordingly. In Italy the 'pr&ndex" is GDP growth, and the projeted growth is a more modest
1.5%.

What are the Rules of Transition?

In Sweden and Poland, accurate records of wages and contributions exist, so previous contributions are simply
translated into notional accounts, However, these contributions eamred different benefits under the old system. To
account for these acquired rights, Sweden decided that (a) those bom before 1938 are not covered under the new
system; and (b) that those bom in 1938 have 20% of their pension calculated according to the new rules and 60%
calculated according to the old rules. The proportions change successively with increments of 5% in the new system.
Persons bom after 1953 are entirely in the new system, In Poland, those over 50 years are excluded from the reform,
For those under 50, inital capital is entered into their accounts according to their acquired rights. However, in order to
lower future obligations, this capital receives only partial norinal indexation dunng a transition period.

In Lalia, eveiyone who had not taken a pension prior to 1996 is included in the system. Calculating individual capital
was problemaltc. Individual records of years of service and wages existed but the hyperinflation of 1991-92 made
these old ruble salary records difficuit to use. Any method to set a value on these would have been arbitrary. One of
the key goals of the pension reform was to improve incentives to contribute, in order to reduce the deficit of
expenditures over contributions. One way to encourage contributions while honoring past work histories was t set a
value for initial capital by using service year records and current earnings levels, It was decided to base initial pension
capital (and thus in a large measure future pensions) on contributions in the years immediately following the reform.
This was in effect placing a very high social value on contiibuions in the first years of the system, For those who had
acquired rights to early retirement their capital was increased proportionate to their service.

In Itly, ordy those with work histories less than 18 years are affected, alhough those with more years can voluntarily
enter the system. For those already in the laborforce, only the contbutions after 19 will be calulated according to
the NDC rules.

Sources Latvia. Fox and Palmer, 1999; Sweden: Palmer, 1999: Italy: Tumbarefo, 1999; Poland: Gor and Rutkowsi,
1998. Box contrbuted by Louise Fox.
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11.4.C Alternative Proposals - Deeper Parametric Reforms or Transition to a Multi-Pillar?

2.55 Why is the notional account system as was envisaged in past reform proposals insufficient
to bring about fiscal sustainability in the RGPS? The notional account option aKtempts to return the
system to fiscal equilibrium by adjusting a single parameter of the PAYG structure alone: the rate
of income replacement. Given the large initial imbalances in the system, adjustment through
changes in only one parameter naturally requires a massive adjustment in this parameter. This
adjustment would have significant implications both for the political viability of the system
proposed, as well as on old age poverty. Even so, the notional account system described here is
insufficient to bring the system to equilibrium: the equilibrium benefit rate is closer to 30% requiring
a notional interest rate below 2%, rather than what the notional account system promises to pay.
Such low transparent rates would be politically difficult to sell and would have affect old age
poverty adversely in Brazil unless it is countered by large subsidies from general government
revenue.

2.56 An altemative would be to distribute the burden of adjustment between two or more
parameters. Three parameters are available to adjust PAYG systems: the rate of replacement, the
contribution rate, and the retirement age. As discussed earlier, contribution rates are already high
in Brazil and raising them is not recommended. Setting a retirement age will involve another
Constitutional amendment, but will have a powerful impact on reducing expenditures. Adjusting
this parameter has the added advantage of not adversely affecting poverty among the elderly.
There are few poverty repercussions from not allowing individuals below the age of 50 years to
collect pensions. Most of these individuals are in good health and are in fact working while
collecting a pension. If the retirement age could be set at 65 years over time at least for men (but
ideally for both men and women), the time in retirement would be a little more than one-third the
time spent contributing in active employment, making much smaller cuts in the replacement rate
possible. There could also be cuts in contribution rates, which could help in increasing
competitiveness. Financial space would also be provided for the option of introducing a mandatory
funded pillar.

2.57 The benefits of introducing a funded pillar are many but, in this context, funded systems pay
a rate of return equal to market interest rates. PAYG systems (notional or otherwise) can only
fiscally pay a rate of return equal to the growth of real wages in the long run, which is usually at
least two percentage points below market interest rates, based on international experience. Thus,
the same contribution will go farther toward providing adequate benefits in a funded system rather
than in a PAYG/NDC system. That allows room for reducing contributions or reducing public
benefits while maintaining overall benefits or even providing better benefits at lower fiscal costs.

2.58 In the Old Age system, length of contributions and other vesting requirements would have to
be increased or the system could be transformed into an explicit social assistance program. Some
analysis will need to be undertaken to determine whether forcing individuals to contribute for a
greater period of time would increase poverty substantially during their working years. Lower
contribution rates could be considered for low income workers, but in this case workers would need
to be segregated into categories to prevent high income workers from benefiting from lower
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contribution rates or as occurs now from collecting both types of pensions. In either case, whether
the ultimate decision is toward a revamped PAYG, notional or otherwise, or toward a multi-pillar
with a funded component, raising the retirement age will avoid drastic painful cuts in the benefit
rates, cuts so drastic that they essentially undermine the rationale for a public pension system.

Box 11.3: The Multi-pillar Pensions Model in Latin America:
Diversifying Risk to Income Security in Old Age

The Latin American Region is the recognized leader in designing and implementing innovative responses to meet the
worid-wide crisis in publicly provided social security. To date Chie, Argentina, Uruguay, Colombia, Peru, Bolivia,
Mexico and El Salvador have introduced a system of government regulated, privately managed and invested,
individually capitalized retirement accounts. Together with government minimum pension guarantees, and voluntary
arrangements between private employers and their employees, demographic, longevity and financial risk that once
was bom solely by the state, is diversified between society, employers and individual workers in a multi-piMar
structure, The diversification of risk in these multi-pillar systerns, although not yet optimal, is considered a dramatic
improvement over that which prevailed under the single-pillar, tax financed systems.
The multi-pillar model in Latin America, can be illustrated by the reformed systems in Argentina and Uruguay.
Although there is considerable room for improvement and scope for a second round of structural reforms in each
country (specifically in paring down reforrned PAYG schemes, and strengthening the private savings component), both
have accepted the concept of mui-pillar risk diversification and have structured their reformed systems accordingly.
Argentina and Uruguay have decided to retain a substantial, tax-financed first pillar with a specific objective of intra-
and inter-generational social risk sharing and income redistribution; have established a second pillar of individual
retiremrent accounts with tax incentives and prvate investment; and are formalizing the regulatory framework for a
third pillar of voluntary pension plans between employers and their employees.
In both countres, structural reform of the bankrupt national PAYG systems, and the establishment of the funded
second pillar was welcomed both by workers and investors (domestic and international alike). In Argentina where
workers were given a one-off choice to affiliate with the private AFJP system, 95% of new entrants to the labor force in
each year since the inception of the new system decided to opt for an individual retirement account (over the reformed
PAYG pillar). In Uruguay where younger workers were obligated to affiliate with a private AFAP while workers over 45
were left to choose between the old regime and the new private pillar, the majority chose to save towards retirment in
an individual account. In the case of both countres, the move away from unfunded govemment liabilities and
toward greater rdiance on individual savings to fund retirement, was applauded by investors as a sign of sound,
forward thinking economic policy.
Although the popularity of privately managed retirement accounts significantly increased the fiscal costs of reform in
both countries, neither allowed transitions costs to become an insurmountable barrier to critical structural
adjustments to social security. -Both countries have demonstrated that the costs of transition to a mult-pillar,
although formidable, can be managed by setting appropriate retirement ages and strictly enforcing vesting
requirements under downsized first pillars, establishing cut off ages for worker eligibility in the second pillar (or, in the
extreme, restricting participation to only new entrants), and shifting responsibility for the bulk of retirement income to
well regulated private programs, mandated and voluntary.

2.59 Should Brazil consider diversifying the risk to income security in old age, with a shift to a
multi-pillar pension system? Simulations of a multi-pillar reform scenario indicate that this option
should not be overlooked."1 Once a minimum retirement age is passed (which will be critical to

1 Parameters of the Multi Pillar reform simulation: The de facto retirement age for Length of Service is 53/48
years (men/women) since the Constitutional amendment 1998 eliminated proportional pensions. Starting in 2001, we
model a six month increase in the retirement age until the ages of 60/55 years is reached in 2014. After that the pace
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avoid a default on pension liabilities), most of the advantages of choosing a notional accounts
system over multi pillar structure disappear (see Figure 11.3). At the end of the simulation horizon
the deficits of the multi pillar amount to only 0.4% of GDP, compared with 4.5% of GDP if notional
accounts are chosen. In the medium term, both schemes result in lower deficits than those that
would obtain should the government go no farther than the 1998 package of reforms. While it is
true that in the in medium term the notional account scheme does offer lower deficit, the difference
between these and the deficits generated by the costs of transition to a multi pillar are only
marginal. The extra marginal costs of embarking on a structural reform could be financed by
lending from international institutions ready to support solutions that prove to be sound in the
longer-term.

2.60 It should be noted that the parameters of the multi-pillar simulation are not absolute: there
are tradeoffs. First, there is the tradeoff between raising the retirement age and lowering pensions.
What is modeled here is only one of many options, for example, keeping the retirement age at
60/55 years for men/women and reducing pensions further is an option that would mean smaller
deficits in the first few years after the reform. Second, within multi pillar systems, when the
defined-contribution, second pillar begins to collect contributions, who is allowed to switch
(generally workers up to a fixed age), how much of their contribution is switched (i.e., how much of
the current 30% goes to an individual account) are all parameters that can be adjusted to find an
optimal, least-cost multi-pillar reform strategy.

2.61 It should be noted that a reduction in pensions would hurt Length of Service pensioners. In
the base case, prior to Constitutional amendment of 1998, average replacement for men was 87%
and 53% for women. Under the multi-pillar scenario, men would receive 73% compared with 76%
replacement under notional accounts. Women would receive 47% from a multi-pillar system,
compared with 34% under notional accounts. Old Age pensions are sharply reduced under both
scenarios. However, in the case of multi-pillar reform the deficits fall sufficiently to allow fiscal
leeway for the Old Age program to be financed as social assistance. This option would not exist
under a notional accounts scenario.

2.62 It is also worth noting that even though under the multi-pillar option there is still an
operational deficit, within five years the fund reserves in the funded scheme (second pillar) are
more than sufficient to cover that deficit. While it would wrong for the government to require the
private fund administrators to finance the deficit, even if they were to invest one-third of their
portfolio in government bonds until 2010 - not an unreasonable ratio given precedents in Latin
America - the deficit would be fully covered and the portion of investment in public paper required
to cover the deficit would fall over time.

slows to three months per year until 65/60 in 2035. The simulations include the lengthening of the salary base for
calculabng pensions, as foreseen in notional accounts proposal and our NDC simulation. Notional accounts, as
before, apply only to new entrants and have a real interest rate of 3%. The multi-pillar begins in 2005, with the 10%
workers' contributon going to a defined-contribution, individual account system on a voluntary basis for those older
than 40. We assume that the youngest cohort switches at 100% (i.e., all switch to the DC system), while the oldest
cohort, age 40 doesn't switch at all. Non-switchers get only 1% accrual for all years after the reform, and receive full
recognition of rights acquired in years prior to the reform.
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Figure 11.3
RGPS Financial Imbalances-Simulated Effects of Multi-pillar Option
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11.5 THE LIKELY IMPACT OF THE NEW RGPS BENEFIT FORMULA

2.63 As part of the Government's second phase of social security reforms to build on the
momentum of the 1998 Constitutional Amendment, Ordinary Law No. 9876/99 introducing a new
formula for the calculation of pension benefits in the RGPS, was approved on November 26, 1999.
The new formula incrementally extends the reference wage to eventually include a worker's entire
working life, and establishes an endogenous accrual rate determined by years of contribution and
life expectancy at retirement.

2.64 The new law proposes that the Length of Service pension be based on the entire work
history but, to protect workers with highly variable earnings (such as women), the average pension
will be based on the 80% highest annual wages over the working life. Pensions are now defined
as Sb = M x f, where Sb is the pension level, M is the average of the 80% highest contribution
wages indexed by past inflation, and f is an actuarial coefficient, or "fator previdenciario". The first
part of the actuarial coefficient formula balances the contribution period of each insured worker with
the average time the benefit is received (life expectancy at retirement, by age). The second part of
the actuarial coefficient is a "bonus" given to insured workers who postpone retirement. Therefore,
the new formula introduces parameters that encourage workers to keep working even after
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meeting all the legal qualifications for retirement. In the final version of the project approved, a
transition rule was included that applies the actuarial coefficient gradually over five years.

2.65 Under specific assumptions the new benefit formula delivers significant fiscal savings. The
formula has a number of attractive features: Beneficiaries get what they pay for, at least
theoretically. The new formula ties benefits to contributions - workers who retire earlier will
receive a lower pension that those that stay in the labor force. Pensions will be based on a large
part of work/contribution history. Since the final RGPS pension will be calculated on 80% of a
worker's best salaries, the new formula penalizes strategic underreporting of wages. The formula
delivers better actuarial balance. The internal rates of return estimates show that the new
formula takes steps toward correcting current actuarial imbalances in the RGPS. There is partial
protection against demographic risk. A portion of the new formula endogenously adjusts
pensions by a retiree's life expectancy at the time of retirement. This will partially protect the RGPS
from demographic changes that typically aggravate imbalances in rigid PAYG systems around the
world.

2.66 While the new formula has significant advantages, it also suffers from important
weaknesses. The formula is complicated and difficult to understand. This is true of the
formulas applied in most PAYG systems. However, the new formula in the RGPS with it's actuarial
coefficient adds further complications that make understanding difficult for even pensions
specialists, to say nothing of workers and employers. This lack of transparency can only add to
incentives to question the reform and to evade. The new calculation implicitly increases the
burden of payroll taxes on employers and may encourage evasion or strategic manipulation
of RGPS benefits. While forcing workers and employers to pay the real cost of RGPS pensions is
a positive step from a fiscal perspective, the new formula implicitly increases the tax on labor.
Given currently high levels of informality in Brazil, the new formula may encourage greater evasion.
The new parameters may also encourage workers to illegally opt for more easily attainable RGPS
benefits, like the Old Age pension or the benefit for disability.

2.67 Concern has been raised as to the possible negative impact of recent reforms in the RGPS
on the incomes of poor (mostly rural or female-headed) households that are dependent on benefit
payments from the RGPS as an important source of income. It should be noted that the reforms to
the RGPS passed in 1998 and measures passed by Congress in 1999, mainly target the
parameters of the Length of Service pension benefit - largely corresponding to urban, male, formal
sector workers. The eligibility and benefit parameters of the Old Age program and special eligibility
conditions for rural workers, were not effected by the constitutional amendment. However, the new
formula can apply to both Old Age as well as Length of Service pensions.

2.68 Workers who qualify for an Old Age pension can choose not to have the new formula
applied if they think they would fare better under the old rules. Workers qualifying for Length of
Service do not have the same choice. Further, there is an "lower bound" set at the minimum wage
past which the new formula will not be applied to calculate retirement benefits. Since the majority
of Old Age pension recipients eam (or earned) the minimum wage, the parameters of their
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pensions will not be changed. The majority of beneficiaries of the Old Age program are women,
while the poor benefit the most from special concessions in the regime to rural workers.

2.69 Making use of the space created by the Constitutional amendment from the previous year,
the Government introduced a new benefit formula in September 1999. The fiscal effects of the
reform are difficult to estimate, because they depend on (a) the effectiveness of the formula in
inducing workers to retire later, since there is still no minimum age at which length of service
pensions commence (the 'fator previdenciario" in the formula increases replacement ratios the
longer a worker contributes to the system); (b) the ability of the government to counteract the
increased incentives to evade as the generosity of the benefits decline; and (c) the effectiveness of
govemment efforts to prevent participants from illegally switching to other retirement programs,
especially the Old Age and the Disability pensions, since these programs now become relatively
generous compared with Length of Service pensions. To take account of the uncertainty on the
degree to which the formula is successful in inducing workers to retire later, fiscal benefits under
three alternative behavioral scenarios are estimated:

v Fator Scenario 1: No change in retirement patterns, so that earliest retirement age is 48
years for women and 53 years for men, as currently observed under the RGPS

Fator Scenario 2: Moderate change in retirement patterns, which assumes that women
who would have retired between 48 and 53 years and men between 53 and 58 years under the
old formula, now respond to the incentives to retire later and delay retirement until 53 and 58
years respectively.

/ Fator Scenario 3: Drastic change in retirement patterns - the most optimistic scenario -
which assumes that women who would have retired between 48 and 60 years, and men
between 53 and 65 years under the old formula, now respond to the incentives to retire later
and delay their retirement until 60 and 65 years respectively.

These simulations assume that the government will take reform and enforcement measures to
prevent illegal switching to the Old Age and Disability Pension programs. The new formula
drastically cuts replacement rates in the length of service scheme (30/35 years contribution period
requirement) and leaves the Old Age scheme (15 years contribution requirement) untouched,
therefore the incentives to contribute only for 15 years and take only slightly lower old age benefit
are strong. To obtain an idea of how important this phenomenon could be, a fourth simulation is
included:

X Fator Scenario 4: No change in retirement patterns and 20% switch from Length of
Service to Old Age retirement scheme. This simulation assumes that 20% of 48/53-60/65
length of service retirees take this incentive, initiating a 10% drop in male and a 4% drop in
female contributors. This leads to a 10% drop in INSS revenues (this negative effect on
revenues would have been even larger if collection rates in Brazil were higher), but the drop in
expenditure resulting from this switch is only 4%. Although an increase in reported cases of
disability is likely to increase, we assume no change in the take up rate of disability benefits.

2.70 This last simulation (Fator Scenario 4) is the most conservative scenario for measuring the
likely impact of the new formula (although the scenario assumes that there would be no rise in the
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number of disability benefits)12. Accordingly, Figure 11.4 plots RGPS fiscal deficits as a share of
GDP under the base case, the 1998 Amendment eliminating early retirement with a reduced
pension, and the new benefit formula (assuming no change in retirement behavior and the inter-
program switching described above). Under the assumptions made, these simulations show
sizeable fiscal savings from the new benefit formula in the short, medium and long-term. The most
optimistic of our scenarios, shows the reformed RGPS in fiscal balance by 2003, and in surplus of
almost 1% of GDP by 2010, before the regime returns to deficit again by 2020. To repeat, the
strong incentives to switch make scenario 1 (where there is no change in current retirement
behavior) and scenario 4 (where we simulate a switch to Old Age benefits), the most conservative.

Figure 11.4
RGPS Financial Imbalances-Simulated Effects of New Benefit Formula Under Alternative Scenarios
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2.71 The fiscal savings in the new benefit system come primarily from two sources: (i) reduction
of the average replacement rate from about 100% of reference salaries to about 70%-75% of
current levels through the introduction of the new benefit formula, and (ii) lengthening of the
reference period gradually to (almost) the full working life.

2.72 While the new benefit formula delivers significant fiscal gains in the long-term, these gains
will depend on a drop in Brazil's formidable rates of evasion. Given the high levels of evasion that

12 Disability benefits are typically subject to abuse in publicly administered social security systems. Until now, disability
benefits were only a small share of benefits paid by the RGPS, however, this probably reflected the generosity
of Brazil's unique 100% replacement rates. Since income replacement has been cut sharply by reforms, the
attraction of disability benefits and the incentives for abuse are likely to grow.
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were observed when RGPS pensions replaced 100% of participating workers' average salary in
the last 3 years, it is not clear why workers and employers would now comply with the new, more
stringent contribution requirements, given the lower benefits promised by the formula. If
implemented rigorously and if accompanied by a tightening of the other RGPS programs-Old Age
and Disability-the reforms promise significant fiscal and labor market efficiency benefits.
However, the elimination of reduced pensions with the 1998 Amendment and the changes in the
benefit formula should ideally be followed up with the establishment of a minimum retirement age,
a critical piece of the 1998 amendment that failed to pass in Congress.

11.6 SOCIAL SECURITY OR ASSISTANCE FOR BRAZIL'S RURAL POOR

2.73 There has been a substantial increase in the coverage of social security in Brazil in the last
decade. The 1988 Federal Constitution established the universal right to social security and
instituted special eligibility conditions for rural workers under the Regime Geral da Previd6ncia
Social (RGPS), Brazil's public pension system for workers in the private sector.13 However, these
new conditions - which increased both the accessibility and generosity of RGPS benefits - were
not effectively extended to rural areas until implementing legislation was passed by Congress in
1991.14 Social security benefits paid to rural households as income support for workers in old age,
for the surviving spouses and children of deceased workers, and for the temporarily injured and
permanently disabled, have grown steadily in number and size ever since.

11.6.A The Importance of Rural Pensions

2.74 Recent analysis based on the 1996-1997 Pesquisa Sobre Padr6es de Vida (PPV) survey,
found that the proportion of rural households receiving pensions from public institutions averages
30% in Brazil's poorer Northeast, and 24% in the Southeast. In 1999 the National Social Security
Institute (INSS)-an arm of the Ministry of Social Security and Social Assistance (MPAS)-paid
R$10.8 billion in benefits to 6.3 million rural beneficiaries - three times as many benefits paid prior
to the implementation of the new eligibility rules in 1991.15 Benefits to rural households made up
over 18% of total RGPS benefits paid by INSS in 1999.

2.75 This section will focus on the impact of social security on rural poverty. First, it reviews the
structure of RGPS benefits and the special eligibility parameters available to rural workers, as well
as provides a breakdown of benefits paid in 1999. The role of social security in reducing rural

13 Brazil has a long history of govemment organized social security. The current system has its roots in legislaton first
passed in 1923, and has since taken on various institutional forms. Social security for rural workers was first
formalized in 1955 with the creaton of the Servihco Social Rural, made effective in 1963 with the creation of the Fundo
de Assistenda e Previdencia do Trabalhador Rural (FUNRURAL), complemented in 1971 with the Programa de
Assistencia ao Trabalihador Rural (Pro-Rural), and unified with the first national system (Sistema Nacional de
Previdencia e Assistencia Social - SINPAS) in 1977. For a complete legislaf6ve and institutional history of Brazil's
social security system, and the evolution of special benefits for rural workers, see Beltrao et. al. (1999).

14 The 1988 Consttution (i) granted equal eligibility rights to households headed by men and women; (ii) lowered the
age at which rural workers could receive benefits; and (iii) raised the minimum RGPS benefit to 100% of the legal
minimum wage from 50% prior to 1988. The new parameters for rural workers came into full effect at the start of 1992.

'5 Beltrao et al (1999) find that the 1988 Constitution had huge impact on benefit take up. In 1996 three times as many
women, and 2.5 times as many men received pension benefits as did in 1988.
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poverty is investigated, and it appears that while public pensions are an increasing share of total
household income in rural areas and have contributed to a lower incidence of rural poverty, there is

Figure 11.5: Distribution of RGPS Benefits to Rural Households, 1999
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no evidence that the positive impact of social security can be attributed to the successful
implementation of contributory social insurance, or simply to the expansion and increased
generosity of non-contributory social assistance transfers. So while rural pensions play a valuable
role and should be protected, an argument can be made-on purely economic grounds-that for
the sake of fiscal transparency and efficiency the program should be restructured as social
assistance and financed out of general revenues, instead of being maintained as social insurance
financed with payroll contributions from workers and employers. Nevertheless, there can be
political economy arguments for keeping Old Age Pensions as a component of contributory social
security, as argued in Volume I. We close this section by explaining the implications of recent
reforms to the RGPS on the pension benefits received by rural households.

2.76 To avoid the complex maze of benefits and eligibility requirements in the Brazilian social
security system as they pertain to workers in rural areas, a simplifying generalization can be made:
Of the two contributory retirement benefits paid by the RGPS-the Length of Service pension and
the Old Age pension-recipients of the Old Age benefit are typically rural households, often
headed by elderly male agricultural workers or by widowed women. The typical recipients of length
of service pensions, on the other hand, are the once formally employed, urban workers. In 1999
over 70% of RGPS Old Age pensions were paid to rural workers, while 99% of Length of Service
pensions were paid to urban workers

2.77 The special contribution and benefit parameters for rural workers introduced in the 1988
Constitufion and implemented in 1991, make the old age pension more attractive and more likely to
be taken up by farmers, the self employed, and workers in small rural enterprises. Rural workers
are allowed to receive an old age pension five years earlier than private sector workers in urban
areas - at age 60 for men and 55 for women. For those retiring prior to 1991, only 5 years of
contributions were needed to qualify for old age pensions. Recent legislation has increased the
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minimum vesting period so that it reaches 15 years by 2011. Figure 11.5 shows how the total
amount paid by RGPS to rural households was distributed between the various social security
benefit programs in 1999.

2.78 The Old Age retirement benefit is paid as 70% of a worker's average earning in the last
three years (36 months) before retirement, plus an accrual of 1% of average earnings for every
year the worker actually contributed to the system. As it is difficult for MPAS/INSS to verify the
earnings and contribution histories of workers in rural areas, and since many rural workers earn
incomes below the legal minimum wage, rural recipients of Old Age pensions on average receive a
"top up" from RGPS - either a default, 100% replacement of their last declared wage, or the legal
minimum benefit in the RGPS (equal to the minimum wage), whichever amount is higher. As is
shown in the frequency distributon of RGPS benefits in Figure 11.6, most rural beneficiaries receive
the minimum pension -equal to the minimum wage since the 1988 Constitution.

Figure 11.6: Frequency Distribution of RGPS Benefits by Amount
in No. of Minimum Benefits, 1999

100 -

90 A- all-RGPS Distributon

80 - u Urban Distribution

-0-Rural Distribution
70 -

60-

02 3
e! 40-

U-

30-

20-

10

<1 1 l and 2 and 3 and 4and 5and 6and 7and 8and 9and lOand
2 3 4 5 6 7 8 9 10 20

No. of Minimum Benefits

2.79 In addition to contributory pensions (length of service and old age), the RGPS pays a non-
contributory social assistance benefit for old age and disability to poor workers without a
documented work/contribution history (to avoid confusion this benefit will be referred to as the
"social assistance pension"). Workers can receive the social assistance pension upon reaching 70
years of age, or if they become disabled. Almost 20% of social assistance pensions for retirement
and disability are paid to rural households. While the amount of the social assistance pension and
that of the average old age pension received by rural beneficiaries is almost identical (see Figure
11.7), the average old age pension paid to urban beneficiaries is 65% greater than the average
social assistance pension.
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Figure 11.7: Average Benefit Amount, Rural and Urban, by Benefit Category, 1999
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11.6.B The Impact of Rural Pensions on Poverty and Welfare

2.80 Does the Brazilian social security system help or hurt the rural poor? This is a particularly
important question for researchers to address, especially in evaluating the impact of the large
expansion in coverage to rural areas since the 1988 Constitution, and in charting the present
course of reforms to the social security system. This section will employ two different approaches
to answer the question above: (i) analysis of the benefit structure of the contributory old age
pension; and (ii) review of empirical findings from studies using household level data.

2.81 Most social security systems in developing countries that operate on a pay-as-you-go
(PAYG) basis - where the contributions of current workers pay the pensions of current
beneficiaries-can be regressive (intentionally and unintentionally) in a number of ways (World
Bank, 1994).

*> first, PAYG pensions are typically financed with a flat tax on covered wages up to a maximum
taxable income, with no exemptions for workers earning lower wages;
second, pension benefits are based on eamings rather than on need, and are often calculated
to favor better educated workers with rising age-eamings profiles;

*> third, contributions from poorer workers with higher average mortality often subsidize the
pensions of longer-lived, higher income workers;
fourth, and related the above, poorer workers tend to begin working and contributing earlier
than those who are better off - often the poor contribute longer during their active lives, for a
shorter stream of benefits in retirement;
fifth, formal sector workers or workers in larger enterprises usually enjoy beKter access to
pensions coverage; and
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*> finally, the unfunded pension liabilities of a privileged few who enjoy coverage and the deficits
of fiscally unbalanced systems, are often passed on to the broader, uncovered population in
the form of distorting taxes today or crippling debt in the future.

2.82 Both the length of service and old age pension programs fall into the PAYG category, and
suffer from many of the regressive features listed above. Having said this, the two contributory
benefits are intended to carry out different social functions. The length of service pension is (at
least) intended to be an actuarially fair social insurance system that ties benefits closely to
contributions and efficiently transfers participants' income from their working lives to when they can
no longer work - especially since the reforms passed in 1998 and 1999. The old age pension, on
the other hand, is meant to act as a contributory safety net or back-stop to prevent workers with
shorter or irregular work histories from sliding into poverty in retirement. The special eligibility and
benefit parameters of the old age pension program for rural workers correct several of the usual
regressive structural biases seen in PAYG systems in the Region.

* Earlier access to benefits partially corrects the bias against poorer rural workers with higher
average mortality, lengthening the stream of benefits they receive when they can no longer
work;
A shorter minimum contribution period shifts the cross subsidy away from higher earning
workers who enter the labor market later in life, toward workers from poorer households who
often have to start working earlier;

*, The minimum pension guarantee explicitly redistributes income to many rural workers whose
earnings fall below the minimum wage;

* The incidence of pension and survivor benefits is highest among rural households headed by
women (Beltrao et. al., 1999), indicating another positive redistribution of income to workers
who often face wage discrimination on the labor market.

2.83 Despite these positive features, the old age pension system still suffers from several of the
regressive features of a PAYG scheme. To the extent that some rural workers receive less than an
actuarially fair return on their contributons to the RGPS while others receive higher than market
returns, the scheme may not benefit the poorest households and still may impose a cross subsidy
from the relatively less well off to the better off. In terms of the contribution of RGPS pensions to
household income, preliminary results suggests a regressive profile. As shown in Figure 11.8, the
importance of pensions (as share of income), increases with income. Readers should note that
most household level data in Brazil do not allow separate analysis of contributory old age and
length of service benefits, from non-contributory social assistance pensions. Thus while the
incidence of contributory pensions and survivor benefits may be regressive, the social assistance
pensions may not be.
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2.84 In a recent study by IPEA, Beltrao et. al. (1999) test if the greater incidence of pension
benefits in rural areas since 1988 is due to aging of the population and greater number of elderly in
rural households, or due to the new special eligibility conditions for rural workers. The study found
that the increased share of pensions in the income of rural households is due to both factors, but
that the doubling of benefits with the establishment of the minimum pension and easier eligibility
conditons, had a dominant effect.

Figure 11.8: Incidence of Pensions and Share in Household Income, By Income Group
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2.85 Beltrao et. al. (1999), go on to find that while the population over 60 years of age in rural
households rose from 7% in 1988 to 9% in 1996, over the same time period the population over 60
in households with lower incomes fell from 2.7% to 1.6%, and in higher income households the
share of elderly rose from 8.6% to 15.7%. To the extent that the members of wealthier households
in rural areas live longer, the cross subsidies structured into old age pension scheme will
increasingly flow toward the better off. Thus, the incidence of pension benefits may be regressive
since there are on average a larger share of elderly in richer households to take advantage of
higher benefits and easier eligibility conditions passed in the 1988 Constitution.
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2.86 Two other studies of the impact of pensions on rural poverty paint a more positive picture.
Delgado (1999) finds strong evidence that implementation of the 1988 eligibility and benefit criteria
has been effective in lowering the incidence of poverty among rural households. Using data from a
survey of rural households headed by retired workers or widows in the Northeast and the South of
Brazil, the study found that pension benefits represent 42% and 71% of household income in each
region, respectively.

2.87 A similar study using data from the PNAD survey finds that 13% of rural households across
the country receive over half of their income in the form of retirement and survivor pensions from
the government (David, et. al., 1999). The study shows that the incomes of 3 million rural workers,
or 10% of the rural population, were significantly increased by receipt of retirement or survivor
benefits, raising their household income above the poverty line. The authors' evidence of the
incidence of poverty in rural areas when pensions are included and omitted from total household
income, are tabulated below. As mentioned above, efforts to separate the poverty impact of the
contributory old age pension and the non-contributory social assistance pension, are frustrated by
the lack of separate data on the incidence of each benefit.

Table 11.12 Percentage of Rural Poor', by Region (%)
When SoIal Securityjis Included & Omitted from Household Income

1992 1995 1996 1997
Northeast, pensions included 59.82 41.19 43.12 43.95
Northeast, pensions omitted 59.92 53.65 56.17 57.13

Southeast, pensions included 33.75 20.64 19.61 18.85
Southeast, pensions omitted 33.82 27.82 27.84 26.42

South, pensions included 26.96 15.75 16.29 14.38
South, pensions omitted 27.04 22.92 24.72 22.23

Center West, included 32.82 24.3 18.69 17.84
Center West, omitted 32.82 29.02 23.68 21.77

Source: David et.al. (1999), with data from IBGE - PNADs 1992 - 1997
**Authors define poverty line at 1/4 the minimum wage in 1997.

2.88 Both studies expand their focus to include the impact of pension and survivor benefits on
household welfare-measured by quality of family residence and access to consumer durables.
Delgado (1999) finds that 27% of rural households in the South reported moving to a better
residence (better access to utilities and infrastructure) upon receiving pensions. The 72% of
responding benefit recipients that did not report changing residence, reported making
improvements to their homes. David et. al. (1999) find a similar positive impact on welfare with
steady improvements in the living conditions of rural benefit recipients from 1992 to 1997, relative
to households not receiving benefits. Both studies found that households receiving pension
benefits had increased their holdings of consumer durables.16

16 The authors also explore the impact of public pensions on school attendance. David et. al. (1999) find that the
frequency of school attendance of children aged 7 - 14 in households receiving a benefit, increased from 1992 - 1997.
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2.89 Additionally, the benefits of expanding social security payments to rural areas may extend
beyond the household and into the productive sector. The majority of rural households receiving a
pension are involved in family agriculture as their primary work activity. Although an unintended
outcome of the increase in coverage of social security, RGPS pensions may have become the
indirect insurance for family farming in Brazil (David, et. al., 1999). The guarantee of a stable
minimum income reduces the risks inherent in agricultural activity, allowing farmers to make
production decisions with greater protection and confidence. Studies show that 44% of rural
households in the South and 34% in the Northeast report using pension income as working capital
for their farming and non-farming activities (Delgado, 1999).17

2.90 Since the expansion of coverage and the increase in the minimum RGPS benefit, studies
show that publicly provided pensions are an increasing share of total household incomes in
rural areas; that benefits have contributed to lower incidence of rural poverty; and that there
are measurable improvements in the welfare of rural households that receive benefits.
Furthermore, there is evidence that rural pensions and survivor benefits play an important
insurance role, especially for family farmers and rural employers - an unintended outcome of the
measures taken in 1988/1991, but one that is entirely consistent with poverty alleviation.

2.91 However, the findings presented do not provide a clear answer to the question posed at the
start of this section. The evidence provided indicates that the Brazilian social security system
helps the rural poor. However, there is no evidence as to whether the positive impact of rural
pensions can be attributed to the successful implementation of contributory social insurance for
rural workers, or simply to the expansion and increased generosity of non-contributory social
assistance transfers.

11.5.C Should Rural Old Age Pensions be Replaced with Social Assistance?

2.92 A critical feature of the RGPS is the de facto combination of social insurance and social
assistance systems for the elderly under the single regime. This feature is especially important to
note when analyzing the impact of public pensions on the welfare of rural households in Brazil.

2.93 As cited in secton 2 of this chapter, in rural areas the average amount of the contributory old
age pension and the non-contributory social assistance benefit is almost identical. The only
statutory difference between the two benefit programs is that the former is exclusive - requiring that

However, the authors cannot show direct causality, since they have no data on school attendance of children in
households that do not receiving benefits from RGPS.

17 David, et. al., try to take their analysis of extemalibes a step further. The authors attempt to determine the impact of
pension income on investment in rural businesses, crossing data from the PNAD survey with a national survey of rural
firms. The study finds that while pension income contributes to well over 50% of the total incomes of self employed
farmers and employers, especially in the poorer Northeast, that impact is limited since the largest business expenditure
of self employed and rural employers was on hired labor and rented farm land, rather than investment in new
technology.
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beneficiaries contribute to qualify for benefits - while the latter is universally available to any worker
who reaches the age of 70. Whether the current benefit structure for rural workers should be
maintained as an exclusive social insurance system financed with payroll contributions, or
restructured into a universal social assistance benefit financed out of general tax revenues, is an
argument that must be made on the related counts: (i) the efficiency of the contributory pension
scheme as an actuarially and fiscally balanced mechanism for smoothing consumption over the
life-cycle; (ii) the administrative costs of social insurance versus that of targeted social assistance;
and (iii) the implications of maintaining the rural old age program along side other contributory
programs offered by the RGPS, in light of recent reforms.

2.94 To start it is helpful to review how contributory social insurance is different from social
assistance. Social insurance systems rely on earmarked taxes levied on payroll, tie individual
claims or acquired rights to benefit payments, relate benefits to contributions and/or earnings, and
maintain accounts that are usually separated from general revenues. Social assistance operates
on explicit taxes and transfers, is financed from general revenues rather than earmarked taxes,
does not operate on the concept of acquired rights, relates benefits strictly to need, and is
universally accessible (Cohen and Friedman, 1972).

2.95 In evaluating the actuarial efficiency of a contributory pension system, it is common to
equate contribution with similar long term investments, and to compare the rates of return from the
pension "investment" with the market rate of interest. Actuarially balanced systems should deliver
a rate of return on a worker's investment roughly in line with the market rate of interest. All the
retirement programs in place previous to the 1998/1999 reforms gave rates of return that were
considerably higher than market rates. Since it has remained largely unaffected by recent reforms
the returns from the average Old age pension remain the same. Above-market rates imply that the
pension programs-intentionally or otherwise-redistribute wealth from younger to older
generations of Brazilians, and to the extent that benefits are unfunded and taxes are bome by the
lower income workers, from the poor to the non-poor..

2.96 The individual cases selected in Table 11.13, profile retiring men and women under normal
Length of Service (LoS) vesting parameters, and men and women retiring under the Old Age
program with 5, 8 and 15 years of contributions.

2.97 Within the RGPS contributory pension schemes, the Old Age program is the most generous
in terms of the returns to the contributions made by rural workers. Although the inequity between
returns to the Old Age and the Length of Service retirement benefits is clear, as mentioned earlier
most recipients of the Old Age pension program are poor rural workers, while those who benefit
from the early retirement, Length of Service pensions are urban, middle/upper class workers.
However, while redistribution between these groups may be justifiable, the old age program is
clearly inefficient when judged on purely actuarial criteria.

2.98 In fiscal terms, the program fares little better. The RGPS as a whole went from a current
surplus of 0.3% of GDP in 1991, to a deficit of 0.9% of GDP in 1999. Since the doubling of the
minimum RGPS benefit in 1988 and the expansion of coverage to rural areas in 1992, the current
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PAYG deficit of the old age scheme has jumped dramatically. MPASIINSS have managed to
collect roughly half of the contribution revenue needed to pay for current pension and survivor
benefits.

2.99 Furthermore, retaining the old age benefit as contributory social insurance along side the
reformed length of service program, may provide workers with strong incentives to strategically
abuse the RGPS. Recent reforms to the length of service parameters discussed earlier
dramatically tighten pension benefits to contributions, and cut the generous replacement rates that
drove the RGPS into deficit. Current length of service contributors have an incentive to opt for the
now relatively generous benefits of the old age program, which could undermine the fiscal
sustainability of the reforms. By restricting reforms of the RGPS to the length of service pension,
the Government laudably intended to protect the incomes of poorer households, however, the
lenient eligibility requirements for an old age pension extended to rural workers increase the
potential for strategic abuse.

Table 11.13: Internma Rates of Retum in RGPS Contributory Pension Programs
Individual - &yers of contributions1) IRRs (%) Pre-Reforms
Men
Unreduced LoS2 -100% Replacement (35) 5.5
Reduced LoS -70% Replacement (30) 6.3
Special (teacher) Unreduced 6.6
Special Reduced LoS (25) 6.8

rural4 urban
Old Age (5) 41 34
Old Age (8) 26 25
Old Age (15) 15 14

Women
Unreduced LoS - 100% Replacement (30) 6.1
Reduced LoS -70% Replacement (25) 6.4
Special (teacher) Unreduced (25) 7.0
Special Unreduced LoS (20) 7.1

rural urban
Old Age (5) 41 41
Old Age (8) 27 26
OldAge (15) 16 16

Source: World Bank PROST Simulations 2000
1. Before 1998 eligibility was by years-of-service, but we assume no evasion and that years of
service equal years of contribution. We assume that individuals meet the full vesting requirements
(no gaps in employment) of each benefit category.
2. LoS - Length of Service pension benefits.
3. Calculation assumes worker eaming legal minimum wage, no difference in rate of eamings
growth between men and women, workers entering formal employment at 20 for LoS pension,
inflation at 5%, market interest 4%
4. Differing assumptions on earnings, growth in earnings and mortality between urban and rural
workers, have been avoided. This is likely to understate the differential between returns of the
system to rural and urban workers. The only difference in the calculations between IRRs for rural
and urban recipients of Old Age benefit, is that rural workers begin receiving pensions 5 years
earlier.
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2.100 While it might be argued that the old age program should not be judged on the grounds of
fiscal and actuarial efficiency, or that a social program that redistributes from urban to rural workers
should not be expected to be self-financing, (David, et al, 1999) current actuarial and fiscal
imbalances call into question the sustainability of contributory social insurance for poor rural
households.

*> First, as discussed in the previous section, when an income subsidy program intended to
redistribute from the wealthy to the poor is combined with social insurance that aims to relate
benefits with contributions, unintended redistribution can result.

Second, although redistribution to poorer rural areas is probably justified in a country like Brazil
with one of the worst rates of income inequality in the world, one might ask why RGPS
affiliates in the urban private sector should bear the brunt of this redistributon alone.
Currently, workers and employers in the informal sector that easily evade pay-roll taxes, civil
servants in federal and local government, the police and the armed forces are exempt from this
responsibility.

- Third, as policy makers take further steps toward actuarial balance between contributions and
benefits in the RGPS with the 1998/1999 reforms, the magnitude of redistribution between the
length of service and old age programs becomes increasingly inconsistent, may increase the
perception of RGPS benefits as "unfair", and provide further incentives for workers to evade or
abuse public pensions programs.

2.101 Furthermore, separating the social insurance system from the social assistance function
might be beneficial even if both continue to be administered by the same agency, preventing cross-
subsidies from one to the other, and allowing the government to target poverty relief at one group
with fewer disincentives for the other. There is evidence that length of service pensioners after
beginning to collect length of service pensions, continue to contribute and are able to collect old
age pensions. In order for recent reforms to succeed, MPAS/INSS will have to improve their
information systems both to prevent this "double dipping" and to increase collection efficiency. The
resources currently spent by MPAS/INSS on collecting pension contributions from the workers in
rural areas, might be better spent on more efficient means of targeting a social assistance pension
and on preventing leakage to households already receiving length of service pensions, thus
ensuring that public benefits truly reach the poorest. Whether there are efficiency gains to be had
from restructuring MPAS/INSS contributory programs into targeted social transfers, lies outside the
scope of this note, but is a question worthy of consideration.

2.102 From a political perspective the arguments on both sides are less clear cut. By laying the
burden of income redistribution to rural households solely on the shoulders of workers and
employers in the private sector - especially as reforms shift the RGPS away from redistribution and
towards actuarially fair public pensions - policy makers risk providing workers with additional
motives to evade participation. On the other hand, by locking the public pensions received by rural
households, contributive and non-contributive alike, firmly within a system benefiting a large
constituency of poor and non poor, policy makers may effectively insulate a critical poverty
alleviation program from careless budget cuts. This said, a new institution of "protected" social
protection programs has recently emerged from the fiscal crisis of 1998/1999. If there were
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significant savings and efficiency gains to be had from restructuring the pension and survivor
benefits for the rural poor as targeted social assistance, future governments in Brazil would
probably find it very difficult to cut an effective poverty reducing social program from the federal
budget.

2.103 There is reason to believe that the poverty impact and welfare benefits cited in the previous
section would be attained, and perhaps increased if the current contributory old age pensions
program were restructured as social assistance with a more secure, more broadly based source of
revenue. As a social insurance system the old age pension system largely fails both on actuarial
and fiscal grounds, and while it succeeds in redistributing income from urban to rural workers, the
redistributive effect between rural households and the net impact on income distribution in rural
areas is ambiguous - largely because the incidence of contributory social insurance and non-
contributory social assistance cannot be analyzed separately.

11.6.D Should the Old Age Program be Restructured as Social Assistance?

2.104 There are several reasons to support replacing the contributory pensions received by rural
households with targeted social assistance. The poverty impact and welfare benefits cited in this
note would be attained, and perhaps increased if the current contributory old age pensions
program were a social assistance program with a more secure, more broadly based source of
revenue. As a social insurance system the old age pension system fails both on actuarial and
fiscal grounds, and while it succeeds in redistributing income from urban to rural workers
measures, the net impact on income distribution in rural areas is ambiguous-largely because the
incidence of contributory social insurance and non-contributory social assistance cannot be
analyzed separately.

2.105 Additionally, retaining the old age benefit as contributory social assistance may provide
workers with strong incentives to strategically abuse the RGPS. Recent reforms to the length of
service program, dramatically tighten pension benefits to contributions, and cut generous
replacement rates. Current length of service contributors have an incentive to opt for benefits
under the old age system, undermining the fiscal sustainability of the reforms. The lenient eligibility
requirements for an old age pension extended to rural workers increase the potential for strategic
abuse. Separating the social insurance system from the social assistance function might be
beneficial even if both continue to be administered by the same agency, preventing cross-subsidies
from one to the other, and allowing the government to target poverty relief at one group with fewer
disincentives for the other.

2.106 On the opposite side of the argument, separating the public pensions received by rural
households from the mainstream social security regime, may leave the program without a political
constituency to defend it, and leave public benefits for the rural elderly vulnerable to budget cuts by
future governments seeking quick fiscal gains in a crisis. Additionally, eliminating the contributory
component of the old age pension benefit-however symbolic or nominal this may be-might trap
poorer workers in a marginalized social program with no mechanisms for eventually graduating
them into the general pension system.
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2.107 Since the expansion of coverage and the increase in the minimum RGPS benefit, studies
show that publicly provided pensions are an increasing share of total household incomes in rural
areas; that benefits have contributed to lower incidence of rural poverty; and that there are
measurable improvements in the welfare of rural households that receive benefits. Furthermore,
there is evidence that rural pensions and survivor benefits play an important insurance role,
especially for family farmers and rural employers - an unintended outcome of the measures taken
in 1988/1991, but one that is entirely consistent with poverty alleviaton. However, the findings
presented do not provide a clear answer as to whether the positive impact of rural pensions can be
attributed to the successful implementation of contributory social insurance for rural workers, or
simply to the expansion and increased generosity of non-contributory social assistance transfers.
Further work is needed to determine whether there would be significant efficiency gains from
restructuring the current contributory program into better targeted social assistance.
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111. THE PENSION REGIME FOR
GOVERNMENT WORKERS

111.1 INTRODUCTION

3.1 This chapter provides a quantitative assessment of the impact of reforms to the pension
regime for public servants in Brazil. The instrument used is the World Bank's Pension Reform
Options Simulation Toolkit (PROST). The chapter evaluates-from both a fiscal and an equity
perspective-the current system along with some of the reform proposals and provides a set of
indicators which may help guide reform efforts. The chapter's scope is limited to a detailed
examination of the Federal and the State of Parana RJU civil servant benefit programs, though an
attempt is made to provide an aggregate account of the consolidated-at the federal, state and
municipal levels of government-Regime Juridico Unico.

3.2 Workers hired under the statute for employment as tenured government employees (called
estatutarios) participate in mandatory, defined-benefit pension plans established under the Regime
Juridico Onico. Each tier of government administers separate RJU schemes for its employees that
afford them benefits ranging from contingent payments for medical expenses and disability, to
retirement and survivor income. The RJU for federal workers is managed by the Secretaria de
Estado da Administrag5o e do Patrimonio, (SEAP, earlier Ministerio da Administrag5o Federal e
Reforma do Estado), while the plans for state and municipal workers are run independenty of the
federal system by institutions at their respective levels of government.1

3.3 While the RJUs have only 15% of Brazil's 20 million social security beneficiaries, they
receive approximately half of all pension benefits paid in the country and account for three-quarters
of pension deficits. The average pension relative to average wage is commonly much higher for
civil servants than for workers in the private sector. The average public-sector pension can reach
as high as 140% of the average wage. Given the generosity of the RJU and the low level of
contributions paid by civil servants, high taxes on private output and employment amount to a
subsidy of high pension benefits for government workers. In 1997, pension expenditure of the
federal and state RJUs were 2.3%, and 1.8% of GDP, respectively. Expenditure at all three levels
is expected to open a deficit of R$34 billion in 1998, that will grow to R$39 billion in 1999 (see
Table 1). Generous benefits, end-loaded replacement formulae, special privileges for politically

1 In mid 1998, a unit Departamento dos Regimes de Previdencia dos Estados e Municipios (DEPEM) was established
within the federal- Ministerio da Previdencia e Asistencia Social (MPAS) to monitor the activities of the state and
municipal RJUs. Many states have created special units to initiate reform of state RJUs: in Parana, this unit is called
the Secretada Especial para Assuntos Previdenciarios (SEAP). Our analysis used data provided by DEPEM and
SEAP.



Brazil: Cntical Social Security Issues

influential groups, lenient vesting requirements, and the indexation of pension payments to
increases in current salaries, have pushed the public-sector schemes - that have only recently and
gradually begun to exact contributions from participants - deep into deficit.

3.4 The pension regime for civil servants is a formidable and mounting burden on Brazil's
public resources, and presents a more immediate challenge to the Government's objective of fiscal
solvency than even that posed by the Regime Geral da Previdencia Social (RGPS) for workers in
the private sector, where the current deficit exceeds 1% of GDP. To the extent that RJU deficits
are financed from federal, state and municipal treasuries, the cost of generous public-sector
pensions is passed on to current and future tax payers.

Table 111.1: Contributions, Expenditures and Deficits in the Regime Juridico Unico
(All Figures in R$ Billions)

1997 1998 1999

Federal RJU
Contributions 2.6 2.6 2.8
Pensions and Survivor Benefit Expenditures 19.7 21.0 24.9
Measured Deficit 17.1 18.3 22.1
Deficit wh imputed "Govt. as Enployer' Contributions* 11.9 13.1 16.5

State RJUs
Contributions 3.4 3.6 3.9
Pensions and Survivor Benefit Expenditures 15.9 17.2 17.9
Measured Deficit 12.6 13.6 14.0
Defcit with imputed 'Govt. as Employer" Contributions* 5.8 6.4 6.2

Municipal RJUs
Contributbons 0.4 0.4 0.4
Pensions and Survivor Benefit Expenditures 2.7 2.9 3.0
Measured Deficit 2.3 2.5 2.6
Deficit with imputed 'Govt. as Employer' Contributions* 1.5 1.7 1.8

All RJUs
Contributions 6.3 6.6 7.1
Pensions and Survivor Benefit Expenditures 38.3 41.1 45.8
Measured Deficit 32.0 34.4 38.8
Deficit with imputed 'Govt. as Employer' Contributions* 19.4 21.2 24.6

Source: DEPEM, MPAS, World Bank Staff Calculations.
Notes: * "Govemment as Employer' contributions are assumed to be twice the actual contributions by civil
servants.

3.5 This chapter examines the structure of the federal and state tiers2 of the RJU and presents
empirical evidence on the deficits in the system and the need for reform. Section 1 summarizes

2 There are presently 1,388 municipalities that pay workers benefits along the lines of the RJU. MPAS has determined
that the bulk of these do not have the administrative capacity nor a sufficient number of participants to make the
municipal schemes actuarially viable. The municipal RJUs function along the same lines as the Federal and state
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the structural parameters and imbalances in the Federal RJU. The section continues by presenting
the results of simulations using the World Bank's Pension Reform Options Simulation Toolkit
(PROST) of the effects of doing nothing at all (the base case) and the likely impact of selected
measures passed by Congress during 1998-1999 on the long-term health of the regime, using data
from the executive branch of the federal government. Section 2 contains a diagnosis of state
RJUs, based on the results of PROST simulations on data from the RJU of the State of Parana.
Section 3 reviews international experience with civil service pensions and details the parameters of
public-sector benefit systems from OECD countries. Section 4 summarizes the results of PROST
simulations, explores the magnitude and roots of the RJU's imbalances, comments on recently
passed reforms, and suggests policies for further restructuring the regime.

111.2 THE FEDERAL REGIME JURIDICO UNICO

3.6 The Federal RJU, administered by the Secretariat of State Administration (SEAP) serves
about two million active and retired public servants from every branch of the Federal Government.
Nearly one million of these are either receiving pensions or have eligible survivors.3 Staff in the
federal ministries, legislators in the national congress, federal judges, the military, and other
government institutons (fundagoes) are all required to participate in the federal scheme. Civil
servants in the executive branch account for nearly 85% of federal employees covered under the
regime. Table 111.2 provides a breakdown of active and retired participants in the federal RJU, by
branch of government.

Table 111.2: Number of Federal Civil Servants & Pensioners, by Branch, November 1998

Branch Current Active Retired wtPension Deceased Total
wlSurvivors

Executive 516,241 393,526 192,602 1,102,369
Military 277,698 127,049 159,946 564,693
Legislative 18,752 5,463 2,342 26,557
Judiciary 76,336 15,132 4,755 96,223
Transfers 103,717 34,151 20,800 158,668

Total 992,744 575,321 380,445 1,948,510
Source: MARE 1998

3.7 Only since 1992 have federal employees been required to contribute towards their
pensions. Contribution rates to the federal RJU were first set as a progressive scale - the rate of
contribution rising with salary level. In 1997, the scale was replaced with a flat contribution rate of
11% for all federal workers that raised the contributions of lower-wage workers, and lowered the
contributions of higher-salaried civil servants. Over a quarter of the military - soldiers and federal

plans, but are relatively small: in 1998, pension expenditures at this level was 7% of total civil service pension
spending. To keep this report focused, this analysis will be limited to the federal and state plans.
3 RJU statistics are not kept on the number of survivor benefits paid, but rather on the number of deceased public
sector workers to whom current survivor benefits can be attrbuted.
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military police - are still not required to contribute to the scheme. The government makes no
statutory contribution to the Federal RJU.

3.8 Until the introduction of employee contributions, eligibility was based on years of
employment - the "employment" requirement applied in the broadest sense to include not only
employment in the federal govemment, but employment anywhere, including the private sector.
Civil servants were also considered "employed" when taking leaves of absence for study and other
sabbaticals. To qualify for a reduced pension - aposentadoria proporcional at 70% replacement of
the last month's salary - men and women are required to serve 30 and 25 years respectively.
Workers receive a 6% annual accrual for every year they put off retirement thereafter. For an
unreduced pension - aposentadoria integral at 100% replacement - men and women must be
employed 35 and 30 years respectively. Benefits commence immediately upon leaving active
service: there is no waiting period or minimum age for those who have met these years of service
requirements. There is no statutory annual rate of accrual for years of service above the minimum
required for a full pension, and civil servants are required to retire by their 70th birthday.

3.9 Special vesting arrangements are offered to teachers. Although most publicly employed
teachers are paid at the state level of government, the Federal government employs a
considerable number of teachers who qualify under the Federal RJU for shortened service
requirements to be vested for both full- and partial-pension benefits. Under the special regimes,
primary and secondary school teachers (and, until the 1998 reforms were implemented, university
staff) can begin receiving benefits five years earlier than other civil servants.

Table 111.3: Benefits and Vesting Parameters Under the Federal RJU

Benefit Type Vesting Requirement Replacement
(years ot service)~
Men Women

'Aposentadoria Integrarl 35 30 100% of last month's salary
(unreduced length of service pension)

"Aposentadoria Proporcionar 30 25 70% of last month's salary
(reduced length of service pension)

Full length of service benefit for teachers 30 25 100% of last months salary

Reduced length of service benefit for teachers 25 20 70% of last month's salary
Disability From 1st day of Employment 100% of salary before injury
Survivor's From 1st day of Employment 100% of deceased's salary

3.10 Until 1998, there was no established minimum age at which federal workers could begin
receiving retirement benefits, nor were these benefits forfeited or reduced if retired civil servants
found a new job. There w3s no ceiling on pension benefits that federal workers could receive;4

until January 1999, pension, disability and survivor incomes were not subject to any form of

4 By way of contrast, retrees in the RGPS cannot receive more than R$1,255.
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taxation; and payments remain indexed to increases in current salaries of the government positions
the pensioners once occupied. The military are allowed to retre at one grade above their last
grade in active service - as for civil servants in other branches of government, the higher benefit is
indexed to the salaries of the higher grade throughout their retirement.
3.11 Pension benefits paid by the federal RJU are more generous that those paid by the system
for private-sector workers. In 1997, the ratio of the average annual benefit paid by the federal RJU
to the average contribution was roughly 7:1, while in the RGPS system the same ratio was 3:1. In
1999 the average monthly public sector pension was more than 15 times the minimum wage, while
that paid to a retiree from the private sector was less than twice the minimum wage (See Table 4).
The ratos of the average monthly pensions paid to retirees from the executive, legislative and
judiciary branches, to the average monthly salary paid to active workers in each branch were
108%, 103% and 140%, respectively. These replacement ratios are reflected in the distribution of
actve and retired civil servants in the executive branch by salary/pension cohort, presented in
Figure 111.1. Most civil servants in the executive branch receive a monthly salary of R$751 to
R$1,000 - the largest number of pension recipients are in the same cohort.

Table 111.4: Brazil: Some Measures of Public-Private Pension Differentials, 1997-1999

Indicator Year, Unit RGPS Regime Juridico Unico

Federal Only All

Number of Beneficiaries 1997, millions 17.0 0.96 2.86
Number of Contributors 1997, millions 29.0 1.03 3.13
Total Contributions* 1997, R$ billions 43.00 2.58 6.30
Total Benefits 1997, R$ billions 46.75 19.70 38.10

Current Deficit 1998, R$billions 7.8 18.3 34.4
Current Deficit Adjusting for Imputed 1998, R$billions 7.8 13.1 24.5
Employer Contributions*
Adjusted Deficit per Beneficiary 1997-1998, R$ 475 13,650 8,475

Average BenefiVContributon 1997, rato 3:1 7:1 n.a.

Average Benefits/Minimum Salary 1998, Ratio 1.8 n.a. n.a.
- Executive Branch 1999, Ratio - 14.2 n.a.
- Military 1999, RaUo - 17.4 n.a.
- Legislative Branch 1999, Ratio - 54.0 n.a.
- Judicial Branch 1999, Ratio - 39.8 n.a.

Sources: MARE Statistical Bulletins, 1998; World Bank Country Economic Memorandum, 1998; World Bank
Infonmal Report on the RGPS, 1998 and 1999. Data are approximate. * RGPS contributions include both employee
and employer contributions, but RJU estimates include only employee contributions. ** Staff Estimates.
Note: RJU uses last salary as salary base to compute pensions; RGPS uses average of last 3 years. Salary
deteriorates over 3 years, therefore, even with same replacement rates, RJU will pay more. RJU is uncapped, while
RGPS is capped. Almost half of benefits paid in RJU are above cap. RJU is wage-indexed; RGPS is priceindexed.
So average benefit falls relative to average wage in RGPS over time, while remaining constant in the RJU. Minimum
salary was R$120 in January 1998, R$130 in May 1998, and has been R$136.4 since May 1999.
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111.2.A Demographic Structure of the Federal RJU

3.12 Brazil's federal civil servants begin receiving retirement benefits at a young age relative to
their counterparts in other countries. Of the universe of current retirees under the federal plan, the
average age of retirement with an unreduced pension was 56 years - the average age of workers
retiring with reduced pension was 51 years. However, as shown in Figure 111.2, the highest
number of civil servants who retired with unreduced- and reduced-pensions did so between the
ages of 51 - 55 and 46 - 50, respectively. Most of the youngest recipients of unreduced pensions
are primary and secondary school teachers, and of these about 70% are women who become
eligible to retire five years earlier than men, and have longer life expectancies around the age of
retirement.
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3.13 The Federal RJU is also generous to the orphaned children and surviving spouses of
deceased public sector workers. While the orphans of civil servants can only receive benefits until
they reach 21 years of age, their spouses and the orphans and spouses of deceased military
personnel can receive benefits throughout their lifetime.5 As with pensions, survivor benefits rise
with every increase in the current salary of the government position the deceased occupied while in
active service. From January to July 1998, the Federal RJU made payments to the survivors of
former pension recipients in the amount of R$1.6 billion, or 0.18% of the GDP in 1997. In a

5 A 1960 law requires that the govemment pay lifelong pensions to more than 58,000 unmarried daughters of
deceased members of the Armed Forces. In 1999, the cost of these survivor benefits was about R$900 million, more
than the capital budget of the military and averaging to a monthly pension of about R$1,300, or close to ten bmes the
minimum salary (which is also the pension level received by a majority of the 18 million retirees in the private sector).
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system that is only a decade old, this figure forebodes a massive financial burden in the near
future,
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3.14 The number of disability payments, as a percentage of the total number of benefits paid by
the federal RJU, varied between 7.8% to 9.2% from 1996 to 1998. Disability is difficult to
determine, and in public PAYG systems has often been used to allow workers to retire early when
they do not have sufficient years of service to qualify for a full retirement benefit. Disability
payments as a portion of total number of benefits paid by the Federal RJU is likely low due to the
generosity of the partial pension and the ease with which civil servants can opt for early retirement.

111.2.B Financial Outlook for the Federal RJU

3.15 The federal government does not maintain a reserve fund for retirement, survivor and
disability benefits unlike, e.g, the Social Security Reserve in the United States. As structured in
1988, pensions and other benefits for retired workers were an extension of payroll. Personnel
spending of the federal government - salaries for active workers and pensions of current retirees -
has increased in the past decade. Annual personnel expenditure has risen by R$26.5 billion; from
3.5% of GDP in 1987 to 5.7% of GDP in August 1997. Over the same period pension payments as
a portion of personnel expenditure have risen at a much faster rate. Table 111.5 separates
personnel expenditure by the federal government in the last twelve years into salaries and pension
payments. As shown in Figure 111.3, since 1987, the index of federal pension payments has risen
at more than twice the rate as the index of expenditures on salaries and benefits.6

Table 111.5: Federal Spending on Personnel and Pensions, 1987 - 1998

Total Index % of GDP % of Revenue On Salaries & On Pensions
Personnel Benefits
R$ billions 1987 - 100 1987= 100 1987 = 100

1987 19.7 100.0 3.46 44.0 100.0 100.0
1988 24.2 122.7 4.26 55.8 127.3 125.5
1989 29.9 151.6 6.68 46.0 156.7 149.7
1990 34.4 174.7 6.42 60.1 184.9 194.0
1991 28.2 143.3 4.83 57.9 156.9 148.0
1992 23.0 116.7 4.58 57.2 123.1 135.5
1993 31.1 157.7 4.89 60.4 138.5 257.2
1994 35.9 181.9 5.06 56.2 154.3 321.2
1995 46.6 236.5 5.76 62.6 191.2 433.1
1996 45.3 229.8 5.43 62.1 196.8 400.9
1997 45.7 231.7 5.74 55.5 197.3 411.6
1998 47.2 240.5 5.31 50.4 201.9 437.4
1999 to 47.7 242.0 n.a. 51.0 n.a n.a
March
Source: MARE 1999.

3.16 Pension benefits in 1997 amounted to 25% of the federal govemment's total revenues for
that year and 2.3% of GDP. Applying the 11% rate of contribution, the federal RJU should have

6 This is a function of both federal downsizing and the generous parameters of the pension regime
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received approximately R$2.7 billion or 0.3% of 1997 GDP. Benefit payments in 1997 outweighed
contributions to the system by nearly R$16.9 billion or 2% of GDP, which as the federal
govemment's explicit liability in 1997 implies a govemment-as-employer contribution of 68% to civil
servant pensions.7 The PAYG financing gap, between current contributions and benefit payments,
is paid out of the federal government's revenues from general taxation. For benefit payments to be
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brought into balance with contributions with no change in the current benefit structure, civil
servants' mandatory contribution rate would have to be raised dramatically. Federal authorities
recognize that the current PAYG benefit and contribution parameters are unsustainable.

111.2.C A Simulative Look at the Federal RJU

3.17 This section presents the results of simulations performed on data from the Federal RJU
using the Pension Reform Options Simulation Toolkit (PROST), developed by the World Bank.
Our simulations begin with an analysis of the current parameters of the federal pension scheme -
or the "base case" - under varying macroeconomic assumptions. Simulations of alternative reform
scenarios based on proposals being developed and executed at the state level of government, are
also conducted using the Federal data. Specific details on the data, parameters, and assumptions
used in the simulations are available upon request.

7 Implicit employer contrbution is calculated as: (employee contdbution rate x defici) / total amount contrbuted by
employee.
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3.18 The base case simulation is contained to pension, disability and survivor payments made
to civil servants from the executive branch of the federal government.8 The simulations do not
include the legislative and judicial branches, and the military. Nevertheless, since executive civil
servants comprise 85% of the universe of public-sector workers covered by the RJU, the results
are quite relevant. Also, since pensions are even more generous in the omitted branches of the
federal government than in the executive branch, the fiscal and equity impact of public-sector
pensions as inferred from these simulations should provide a strong warning that matters are likely
to be even worse when the simulations are extended to all branches of the federal government. So
while the results discussed here are very preliminary, we are nevertheless able to highlight
important issues pertinent to the discussion of civil-service pension reform through this exercise,
principally by providing quantitative evidence of the long term costs of the RJU as it is currently
structured, and the benefits of alternafive reforms.

3.19 The starting year for the simulation is 1997, the year for which the most complete data are
available. The simulation horizon extends for 78 years to 2075. Almost all of the data for the
simulations were provided by SEAP and DEPEM. Since the Federal RJU is a closed pension
system, the demographic assumptions normally required by PROST are ignored, as the
"population" contributing to and receiving benefits from the scheme is based on the federal
government's stated hiring policies. The rate of coverage is assumed at 100% since contributions
are collected at source before salaries are paid, and civil servants are unable to evade.

Simulating the Federal Base Case

3.20 Historical data on the rate of growth, inflation and real interest in 1997 and 1998, as well as
IMF, World Bank and Government of Brazil projections of these indicators for 1999, are used to
establish the macroeconomic framework of the simulation, From a 3.7% rate of growth in 1997,
and 1% in 1998, we assume that Brazil's current recession will deepen to -1%, and inflation will
reach 10%. By the year 2004 we assume a stable macroeconomic environment where the rate of
GDP and productivity growth, the rate of inflation, and the real interest rate all remain constant for
the rest of the simulation horizon. Due to the sensitivity of the simulation results to changes in
certain macroeconomic assumptions, five different scenarios were used to simulate the base case
parameters of the regime. Table IlIl. 6 outlines the five macroeconomic scenarios used in the
simulation. The parameters and results from Scenario 3 - assumed to be the likeliest - are shown
in bold in Tables 111. 6 and 1I1. 7.

8 Data on salaries, and RJU benefit payments are available for the legislative and judiciary branches of the federal
govemment, however, these have not yet been sufficiently disaggregated between the sexes and by age cohorts, as
required by PROST. Although, the data could have been disaggregated according to the sex and age distribution of
executive branch workers, the value of the simulation would have been compromised by a significant downward bias,
as the average salaries in judicial and legislative branches are 2.5 and 2.8 times greater than those in the executive .

72



Regime Juridico Unico

Table Ill. 6: Federal RJU Base Case Simulation, Macroeconomic Scenarios, 2004- 2075(%)

Scenario I Scenario 2 Scenario 3 Scenario 4 Scenario 5

GDP Growth 3 3 3 5 5

(at Market Pdce, Real)
Productivity Growth 1.5 1.5 2.5 2.5 3.5
(Growth in Civil Servant
Salares)
Inflation Rate 5 5 5 5 5

Real Interest Rate 3 6 6 6 6

Source: PROST Assumptions, Federal RJU - Base Case Scenados, 1999

3.21 This analysis is limited to the following indicators of the fiscal health and equity of the RJU
plan: the current balance (current expenditures minus current contributions) as a percentage of the
covered GDP; the present value of current deficits throughout the simulation horizon; the affordable
(zero-balance) rates of contribution and replacement; the implicit pension debt in selected years of
the simulation horizon; and the internal rates of return to average participants (male and female).

3.22 In the year 2000, with no change to the regime's current parameters, the total benefits paid
under the federal RJU amount to R$21 billion. At the 11% contribution rate, SEAP collects only
R$2.3 billion leaving an operational deficit for the federal government of R$18 billion, or 1.7% of
GDP. As shown in Table 111.7, the Federal RJU's current financing gap widens rapidly to 2.1% of
national income in 2010, and 2.7% in 2030. The net present value of the accumulated deficits
throughout the simulation horizon is R$440 billion, or about half of Brazil's expected GDP in 1999.

Table 111.7: PROST Federal RJU Base Case Simulation Results -Fiscal Indicators
Scenario 1 Scenario 2 Scenario 3 Scenario 4 Scenario 5

RJU Deficit (R$ billions)
2000 18.2 18.2 18.2 18.2 18.2
2010 46.7 46.7 50.8 50.8 55.1
2030 244.7 244.7 323.6 323.6 462.9
2075 5,115.0 5,115.0 10,515.0 10,515.0 21,467.0

RJU Deficit as % of GDP
2000 1.7 1.7 1.7 1.7 1.7
2010 1.9 1.9 2.1 1.8 1.9
2030 2.1 2.1 2.7 1.6 2.1
2075 1.3 1.3 2.6 0.6 1.3

Affordable Contribution (%) >75 >75 >80 >80 >80
Affordable Replacement (%) 5 6 6 6 5
NF'V Financing Gap (R$ billions) -745.0 -354.7 -440.1 -440.1 -565.8
IPD as % of GDP

2000 21.8 19.1 20.9 20.9 22.9
2010 43.2 30.3 36.8 31.3 38.2
2030 39.9 28.5 41.9 24.2 35.7
2075 24.5 17.3 39.8 9.7 22.2

Source: World Bank Staff Estimates (PROST Simulations), 1999

73



Brazil: Crtical Social Security Issues

3.23 The rates of replacement enjoyed by retiring and disabled executive civil servants cannot
be sustained by an 11% rate of contribution. For the net present value (NPV) of the current
balance between contributions and payments to the executive branch to be zero, the average rate
of replacement would have to be lowered to 6%, while contributions would have to be raised to
87% in 2000 and to well over 100% shortly thereafter. Either adjustment in the PAYG parameters
of the regime is politically inconceivable. If Brazil chooses go on offering its civil servants 100%
income replacement, it will either have to dramatically increase contributions, or continue to
subsidize the growing RJU deficits out of general revenue.

3.24 A potentially more accurate indicator of the fiscal consequences of the current regime is
the Federal RJU implicit pension debt (IPD). A scheme like the Federal RJU, involves a
commitment by the plan provider to pay pensions to both current pensioners and workers when
they refire. This liability - the hidden implicit debt of social security - indicates the amount of funds
the government would need in order to honor its pension obligations - both to current pensioners
for the rest of their lives, as well as to current active workers when they retire. Given the
generosity of the Federal RJU, the PROST estimate of the IPD in 2000 is R$226 billion, 21% of
GDP in that year, growing to 37% in 2010, and to 42% in 2030. Continued adherence to the
current parameters of the RJU scheme implies an unsustainable implicit debt which will have to be
financed directly by the federal government.

3.35 It is clear from Table 111.7 that the fiscal burden imposed by the Federal RJU is determined
to a large extent by the rate at which civil servants' salaries are assumed to grow. This correlation
is not surprising given the regime's full salary replacement guarantee and the indexation of benefits
to growth in current wages. Holding all other parameters constant, a one-percentage point
increase in the rate of wage growth in the federal public sector, increases the net present value of
the financing gap by R$85 billion, and sets the growth of the IPD (as a share of GDP) on a much
higher tangent. Since the rate of growth of civil servants' salaries is a policy variable, and subject
to considerable political pressure, the direct link between wages and benefits is one of the principal
points of fiscal vulnerability of the regime.

3.26 The generosity of the benefit regime to executive civil servants - both in absolute terms as
well as relative to workers belonging to the RGPS - can be more explicitly demonstrated by
calculating the internal rate of return of the system, given the "investment" made by individuals (by
contributing at 11% of their salaries) with different employment histories. Readers should note that
the simulation assumes a history of contributions on the part of covered civil servants, and thus
only illustrates returns to workers who entered the federal public sector since RJU contributons
were introduced in 1992. Readers should further note that national mortality data are used in the
RJU simulations, and therefore, that the IRRs discussed here are most likely understated since
civil servants are likely to have much lower mortality than national average.

3.27 According to the current vesting requirements for full and partial retirement benefits under
the federal plan, the duration of employment and retirement patters of men and women profiled in
the PROST calculation represent the following civil servants, respectively: (i) teachers of both
sexes qualifying for early retirement, (ii) teachers qualifying for full retirement, and non-teacher civil
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servants qualifying for early retirement; and finally (iii) non-teacher civil servants qualifying for full
retirement. Based on Brazil's average age of entry into the labor force, all profiled civil servants
are assumed to begin making contributions to the system at the age of 21.

3.28 As shown in the rates of return in Table 111.8, the incentive structures in federal length-of-
service pensions favor those who retire early. The internal rate of return is higher than the market
return (assumed at 6% real) for all civil servants, which implies a large positive transfer to RJU
beneficiaries. However, returns are twice the market rate for teachers who retire with a partial
retirement benefit. As mentioned previously, the returns from a PAYG system for women are
higher because they tend to retire earlier, and have longer average lives in retirement. This pattem
is present in the Federal RJU where women earn higher returns than their male counterparts.

Table 111.8: Federal RJU Internal Rates of Return (%)
Civil Servant Type Pre-Reform Post-Reform
Men

21 -46years 11.1 8.2
21 - 51 years 9.6 7.0
21 - 56 years 8.5 6.3

Women
21-41 years 14.8 11.6
21 -46years 13.0 10.1
21 - 51 years 12.7 10.6

Simulating the Effects of the 1998-1999 Reforms

3.29 In 1998 Congress passed some measures aimed at lowering the fiscal burden imposed by
the civil-servant pension regime. Among these were the elimination of early retirement with a
partial pension, and the imposition of a minimum retirement age of 60/55 years on new
(male/female) hires and 53/48 years for current workers. In January 1999, Congress passed a
second package of reforms that, inter alia, raised the contribution rate of federal civil servants
earning monthly salaries higher than R$1,200, and imposed mandatory contributions from retired
civil servants receiving pensions.9 To capture the effect of these measures, we assume that the
new minimum retirement ages take effect in the year 2021, simulate an average rate of contribution
on all executive branch civil servants of 15%, and reduce the average replacement rate of benefit
recipients by 14.9%.10 The preferred Scenario 3 macroeconomic assumptions are retained.

9 The new rates of contribution are set to a progressive scale. Retirees receiving less than R$600 a month are exempt
from contfibubng, while active workers eaming up to R$1200 contribute 11%, from R$1,201 - R$2,500 both active and
retired workers contribute 20% on the portion of their salaries above R$1,200, and those eaming R$2,501 or more
contribute 25% on their salaries above R$2,500. Retirees over 70 years of age and disabled civil servants receiving
less than R$3,000 are also exempt Disabled retirees receiving more than R$3,000 will be obliged to contribute the
same as would a recipient of length of service pensions.
10 PROST can only simulate a single rate of contribution at a time. For simplicity, the expected revenue/savings from
the January 1999 measure were calculated according to the wage/benefit distribution of executive civil servants in
1998, and an average contribution rate was derived which, when imposed on the entire sample, generated the
expected revenue/savings. A similar procedure was followed to derive an average rate of reduction in benefits.
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3.30 Simulating the new rate of contribution and the implied reductions in retirement benefits
over the same horizon, current revenues from employee contributons still fall far short of covering
RJU benefits to executive branch civil servants. The new contribution and benefit rates take effect
in 200011. In that year the regime's operational deficit is R$17 billion, widens to R$46 billion in
2010, and to R$289 billion in 2030. The net present value of accumulated deficits to 2075 has
been lowered by R$48 billion to R$392 billion, or 45% of GDP in 1999. Although these savings are
substantial, the fiscal burden of the Federal RJU remains financially unsustainable.

3.31 The federal government's implicit liabilities to active and retired workers in the year 2000
have been reduced by R$35 billion by the January 1999 hike in contributions and the implied cut in
benefits. As a percentage of Brazil's nominal GDP, the IPD has been lowered from 21% to 18% in
the year 2000. Pension liabilities to federal executive branch workers rise to 30% of domestic
product in 2010, down only seven percentage points from 37% of GDP in the base case simulation.

3.32 Since the measures passed in January 1999 include an implicit cut in retirement benefits
through the imposition of contributions from retirees whose income was previously exempt from
any form of "taxation", the impact on the rates of return is significant. However, the returns from
the regime (especially those to women) are still well above the market benchmark, implying that
the system remains fundamentally unbalanced and over-generous.

111.2.D Conclusions from the Simulations

3.33 In summary, the Federal RJU is-through tightened eligibility and increases in contribution
rates-being transformed from a regime to pay civil servants partial or full salaries for life, into a
traditional but still overly-generous PAYG system. These changes have helped to make obvious
that, as a pension scheme, the Federal RJU is fiscally unsustainable and that the subsidies it
entails are unfairly generous relative to the federal social security scheme for private sector
workers. The generosity of the RJU has in the past been justified as a compensating differential
for the low wages that Brazilian civil servants purportedly eam relative to private sector workers.
But there is evidence that-at least at the federal level and on average-government employees
earn considerably higher salaries and benefits than their private sector counterparts (see World
Bank, 1998). This public sector premium was especially large for judicial and legislative workers,
but was also significant for the average federal executive branch worker. The main group of
workers that were-on average-paid less in the government than in the private sector were
primary and secondary school teachers, but they also enjoyed especially generous pensions due
to shorter time of service requirements.

" The package of measures passed by Congress took effect in June 1999, but is being challenged in courts of law.
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111.3 THE REGIMES JURIDICO UNICO AT THE STATE LEVEL

3.34 Each of Brazil's 27 state governments (26 states and the federal district) offers RJU
benefits to its workers. Prior to the enactment of the 1988 Constitution, most state civil servants
participated in the RGPS system.12 The 1988 Constitution grants each state and municipal
govemment entity the right to establish an independent pension plan for its employees. As in the
federal case, this does not necessarily require that a reserve fund be created. The distinction
between pension and survivor benefits becomes more important in an analysis of the state RJUs.
The Regime Juridico Onico requires that all state administrative workers be paid pensions of 100%
of exit salaries out of their respective state treasuries. Under the regime, states and municipalities
have established separate social security plans (RJUs) that primarily pay survivor benefits. Only in
recent years have the RJUs begun to receive contributions for retirement benefits.

111.3.A Characteristics of Subnational RJUs

3.35 State and municipal schemes combined account for 47% of consolidated government
expenditure on civil service pensions. The state RJUs vary widely in the variety of contingent and
retirement benefits that they offer, their generosity, and whether or not and how much they extract
from salaries in the form of contributions. In 1997 the dependency ratio of retirees to active
workers in the state and municipal tiers of the public-sector pension regime was 95%, with 1.9
million pensioners nominally supported by 2.1 million active workers.'3

3.36 State governments cannot legislate changes in benefit parameters that conflict with the
clauses of the 1988 Constitution. Vesting requirements for a full- and partial-pension under the
various state RJUs have been patterned after the federal system. However, unlike their federal
counterparts, state civil servants were required to contribute to their RJUs from the very inception
of the plans. Another critical difference between the federal and state schemes is that either
pension or survivor benefits paid by the state RJUs, and in some cases both, are taxed.'4 Table
111.9 shows the different rates of contribution required in each state's system, at the end of 1998.

3.37 The majority of currently active state civil servants are expected to qualify for retirement
benefits in the next five to ten years. The distribution of active state workers by age cohorts in
Figure 111.4, shows that 35% of workers fall into the 40 to 49 age group - 66% of these workers are
women. In addition, the majority of publicly employed teachers receive their pensions under the
state plans. Teachers can comprise as much as 30% of some states' workforces. Since most

12 There are now two classes of federal, state and municipal workers - the "estatutaros" or administrative workers that
contribute and receive benefits from the state under the RJU requirement, and the 'ceIetistas' after C.L.T., or
consolidac6es das leis do trabalho: contracted, 'temporary' workers who contribute and receive benefits from INSS
under the RGPS.
13 There are many inconsistencies in the numbers of active and retired govemment workers at the state and municipal
levels reported by MARE and MPAS. RAIS data is collected annually with a lag of two years, but only counts active
workers. Authorities hope that the quality of data on number of pensioners and the monetary amounts of pensions
received will improve, as DEPEM builds on its new database.
14 This tax on benefits is commonly referred to as a 'contribution" to the system by retirees and survivors.
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teachers are also women and tend to retire earlier, that the majority depend on the state RJUs for
their refirement income greatly increases the states' implicit liabilities. Furthermore, the bulk of
each state's police force receives the same treatment - exemption from contributions and lifeUme,
tax-free survivor benefits - as do military personnel in the federal RJU.

Table 111.9: RJU Statutory Contribution Rates: Pensions, Survivor and Health Benefits, 1998

Govemment Entity From Treasury From Salaries From Pensions Comment
(% of Wage (% of Salary) & Survivor
8W) i11} t0;: 0 00?jX ; ;0 Benefits

(% of Benefit
Payments)

Federal 0 11 0 -

Selected States

Sao Paulo 6 8 8 -

Minas Gerais 4 8 8 -

Rio de Janeiro 2 11 2 -

Rio Grande do Sul 4 11 11 2% of contributions does
not fund RJU

Parana 0 9.3 9.3
Distrto Federal 0 12 0
Pemambuco 4 8 4
Santa Catarna 4 8-12 8-12 Depends on Income

Level
Goias 0 6 6
Bahia 10-17 10-17 10-17 Depends on Income

Level
Espirito Santo 10 7 7

Para 10 8 0
Ceara 3-5.5 6-11 0 Treasury pays half of

worker contrubution
Maranhao 7 9-12 0 Depends on salary level
Source: DEPEM/MPAS. Note that Parana numbers do not add up to the 23% contrbution (13% employer and
10% emplcyee) that is used in the Parana simulations of the planned reform.

3.38 The impending retirement of the majority of state workers is sure to entail a considerable
financial burden on the state systems that, like their federal counterpart, calculate pension benefits
based on workers' last month's wages. In 1997, 52% of state civil servants were eaming more
than four minimum wages, while 28% received more than seven minimum wages. Given the
pattem of transition from salary to pensions observed in the past, it is expected that most state civil
servants will receive a promotion immediately prior to retirement, thus causing the pension
liabilities of the state systems to balloon.
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Figure 111.4 Distribution of State Civil Servants, by Age and Salary Cohorts
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3.39 A comprehensive database of benefits paid by the states does not yet exist. However,
some benefit data are available on a state-by-state basis. Figure 111.5 shows the distribution of
pensioners in two state systems (see Beltrao and Oliveira, 1997 and 1997b for details). Although
the largest number of retired workers in Mato Grosso receive a pension between one and three
minimum wages, over 43% receive a pension worth more than five minimum wages.
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3.40 In 1995, the largest group of retired state civil servants in Para received a pension worth
more than 80 minimum salaries. This cohort represents over 35% of the state's benefit recipients.
In the same year, 23% of active state workers received an equivalent salary. Evidence is not yet
available to determine whether the benefits paid by the state governments of Mato Grosso and
Para are typical of the pensions paid by other state RJUs. However, the data on these two states
in addi6on to the results of the state RJU simulation in the next section, serve as a tentative
indication of the nature of the RJU liabilities faced by state governments.
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111.3.B A Simulative Look at the State RJU of Parana

3.41 This section presents the results of simulations performed on data from the State RJU of
Parana. As in the Federal case, our simulations include analysis of the current parameters of
Parana's pension scheme under varying macroeconomic scenarios, as well as analysis of the
reform developed by SEAP, the state government's special unit on pensions, and passed into law
in December 1998. A more detailed discussion of the parameters of the simulation of Parana's
RJU is provided in Gill and Packard (1999).

Table 111.10: Parana in Relation to Other States

State Population Government State GDP Pension Share Wage Bill
(Thousands) Workers (R$ millions) of Wage Bill Share of Net

(%) Revenue (%)
Acre 514 26,144 1,399.2 9.5 66.1
Alagoas 2,688 47,354 5,615.2 29.3 74.3
Amazonas 2,521 54,161 9,988.2 29.3 42.5
Amapa 421 5,882 1,119.5 0.8 75.3
Bahia 12,532 155,536 41,695.1 19.0 52.5
Ceara 6,810 15,671 14,821.7 18.0 61.2
Distnto Federal 1,877 68,106 21,020.4 28.0 77.3
Espinto Santo 2,853 32,704 13,027.0 21.4 65.4
Goias 4,640 77,539 23,560.0 38.1 61.7
Maranhao 5,295 51,872 8,097.8 25.5 66.5
Minas Gerais 16,905 219,724 84,418.0 34.6 80.0
Mato Grosso do Sul 1,964 40,569 15,961.3 10.5 65.2
Mato Grosso 2,288 30,868 12,146.0 23.1 60.7
Para 5,651 77,636 17,350.8 19.7 69.5
Paraiba 3,332 54,618 5,642.7 24.0 45.7
Pemambuco 7,467 90,468 19,286.0 30.5 70.9
Piaui 2,696 3,581 4,363.8 22.7 69.7
Parana 9,142 95,548 58,841.6 364 68.8
Rio Grande do Sul 9,762 132,212 68,845.8 38.8 84.9
Rio de Janeiro 13,556 220,671 91,413.5 37.4 79.7
Rio Grande do Norte 2,594 68,877 6,250.6 24.6 66.6
Rondonia 1,276 25,216 4,994.7 6.9 83.0
Roraima 254 91 684.7 0.1 23.2
Santa Catarna 4,958 47,636 29,738.8 32.0 66.9
Sergipe 1,657 42,053 5,689.1 20.2 65.3
Sao Paulo 34,752 391,125 293,732.4 34.8 62.3
Tocantins 1,081 25,594 2,735.2 5.5 43.8
Source:

3.42 Table 111.10 presents some economic and fiscal indicators for Brazil's states and the
Federal district. Parana is the sixth largest state in terms of population and number of civil
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servants, is fifth-largest in terms of GDP, has the fourth-highest share of pension as fraction of
wage bill among all states, and has the tenth highest share of personnel costs as a fraction of net
revenues. The ratio of government employees to the state population in Parana is about 1%,
compared with the average for Brazil of about 1.3%. So government workers appear to be better
compensated - especially in terms of pensions - than workers in the average state.

Simulating the Base Case in Parana

3.43 Using the same macroeconomic assumptions as in the Federal RJU simulations, Table
111.11. presents the state plan's fiscal indicators from five separate base case scenarios. Readers
should note that in the state-level simulations, GDP is replaced by the state-government's current
revenue from taxation. As in the Federal RJU base case simulabons, the fiscal impact of civil-
servant pensions depends critically on the assumed rate of public-sector salary growth. Although
Parana's state govemment has enacted policies that would limit the rate of salary growth in the civil
service to 1.5% annually (Scenario 2), as mentioned earlier, this variable is notoriously vulnerable
to future political pressure. For this reason a more pessimistic view is taken. The results from our
preferred scenario - Scenario 3, that assumes 2.5% salary growth - are presented in bold.

Table 111.11: Parana RJU Base Case Scenarios - Fiscal Indicators

Scenario l Scenario 2 Scenario 3 Scenario 4 Scenario 5
RJU Deficit (R$ millions)

2000 932 932 932 932 932
2010 2,213 2,214 2,406 2,406 2,613
2030 11,595 11,595 15,333 15,333 20,222
2075 237,188 237,188 487,591 487,591 995,419

RJU Deficit as % of State Current
Revenue

2000 19 19 19 19 19
2010 19.8 19.8 21.6 18.3 19.9
2030 21.7 21.7 28.7 16.6 21.9
2075 13.1 13.1 26.8 7.1 13.3

Affordable Contribution (%) 78 78 81 81 85
Affordable Replacement (%) 13 13 13 13 13
NPV Financing Gap (R$ millions) -34,720 -16,941 .20,848 -20,849 -26,579
IPD as % of Current Revenue

2000 499 346 388 388 439
2010 573 364 455 387 489
2030 519 328 500 289 446
2075 324 217 485 118 282

Notes
Scenario 1: GDP growth 3%, productivity growth 1.5%, real interest 3%
Scenario 2: GDP growth 3%, productivity growth 1.5%, real interest 6%
Scenario 3: GDP growth 3%, productivity growth 2.5% ,real interest 6%
Scenario 4: GDP growth 5%, productivity growth 2.5%, real interest 6%
Scenario 5: GDP growth 5%, productivity growth 3.5%, real interest 6%
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3.44 In the year 2000, with no change to the state plan, the total benefits paid to retired state
civil servants amount to R$1.2 billion. At the 9.3% contribution rate charged to active and retired
workers, Parana's treasury collects only R$288 million leaving an operational deficit for the state
govemment of R$932 million, or 19% of current revenue. The state RJU's current financing gap
widens to 22% of total revenue in 2010, and 29% in 2030. The net present value of the
accumulated deficits throughout the simulation horizon is R$21 billion, over five times the state's
total expected revenues in 1999.

3.45 The RJU's contribution and benefit parameters as applied at the state level, are just as
unbalanced as in the Federal plan. For the net present value (NPV) of the current balance
between contributions and payments to be zero, the average rate of replacement to a retired state
civil servant would have to be lowered to 13%, while contributions would have to be raised to 81%.

3.46 Parana's implicit pension debt, although not as explosive as that accruing to the federal
executive branch, is fiscally unsustainable. The PROST estimate of the state's IPD in 2000 is
R$19 billion, almost four times the state's revenues that year. The implicit liabilities imposed by the
RJU grow to four-and-a-half times total revenue by 2010, and five times total revenue by 2030.

Isolating the Burden of Teachers' Benefits in the Base Case

3.47 As mentioned earlier, the majority of teachers employed in Brazil's public education
system receive their salaries and benefits from state govemments. As in the federal civil-servant
pension system, teachers enjoy special arrangements under state RJUs. As teachers can retire
with full benefits after only 30/25 years of service, since many retire even earlier with proportional
benefits, and because the majority are women with longer average life spans, they receive an
important portion of the states' contingent liabilities. Teachers, therefore, represent a key
constituency whose support will be critical to whatever reform program state and Federal
govemments choose to adopt. This section presents the results of PROST simulations performed
using salary and benefit data on Parana's teachers. The teachers' data are isolated from the
universe of civil servants in order to appreciate the fiscal weight of their special benefit parameters
on the state budget. For simplicity, we have limited our simulations to the base case assumptions
in Scenario 3.

3.48 Parana's implicit pension liability to its teachers in 2000 is R$ billion - almost 150% of the
state's total revenue in 1999, and 40% of the IPD to the universe of civil servants in the same year.
By 2030, the IPD to teachers has risen to R$ billion or % of pension liabilities overall. Table 111.12
illustrates the weight of teachers' benefits in terms of benefits to all retired state civil servants.

3.49 Table 111.13 presents the internal rates of return from the state RJU simulations. As in the
federal simulation, analysis is contained to three men and women with working periods of differing
lengths. We repeat the assumption that all state civil servants begin working at the age of 21, that
they have a full contribution history, and that their initial salaries and salary growth is the same. We
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assume that the first man/woman retires after 25/20 years, to capture the rate of return from the
system to teachers retiring with partial benefits. The second of each sex, represents teachers
retirng will full pensions after 30/25 years, or non-teacher civil servants retiring early with
proportional under the normal vesting parameters of the system. The last pair represent those
tireless civil servants who retire after meeting the vesting requirements for a full pension.15

Table 111.12: PROST Parana Simulation Results -Fiscal Indicators

Indicator Universe of Teachers Weight of
Civil Servants only Teachers

Present value (R$ billions)

Payments 25.9 8.1 31%

Revenue 5.1 0.8 15%
Current deficit -20.8 -7.4 35%

Affordability Indices (%)
Affordable replacement, given contributions 13% 3%
Affordable contribution, given replacement 81% >90%

Implicit pension debt (% of total current revenue)
2000 388% 154% 37%
2010 455% 212% 44%
2030 500% 162% 31%

Source: PROST Projedions, 1999
1. Teachers' impact presented as a % of universal indicators, where applicable

Table 111.13: Parana RJU, Internal Rates of Return (%),

Clvil Servant Employee Contribution-based
(9.31

Sex, Age Group Sttutoq
Men

(teacher) 21 -46 20.8
21-51 18.9
21 -56 17.4

Women
(teacher) 21 -41 21.5

21-46 18.8

21 -51 18.8
Source: PROSTPmjections,

'5 As in the Federal RJU simulatons, national mortality data are used in the simulations on Parana. Civil servants are
likely to have much lower mortality than national level, therefore, IRRs are understated. Similady, Parana is a faidy
high income state, and its civil servants are even more likely to have lower mortality than overall, so the results are
most likely understated even further.
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3.50 It is clear from the rates of return tabulated above, as under the Federal regime, the
incentive structures inherent in Parana's length-of-service pensions favor those who retire early.
The statutory rates for all of the civil servants in the simulation are at least double the market rate.
Not surprisingly, teachers enjoy the highest retums to their contributions towards pensions. As in
the federal simulation, the returns to women are in most cases higher than those to their male
colleagues with similar employment histories, but only slightly.

Simulating the December 1998 Reform -ParanaPrevidencia

3.51 In December 1998, Parana's state legislature passed legislation that will imply dramatic
structural adjustments to the pension regime for the state's civil servants. Contributions from active
and retired public sector workers will be raised from 9.3% to an average rate of 11.12%, and a
matching 11.12% average contribution from the state-as-employer will be formalized, raising total
revenues earmarked for RJU benefits to 22.24% of pay-roll and pension expenditure. It should be
noted that Parana's govemment is limited in the possible reforms to the state RJU that it can enact
by the 1988 Constitution. The state legislature cannot pass changes in benefit and vesting
parameters independently of the federal government. Although Parana has effectively cut benefits
by raising the average contribubon rate paid by pensioners from 9.3% to 11.12%, the state's reform
efforts are constrained by the 100% replacement guarantee.

3.52 In addition to raising contributions, Parana's government will create a pension reserve fund
for current workers under 50/45 years (men/women) and all newly hired civil servants, that will be
subject to the same investment and disclosure regulation as Brazils EFPPs. A fuller description of
the Parana proposal, as well as a discussion of the strengths and weaknesses of the new state
pension fund's govemance structure, are included in Chapter V of this report.

3.53 An important feature of the reform, and one critical to the short and medium-term viability
of the new fund, is the separation of contribution revenue from "younger-active" and new civil
servants (the switchers), from "older-active" and retired public sector workers (the non-
switchers). Under the state's constrained reform, both groups will receive 100% of their last
salary, and a separation of contribution revenue will be strictly enforced. Funds from the younger-
actives and new civil servants should accumulate in the new pension fund to be invested, while the
contributions from older-actives and retired civil servants, together with substantial transfers from
the state treasury, will finance the transition costs. Table ## presents the results of simulations of
the reform proposal. For simplicity, we have limited our analysis to two scenarios: wage growth at
1.5% and at 2.5%, holding GDP (tax revenue) growth constant at 3%.

3.54 As shown in Table 111.14, Parana's reform proposal achieves significant cuts in the state
RJU current deficits as well as in the state's implicit pension debt, The reform lowers Parana's IPD
to 84% of what it would have been in 2000 had no reform been undertaken. The IPD in 2030 is
lowered to 34% of the state's liabilities in the base case. However, RJU deficits remain an onerous
fiscal burden deficits as a percentage of current revenue. The 100% replacement guarantee keeps
the reformed system in deficit until 2064 when the last of the transition generation and its survivors
stop receiving benefits.

85



Brazil: Crtical Social Security Issues

Table 111.14: Fiscal Indicators of Parana's RJU Reform Proposal

Scenario 1: Scenario 2:
1.5% Wage Growth 2.5% Wage Growth

Panel I - Combined Switchers and Non-Switchers
RJU Deficit as % of State Current Revenue

2000 -10.4 -10.4
2010 -9.6 .10.4
2030 -4.3 -5.7

First Year in Balance 2064 2064
Reformed System IPD as % of Pre-reform Liabilities

2000 86.5 84.1
2010 68.8 66.6
2030 35.8 34.4

Source: World Bank PROST Simulations, 1999
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3.55 The state government proposes to finance the benefits of the non-switchers with a
combination of proceeds from privatization of state assets, lending from the federal government
and internafional institutions, and recently won transfers from INSS.16 Figure 111.6 shows the
evolution of the Parana RJU deficit assuming a one-time transfer from the government equal to

16 Reimbursing pension contributions of state civil servants to the RGPS prior to 1988 when the state RJU was created
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50%, 100% and 150% of the state's current revenues to fund post-reform RJU benefits, with 1.5%
annual wage growth (conservative assumption), 3% annual growth in tax revenue and a 6% real
return on whatever portion of these transfers remain for investment after beneficiaries are paid.

3.56 Clearly, these large infusions of capital to the regime cannot sustain benefit payments
during the transition. If Parana manages to transfer to the RJU a sum equivalent to 150% of the
govemment's annual tax revenues, the regime will stll enter into operational deficit in 2007, and
begin eating into its fund reserve until this too depleted in 2015. Our simulations of the new
pension fund for switchers, meanwhile, are promising. However, while the new fund remains in
surplus in the first ten years after the reform, the depth of the new plan's operational deficits and
the life of the fund reserve, depend critically on the rate of wage growth (and consequently growth
of RJU benefits) as well as the real rate of interest eamed on investments.

Table 111.15: Fiscal Indicators of Parana's New Pension Plan
Scenario 1: Scenario 2:

1.5% Wage Growth 2.5%/ Wage Growth
Fund Balance as % of State Current Revenue, 3% return

2000 5.8 5.8
2010 1.6 -2.8
2030 -5.5 -7.2
2075 -1.7 -3.5

First Year in Operational Deficit 2013 2012
Year Reserve Fund is Depleted 2019 2018
Fund Balance as % of State Current Revenue, 6% return

2000 5.8 5.8
2010 3.3 3.3
2030 -5.5 -7.2
2075 -1.7 -3.5

First Year in Operational Deficit 2014 2014
Year Reserve Fund is Depleted 2022 2021
Fund Balance as % of State Current Revenue, 10% return

2000 5.8 5.8
2010 6.5 6.5
2030 0.1 -5.6
2075 -1.7 -3.5

First Year in Operational Deficit 2031 2022
Year Reserve Fund is Depleted 2044 2030

Source: World Bank PROST Simulations, 1999

3.57 Table 111.15 isolates fiscal indicators for the switchers in the new pension fund, at varying
real rates of return on the fund's investment. Even in the most optimistic scenario, where annual
wage growth is held at 1.5% and the pension fund earns an unrealistically high 10% real return,
generous RJU benefits re-open a deficit in 2031.
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111.3.C A Snapshot of the Remaining State RJUs

3.58 In 1997 Brazil's state treasuries paid out R$15.8 billion in pension and survivor benefits -
approximately 31% of the states' total personnel expenditure, 21% of their current revenue, and
1.8% of the country's GDP. According to the 1997 consolidated wage bill and the reported rates of
contribution, the states should have collected R$3.4 billion in contributions,17 implying a combined,
total deficit of R$12.6 billion or 1.4% of GDP. This financial picture is expected to rapidly
deteriorate and the combined deficit of the state RJUs to grow to R$14 billion in 1999, deepening
shortly thereafter as the largest cohort of workers approaches the average age of retirement.

3.59 Data on expenditures and revenues of municipal RJUs is still being compiled by MPAS.
Federal authorities expect the consolidated RJU deficit at the municipal level to reach R$2.5 billion
in 1998, and to grow to R$2.6 billion in 1999. These figures, while not trivial, are not important
enough by themselves to radically alter the conclusions drawn from using estimates of state RJU
imbalances as representative of the problem of subnational civil service pensions.

3.60 Although contributions from the salaries of active workers, and taxes/contributions on
pension payments have been in effect since their inception, this does not guarantee an earmarked
stream of revenue to a RJU "reserve fund" in every state. MPAS authorities report that in most
states contributions flow directly to the treasury and become part of the state's general revenues,
rather than being set aside for investment, as is the case of social security contributions in the
United States. With data from 1997, Table 111.16 shows what the major states paid out in pension
benefits in absolute terms, what they collected as contributions, and their current financing gap.
The precarious financial situation of the state RJUs is apparent from the static picture of the stock
of benefits, contributions and the financing gap in 1997.

3.61 MPAS officials have begun working with their state counterparts to assemble data for a full
actuarial audit of each state's implicit pension debt given current contribution and benefit
parameters. Extrapolafing from the results of the Parana simulation exercise and using information
on the weight of Parana in total state RJU expenditures, we provide conjectural estimates of the
current deficits, implicit pension debt, and financing gap for the state RJUs as a whole over the
next fifty years. These estimates provide only illustrative measures of the problem of public-sector
pensions and cannot substitute for a state-by-state actuarial audit. Nevertheless, the report
provides the first measure of the fiscal consequences should states fail to reform their RJUs.

17 MPAS estimate of collected contrbutons, made by applying the reported rates of contribution to the current wage
bill.
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Table 111.16: RJU Fiscal Indicators, 1997

Government Entity RJU Expenditures Contributions Financing Gap RJU
over Current Expenditures to

Revenue Personnel Costs

Federal 19,514.4 2,583.0 21.8 45.2
All States 15,788.2 3,359.9 16.8 31.3
Selected States

Sao Paulo 5,025.3 740.9 19.2 34.8
Minas Gerais 1,817.1 419.7 21.3 34.6
Rio de Janeiro 1,781.8 268.0 25.3 37.4
Rio Grande do Sul 1,517.0 273.4 27.0 38.8
Parana 1053.8 231.6 19.6 36.4
Distnto Federal 829.7 256.2 14.9 28.0
Pemambuco 489.2 108.8 16.8 30.5
Santa Catanna 481.5 150.4 14.7 32.0
Goias 407.3 39.7 21.2 38.1
Bahia 380.1 170.1 5.5 19.0
Espinto Santo 238.5 78.0 9.4 21.4
Para 224.5 73.3 9.2 19.7
Ceara 203.8 79.1 6.7 18.0
Maranhao 191.5 60.3 10.3 25.5

Source: DEPEMWMPAS.

3.62 Before proceeding further, we provide some justification for this approach. In particular,
we briefly survey state RJU fiscal indicators to show that the problems faced by Parana's are not
atypical of other Brazilian state government pension systems.

* Parana accounts for about 7% of state-level RJU spending. As shown in Table 111.16, it is the
fifth largest state in this regard. Parana and the four largest states in terms of economic
activity and RJU expenditure - Sao Paulo, Minas Gerais, Rio de Janeiro and Rio Grande do
Sul - together constitute three-fourths of state pension expenditures, contributions and deficits.

* The ratio of Parana's RJU payments to state personnel expenditures exactly matches that of
the four largest states, and is about 5 percentage points higher than the average for all states.
At the very least, therefore, Parana's pension spending is representative of 75% of the nation's
state RJU problem. The wage bill as a share of net current revenues (the Camata ratio) is
about 70%, similar to that of the largest four states.

* In other fiscal aspects, Parana is more representative of the average Brazilian state.
Contributions as a share of RJU spending in Parana and its RJU payments as a share of state
GDP are representative of the average.
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3.63 Parana RJU contributons as a share of total contributions was 6.88%, the state's RJU
expenditures as a share of total state RJU expenditures was 6.67% and Parana's RJU deficit as a
share of total state RJU deficits was 6,54%. Civil servants in Parana as a share of total state
govemment employees was 4.55%, and Parana's share in the nation's population was 5.73%.
These numbers suggest an "expansion factor" of approximately 15. That is, the magnitude of the
fiscal challenge faced by the state RJUs, is assumed to be fifteen times the problem faced by the
govemment of Parana alone.

3.64 Based on Parana simulations and our assumed expansion factor, the challenges faced by
the state RJUs as a whole would be as follows:

* A current deficit that in 1998 totalled R$11.4 billion that by 2010 more than triples to R$36.09
billion.

* An implicit pension debt (viz.., the cost of stopping the system at a point in time and paying off
all accrued liabilities) that is stable over the simulation period, at roughly 30% of Brazil's GDP.

• The net present value of the aggregate state financing gap (viz., the cost of continuing to run
the system in its current form over the period 1998-2075) is about R$312 billion, or roughly
35% of Brazil's GDP.

111.4 A CROSS-COUNTRY COMPARISON OF GOVERNMENT PENSIONS

3.65 The origins of the national, government-mandated social security model lie in the
compensation and benefit systems developed for public-sector workers in Europe in towards the
end of the l9th century. How these original benefit schemes for civil servants were structured was
an influential factor in the design of the national pension systems for workers in the private sector
that followed. Researchers have noted a "demonstration effect", by which over time the
parameters of civil-servant pension and survivor benefits in many OECD countries were not only
replicated in other government-mandated, first-pillar systems, but often came to be expected from
employer provided, third-pillar plans. (IMF, 1994) Such an effect implies that in the long term, the
institutional consequences of vesting parameters and benefit guarantees set for civil servants will
manifest outside the public sector, and that in establishing systems for its workers government has
a greater responsibility for ensuring that these are fiscally sustainable.

111.4.A Parameters and Importance of Civil Servant Pension Systems

3.66 In Western Europe, the development of public-sector pension systems has followed two
basic models: (i) the extended earnings model: where pensions are regarded as extended
(sometmes reduced) eamings, to be paid for out of the national budget in the same way as wages
for public employees (civil servants who were public officials during their active careers, are treated
as such upon and during their retirement); and (ii) the deferred earnings model: where pension
societes are established and savings invested to support members in their old age, and pre-
funding is based largely on actuarial principles. (OECD, 1997)
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3.67 In most OECD countries, the first model became the norm. The prevalence of the
extended eamings model in the public sector in Europe and the U.S was justified by the perception
of 'civil service' as a sacrifice in these countries. A close link between retirement benefits and final
salary was seen as a way to smooth income for a portion of the labor force that chose to forgo
higher eamings in the private sector. The parameters of the extended earnings, defined benefit
systems offered to public sector workers in four OECD countries, are presented in Table 111.17.

Table 111.17: Parameters of Civil Servant Pension Systems - Selected OECD Countries
Country Pensionable Minimum Reference Replacement Disability & Early

Age Vesting Salary Formula Survivors Retirement
France 60 up to 65 15 years, Last 6 2% of final salary Disability based on At 55 for police,
DB/PAYG Contributing months, per year served, years served teachers and

7.85% of excluding up to 37.5 years = 500/ to surviving "active" duty
gross salary bonuses 75% spouse until re- Mothers of 3

Flat minimum after maniage children after 15
25 years of 10% to orphans years served
service until age 21

Gennany 65 up to 67 5 years Last 2 years 1.875% of final Disability based on At 62 for a
DB/PAYG No worker salary per year years served plus reduced benefit

contribution served, up to 40 213 year for years - reduction atyears = 75% up to age 60 3.6 per year
The higher of a 60% to surviving before 65
flat minimum of spouse At 60 for police
35% of final salary 120/o to orphan of and fire-service

single deceased - At 60 for
20% to orphan of handicapped
two deceased

Netherlands 65 No minimum Last year 1.75% of final Disability based on At 61 if served
DB/Fully Funded, vesting salary per year final salary, 40 years
in addition to Contributing served from age according to
universal 10.1% of 25 = 70%/o severity
benefdt... salary, less a 5/7 of deceased's

franchise pension to surviving
payment for spouse
universal
benefit

United Kingdom 60 up to 70 No minimum Last year 1.25% of final With at least 2 At 50 with
DB/PAYG vesting salary per year, up years served, accrued benefit
optional and Contributing to 40 years = 50°/O disability based on and actuarial
complementary 1.5% of Additional tax-free years of service reduction
to national worker salary lump-sum at 50%/o of pension to
system - mainly for retirement = 3 surviving spouse,

benefits to times annual plus tax-free lump
dependents pension sum = 2 year's

Cannot be less salary if death in
than under service
national system
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3.68 Although the extended earnings model came to dominate in most countries, nowhere were
civil servants (or private sector workers, for that matter), guaranteed 100% of their exit salaries.
Retirement ages varied from 52 to 70 years, the reference wage was usually a fraction of the last
months salary, and average benefits were as often higher as they were lower than average
benefits in the private sector. In comparison, the generosity of Brazil's RJU, in terms of vesting
requirements and replacement rate guarantees is immediately apparent. Table 111.18 presents the
average rates of replacement offered in a larger selection of OECD countries, as well as the
average earnings replacement received by retired state civil servants in the US (by years of
service, and salary level).

Table 111.18: Replacement Rates in First-Pillar Pension Systems

a. Ratio of Average Pension to Average Wage in b. Replacement Rates in U.S. Civil-Servant
Selected OECD Countries, 1980 Pension Plans

X___________________ _ V(Retirement Benefi as % of Final Earnings)

Canada 34 After 20 years of service
Denmark 29 > Salary of $15,000 34
Germany 49
Italy 69 > Salary of $25,000 34
Netherands 44 > Salary of $35,000 34
Sweden 68
Switzerland 37 After 30 years of service
United Kingdom 31 > Salary of $15,000 52
United States 44 > Salary of $25,000 52

OECD average 45 > Salary of $35,000 44
Source: World Bank (1994) Source: Mitchell & Carr (1995)

3.69 In addition to vesting and benefit parameters, the right choice of indexation mechanism -
indexation of pension benefits to inflation or to current wages - is critical to the long-term viability of
pension regimes. Research has shown that pension indexation to wages threatens the viability of
defined-benefit systems when the number of benefit recipients increases in relation to the number
of supporting active workers. Furthermore, where pensions are tax exempt, wage indexation
implies a net increase in retirement income relative to net wages, thus increasing both the
incentives to retire early and the rate at which government's pension liabilities accumulate.
(Vording, 1997) In Europe, the US and Japan, there is a clear trend away from pension indexation
to wages, and toward indexation to prices (or a combination of the two). Of the 16 OECD countries
listed in Table 111.19, only four index first-pillar pension benefits to current wages.

3.70 In addition to institutional precedents, the impact of pension regimes for public sector
workers on the larger economy can be more direct. When the government acts as employer, the
benefit schemes it chooses to offer its employees are not subject to the same constraints as those
faced by private firms. (Marks, et al, 1988) Government's power of taxation and the ability to issue
"sovereign" guaranteed debt, soften budgetary constraints - it becomes easier to lose sight of the
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costs, and to focus primarily on benefits. (Mitchell & Carr 1995) In addition to softer constraints,
civil-servant pension systems are in most instances designed by civil servants themselves, who
have every incentive to set high benefit guarantees and loose vesting requirements.

Table 111.19: Pension Indexation in Selected OECD Countries
Price (P) Versus Wage (W)

1964 1971 1978 1986 1993

Belgium p p p p p
Denmark P P P P W.
Finland' P P P P P
France W W W W P
Germany W W W W W
Nethedands W W W W W
Sweden p p p p p
Austda - W W W W
Canada _ p p p p
Norway - W/P W/P W/P W/P
Italy - P W/P W/P P
Japan - - W/P W/P P
New Zealand - - P W
Switzedand - - W/P W/P WIP
United Kingdom - - W/P P P
United States - - P P P

Source: Vording, 1997, p. 35
P: beneffts indexed to CPI, W: benefits indexed to wages, WIP: benefits indexed to combination
1. Finland: flat rate pension indexed to CPI, while wage-related pension indexed to combination W/P

3.71 Where contributions from the govemment-as-employer are not specified, the rationale
behind the level of public spending on benefits to civil servants is opaque. The state's benefit
obligations are bundled together with non-pension related deficit spending, and eventually passed
on to the private sector in the form of higher taxes. Thus, all of the well documented negatve fiscal
externalities and perverse incentives of unfunded PAYG, defined-benefit systems are compounded
in public-sector pension regimes. For this reason, there is an growing shift away from the
unfunded, extended earnings principle, toward deferred earnings models of retirement security for
employees in the public sector (OECD 1997).

I11.4.B Trends in Civil Service Pension Reform

3.72 In 1996, the World Bank commissioned a survey of civil service pension regimes in 53
countries. The survey found that in most countries, as in Brazil, pension benefits to public sector
workers had (or would soon) become an unsustainable burden on public resources. The
challenges faced by governments ready to reform the pension schemes for their civil servants, are
similar to those that arise in the reform of broader national social security systems. Immediate
measures that have been taken to cut costs and slow the accumulation of pension liabilities include
parametric reforms, such as setting higher retirement ages and/or longer vesting periods,
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tightening early retirement provisions, and raising contribution rates. Some countries have opted
for deeper structural reforms such as the establishment of DC plans either to complement or
substitute the unfunded DB plans, or even full privatization of their pension schemes.

3.73 Governments in developing as well as developed countries are increasingly seeking to
integrate civil service pension plans with the larger national systems. Full integration is taking hold
as a fiscally prudent strategy for reform in every region of the world, but particularly among
industrialized countries and in Latin America. This integration can be pursued either by (i) treating
civil service pensions as third-pillar, employer-provided plans; (ii) conducting a formula-based
transfer of accrued rights to the social security system; or (iii) wholesale absorption of civil servants
in to the national system (World Bank, 1996).

Box 111.1. Reform of Civil Servant Pensions in the:US:- Any Lessons for Brazil?

The provisions made by the US government to transfer public-sector workers to the national social security
system, provide valuable lessons for Brazil on how it might merge its two first pillar regimes.

The present federal civil service pension system in the US, consists of two regimes: a Civil Service
Retirement System (CSRS) covering public-sector workers hired prior to 1984 and a Federal Employee
Retirement System (FERS) that applies to workers hired since 1983 or who elected to transfer out of the
CSRS. Due to the enormous fiscal burden it imposes, the CSRS is being phased out. CSRS workers who
transfer to FERS receive credit for their years of service under CSRS. As an incentive to switch, CSRS
workers who transfer also receive matching government contributons on a portion of their voluntary
contributions into a special savings plan.

FERS, established in 1986, requires that participants are covered by the natonal social security system.
FERS comprises three pillars: (i) social security, (ii) a basic annuity plan, and (iii) a thrift savings plan (TSP).
The first two components are defined-benefit plans, while the third is a defined-contribution plan. FERS
participants are required to pay the full social security contibution in addition to a small contribution towards
the basic annuity comportent. It is possible for FERS affiliates to contribute up to 10% of salary toward the
tax-deferred TSP. Allocating this money among three investment funds devoted to government securities,
common stock, and/or fixed income investments, respectvely.

The CSRS benefit formula, with its higher accrual rate of 1.5-2%, is applied to years of service up to the
date of transfer. The FERS benefit formula consists of a lower standard accrual rate of 1-1. 1% for years of
service after the time of transfer, and a social security supplement that approximates the social security
benefit earned while the worker was employed by the federal govemment.

As an incentive to civil servants to switch into FERS, the government matches social security contributions
as well as up to 5% of the employee's contribution to TSP. Workers who remain in the CSRS can invest up
to 5% of eamings in the TSP but do not receive any matching government funds.

Description of the US reforn, taken from World Bank (1996)

3.74 As economic development leads to growth in private employment opportunities, the
importance of aligning the vesting and benefit parameters - and of eventually integrating first-pillar
pensions systems for public and private sector workers - rapidly increases. Such an alignment,
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along with the establishment of sustainable, well governed and regulated second and third-pillars
to diversify old-age and investment risk, will increase inter-sectoral labor mobility and enable
individuals to pursue economic activities beKter suited to enhancing prospects for economic growth.

3.75 Govemments today are more likely to shift responsibility for civil-service pensions to the
private sector, for both fiscal and ideological reasons. Since the 1980s the historical public/private
divide with respect to pension provision has been quickly eroding. Whereas in the earlier half of
this century their seemed to be a clear consensus on the division of social and private
responsibilities vis a vis old-age income security, as more and more countries become aware of the
benefits to national savings and the enhanced long-term growth prospects possible form privatizing
at least a portion of pension schemes, the set of viable options for pension reform has widened
considerably.

111.5 SUMMARY AND CONCLUSIONS

111.5.A The Magnitude of the Problem

3.76 The main findings of simulations are presented in Table 111.20. Note once again that the
Federal RJU simulation is contained to executive branch civil servants, and thus understates the
problem at the Federal level. Including retirement, disability, and survivor benefits currently
enjoyed by the military, judiciary and legislature would increase the magnitudes reported here
substantially. The results reported for the state RJU sector as a whole may also change when
state by state actuarial assessments are compiled, though it is uncertain whether this would result
in sums greater or smaller than those imputed here.

3.77 The results presented in Table 111.20 can be summarized as follows:

* Without any reforms, current deficits in the Federal RJU quadruple from R$13.5 billion to
R$50.7 billion in less than fifteen years. The rate at which the system accumulates liabilities is
even greater: the implicit pension debt as a percentage of GDP increases mores than four
times to 36.8%. The cost of continuing to run the RJU without any reforms until 2075 is R$440
billion for just federal executive branch workers.

* Without any reforms, current deficits in the state RJUs more than triple from R$11.5 billion to
R$36 billion. However, the liabilities of the system appear to have reached steady state,
although at an unsustainably high level of about 30% of the country's current GDP. The cost
of running the state RJU until 2075 is about R$312 billion.

* By 2010 between 40-45% of the state RJU implicit pension debt is attributable to teacher
pensions.
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Table 111.20: Summary of Key Simulation Indicators
Base Case and Approved Reforms

Current Deficit (Billion R$) IPD as Share of GDP (%) NPV of Affordable Rates
1997 2000 2010 1998 2000 2010 Financing (average %)

Gap Replcemt Contribn
(Billions R$)

Federal RJU - Executive Branch Only

Base Case 13.5 18.1 50.7 10.6 20.9 36.8 440 <6 >100

Transition to 60/55 yrs 12.8 17.0 45.7 9.2 17.7 29.8 392 'b >100
& Increased
Contributions

Parana RJU'
Base Case 0.77 0.93 2.40 14.1 19.0 50.8 20.8 13 81

Teachers in the Base 0.32 0.46 1.2 3.6 7.4 22.7 7.3 3 >100
Case

Parana's Reform - 0.51 1.0 - 16.1 31.9 - 14 14
(Scenario 3)

All State RJUs - Imputed from Parana Simulations
Base Case 11.5 13.9 36.0 24.0 26.0 30.0 312

Notes: See text for details.
1. IPD Numbers for Parana are in R$ billions, while those for the federal and state RJU systems are as a share of GDP.
3. Imputed state RJU magnitudes are obtained by applying an expansion factor of 15 to the estimates for Parana. See Annex # for
derivation of expansion factors.

3.78 The theoretical cost of shutting down the state RJUs (viz., paying off its accumulated
debts, R$249 billion in 1999) is equal to about 80% the discounted present value of continuing to
operate the state systems for the next 75 years. In contrast, the implicit pension debt of the
Federal RJU in 1999 (about R$170 billion) is less than 40% of the NPV of the financing gap.
These numbers reveal the different stages at of maturity of the state and federal regimes: if these
numbers hold up under greater scrutiny, it would appear that while the state RJU bomb has already
gone off, the federal RJU has yet to explode.

111.5.B The Roots of the Problem

3.79 Civil servant pensions in Brazil, linked tightly through Constitutional mandates to salaries
earned by these workers when they retire from active service, are a source of inequity between
public sector workers and the rest of the population. The generosity of civil service pensions also
leads to inequity between current and future generations: to the extent that mounting deficits in the
RJU are financed from federal, state and municipal treasuries, the cost of over-generous pensions,
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disability and survivor benefits for a privileged minority, is passed on to current and future
generations of taxpayers. Furthermore, the regime's deficits inflate the public sector's borrowing
requirements and lead to erratic and low rates of economic growth, thus negating the only possible
rationale for passing on the costs of pensions for today's retirees to future taxpayers, viz., that
future generations are likely to be much wealthier.

3.80 Until the recent reforms, payments received by civil servants were not perceived as
"pensions", as the term is understood in other countries, either by the government or by the
recipient. Rather, pension payments are viewed simply an extension of salaries to retired workers.
The argument that generous pensions are simply compensation for low public sector salaries does
not have support in theory (since it would be more efficient to raise salaries) or in fact (since
workers in the legislative and judicial branches are on average paid more than their private sector
counterparts, while federal and state executive branch workers are by no means underpaid).

3.81 The RJU deficits and their adverse impact on Brazil's public accounts are the result of
sheer largesse of the regime, specific structural factors, and statutory features, including:

* Generous benefits indexed to current salaries. RJU pension benefits are guaranteed at
100% replacement rate of reference wages, these benefits have been exempt from taxation (in
the federal scheme), and indexed to increases in current public-sector salaries, has allowed
replacement rates to rise as high as 140%, making Brazil's RJU one of the (if not the) most
generous pension systems in the world.

* Benefits based on last month's salary. The extreme end-loading in the benefit formula
under the RJU introduces strong incentives for abuse. Whereas in the RGPS system an end-
loaded benefit formula encourages evasion and strategic misreporting of wages, it was not
uncommon for public-sector workers to receive ample promotions in the months just before
they retire.

* Loosely applied vesting requirements. Since the 1988 Constitution does not specify a
minimum age of retirement, the only binding requirement that civil servants have to meet to be
vested is years-ofservice. However, this requirement binds only loosely. Anecdotal evidence
suggest that a large number of current retirees became vested under the RJU for full and
partial pensions after years of employment in the private sector and last minute migrations into
govemment service.

* Early retirement and no restrictions on benefits upon re-employment. Lax vesting
requirements and the accrual rate structure inherent in the benefit formula, encourage early
retirement. It is optimal for a civil servant to claim early retirement since there are no actuarial
penalties for doing so and pension benefits (at full replacement of last month's salary) are tax-
exempt (under the federal scheme). Under the current regime, working an extra year beyond
the average contributing period imposes a high implicit tax on additional labor supply. Federal
workers have every incentive to retire as early as they can to receive a stream of tax-exempt
income, and even to re-enter the federal government in the same or a higher-paying position
than the one they held previously. Anecdotal evidence indicates that this is a common strategy
among federal employees.
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Special retirement schemes. While generous pensions and special vesting requirements for
primary and secondary teachers may be justified given the low level of their salaries, that the
majority are women who can retire after only 20 years of service and live longer (on average),
significantly increases the expected value of the stream of pension benefits they will receive,
and thus the govemment's implicit liabilities. The special schemes are also offered to
university lecturers whose average level of remuneration may or may not justify special
treatment.

* Inequity between first-pillar systems, lack of inter-regime transfers, and labor market
distortion. In Brazil, people retire from the first-pillar pension regime that they last worked in,
regardless of how little time they spent in their last occupation. Since the RJU is. more
generous than the RGPS, people have a great incentive to join public service late in life and
refire from public service. As mentioned earlier vesting parameters only require that
employees complete 35/30 years of contributions, not contributions to the RJU. Two problems
arise: first, no money is transferred from RGPS to RJU to cover the many cases where RGPS
collects contributions, but RJU is left with the total pension liability. Although the RJU does not
m4ke any transfers to the RGPS either, workers are more likely to flow into the public sector
than to flow out since the RJU is so much more generous; second, lack of inter-regime
transfers encourages people to stay in public service, limiting portability.

111.5.C The Inadequacy of Reforms to Date

3.82 This chapter presented empirical evidence of the need for reform of the pension regime for
civil servants. While the results of our simulations on data from the Federal RJU and that of the
State of Parana can serve only as a preliminary indication of the present and future liabilities
incurred by the federal and state treasuries, it is safe to conclude that the benefits promised under
the present system cannot be sustained. To date, the govemment's advances in reforming the
RJU can be viewed as moving the Regime Juridico Unico toward a PAYG pension framework: by
requiring that contributions be reserved to pay benefits; imposing more realistic minimum vesting
requirements; increasing contribution rates; eliminating tax-exemption; and restricting "double
dipping"-the receipt of multiple benefits from the different public sector pension and social security
schemes.

3.83 However, given the magnitude of the adjustments in the rates of contribution and
replacement required to bring benefits and contributions into balance, govemment at the federal,
state and municipal levels will find it politcally difficult to confront their growing liabilities by
tinkering with parametric reforms to the PAYG structure. Even the fiscal advances made in Parana
with the creation of a separate pension fund, soon fall victim to the 100% replacement guarantee.
Applying Parana's reform model to the Federal RJU seems even more futile in the medium term.
Both the federal and state simulations demonstrate that the regime for Brazil's civil servants will
continue to suffer from staggering financial imbalances'8 despite efforts to increase contributions,
create reserve funds, and limit the number of new beneficiaries at each tier of govemment.

18 With the exception of three state RJUs, all ran deficits in 1997.
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3.84 Clearly a more radical structural reform is called for that will eliminate the perception of
retirement income as an entitlement, and strengthen the concept of pensions and social security as
contractual, precautionary savings to minimize risk and to achieve income security in old age.
Whether this entails a deep parametric adjustment, or a transition to individual, notional defined-
contribution accounts, or a more dramatic switch to fully capitalized accounts, will have to be
decided based on a full actuarial accounting of the implicit pension debt of the federal government
and of each state, and the capacity of govemment to prevent abuse of pension fund resources if a
funded approach is found to be effective.
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IV. THE COMPLEMENTARY PENSION SYSTEM

IV.1 INTRODUCTION

4.1 The purpose of this chapter is to assess the functioning of the Complementary Pension
System (Sistema de Previdencia Complementar), and to identify the main obstacles to its future
development. Designed as a voluntary complement to the first pillar', this component consists of
employer pension plans with so-called "closed" funds (Entidades Fechadas de Previd6ncia
Privada) and individual pension plans in "open" funds (Entidades Abertas de Previd6ncia Privada).
In addition, since 1997, there exist long term investment instruments (Fundos de Aposentadoria
Programada Individual or FAPIs) which can be managed directly by either open or mutual funds.

4.2 The main weaknesses of the complementary system (both closed and open funds) are low
coverage, uncertain tax treatment, inadequate regulatory and supervisory framework, and high
administrative costs. In 1997, however, the government began a process of reform, which
includes the overhaul of the regulatory and supervisory framework established by Law 6435 in July
1977. The new framework, consisting of three complementary laws submitted to Congress in
March 1999 and related regulations still in the design stage, is expected to place greater emphasis
on the financial security of pension plans and the rights of beneficiaries. In addition, the Ministry of
Social Security has submitted a proposal for transforming the existing regulator of closed pension
funds (Secretaria de Previd@ncia Complementar) into an independent new agency (Agencia
Nacional de Previdencia Complementar), with a broader and more pertinent mandate than the
existing one. The complementary system has also recently been expanded, creating new forms of
individual, defined contribution pension plans and long term investment instruments (like the
FAPIs). A further expansion is expected in the near future, as the Constitutional Amendment of
December 1998 opened the possibility for the establishment of closed funds for civil servants and
employee associations. These reforms (except the new individual pension plans) are only dealt
with in broad terms, since their specific design are still to be developed. The general analysis,
therefore, is based on a pre-reform scenario, where the complementary pension system is still
desegregated, exclusive, and subject to inadequate regulation and ineffective supervision.

1 The first pillar consists of programs under the Regime Geral da Previdencia (RGPS), which covers workers in private
firms and public sector employees who were also hired under the Consolidated Labor Code and the Federal, state
and municipal Regimes Juridico Unico (RJUs), which covers tenured government employees in the executive,
legislative, and judicial branches and the military. These systems are discussed in Chapters II and l1l, respectvely.
The Constitutional Amendment of November 1998 allowed the establishment of complementary funds for the RJUs;
the implications of this change are discussed in Gill and Yermo (1999) and Chapter V.
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4.3 This chapter provides some evidence on these issues, and compares the situation in Brazil
with the experience of OECD and Latin American countries. The variety of privately managed
retirement instruments is found to be in sharp contrast with the reform experience in Latin America
and other developing countries. In particular, Brazil has a large system of occupational, mainly DB
pensions that is unique by Latin American standards. In a region where individual, DC accounts
managed by specialized financial institutions are the norm for newly established pension systems,
Brazil faces alternatives that are closer to those prevailing in OECD countries.

4.4 The closed fund system forms the core of the funded component of pensions, being the
largest in terms of assets and participants. The funds added up to almost R$114 billion in 1999.
The system, however, suffers from the same problems as similar schemes in OECD countries, like
low levels of funding in DB plans, lack of fiduciary standards, insufficient disclosure (to regulator
and participants), as well as other problems which are more accentuated in Brazil like low
coverage, excessive employer contributions, lack of portability, insufficient investment controls,
non-transparency on investment returns, and high operational expenses.

4.5 Many of these problems are caused by an inadequate regulatory and supervisory structure.
Brazil, however, should be careful to consider what "international best practice" is in the field of
regulation and supervision of defined benefit plans and annuities, so as to avoid the mistakes of
many OECD countries. The experience of Latin American countries that have instituted private
pension systems also offers lessons for Brazil on investment regulation, information disclosure,
and effectiveness of supervision.

4.6 This report also identifies the main failings in the other leg of the complementary system, the
open funds. The total amount of assets was less than R$5 billion in 1998, small for a country that
has a developed financial sector. This industry suffers from a high level of concentration and
administrative costs, which can be at least partly traced to the lack of transparency of investment
products and stringent minimum profitability rules. Supervision too needs to be strengthened and
extended to oversee the investment, performance, fees, and reporting requirements of open
pension funds.

4.7 Finally, the report describes the characteristics of new individual pension plans based on
DC schemes, which are the most similar in design to other Latin American private pension
systems. These products offer high levels of transparency and portability, and are subject to an
adequate regulatory and supervisory regime. Moreover, the fact that they are DC plans eliminates
the need for regulation over funding and actuarial balance. However, it is unlikely that these plans
will achieve as low administrative costs as those managed by closed funds. Hence, DC schemes
should be encouraged among closed funds, while individual DC plans should be seen as an
additional option within Brazil's developing third pillar for additional voluntary retirement savings by
richer individuals.
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4.8 The chapter is structured as follows. Section IV.2 contains an introduction to the
complementary pension system, a description of the general structure of the system, and the main
weaknesses of the system, including coverage, tax treatment, and administrative costs. Section
IV.3 concentrates on the regulatory and supervisory framework. Section IV.4 describes the FAPIs
and mutual funds. Section IV.5 summarizes the main findings and concludes.

IV.2 THE COMPLEMENTARY PENSION SYSTEM (CPS)

4.9 The Brazilian complementary pension system (CPS) was developed on the experience of
OECD countries such as Canada, the US, and the UK. Prior to this system there had existed since
1923 private pension funds, known as Caixas (later Institutos) de Aposentadorias e Pensoes,
which were regulated by the state. During the 1960s, the Institutos were gradually absorbed into
the state apparatus, coming to form part of what would eventually be the Social Security Agency
(Instituto Nacional de Previd6ncia Socia).

4.10 The enactment of Law 6435 in 1977 in a way reinstated the Institutos de Aposentadorias e
Pens5es, by regulating the creation and operation of open pension funds (Entidades Abertas de
Previd6ncia Privada). These were to be constituted as profiVnon-profit insurance companies
covering any worker. Law 6435 also permitted a new form of funds increasingly common in
industrialized natons, the closed pension funds (Entidades Fechadas de Previd6ncia Privada).
These were to be constituted as employer-sponsored, non-profit organizations covering the
employees of a particular firm or group of firms.

IV.2.1 The Closed Funds

4.11 The closed pension plans are based on defined benefit (DB), defined contribution (DC), and
hybrid schemes that combine DB and DC features. DB schemes guarantee a fixed monthly
payment after retirement. In DC schemes, on the other hand, benefits are determined by
contributions and asset returns. In 1997, the average retirement age in the complementary pension
system was 61 years.

4.12 All public plans are either DB or hybrid plans. DB are predominant among public sector
firms, but DC plans are increasingly popular among both public and private firms. Since the early
90s, there has been a marked move to DC plans, particularly in private company plans. By June
1997, 11 % of private plans were of this type, and another 40% had combined features. In terms of
affiliates, however, the concentration in DB plans is still high, especially among public company
plans; see Table IV.1.
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Table IV.1: Closed Pension Funds, Affiliates, % of Total, 1997

Defined Defined Hybrid Total
Benefit Contribution

Public 81 0 19 100
Private 52 12 36 100

All plans 65 7 28 100
Source: Secretaria da Previdencia Complementar

4.13 Benefit levels in DB plans vary widely between companies. They tend to be higher in public
company plans, and in some cases seem unsustainable given the level of contributions paid into
the system. The ratio of average benefit to average salary in the 10 largest public pension plans
(by affiliates) are generally higher than 0.7. In some cases, the ratios are as high as 1.5. In private
firms, on the other hand, this ratio tends to be much lower, usually below 0.5.

4.14 The ratio of employer to employee contributions are also higher among public sponsored
pension plans. Table IV.2 contains a summary of this ratio for public and private company plans,
which is subject to a statutory minimum of 0.3:1. The figures include normal contributions as well
as "amortization" payments for service prior to the establishment of the plan2. The industry average
employer-employee was higher for public company plans than for private companies. It was
particularly high in large federal companies. If one excludes amortzation payments, the ratios are
lower. The ceiling of 1:1 on contributions by public companies imposed by the Consttutional
Amendment of November 1998 will have a significant impact on the actuarial viability of these
plans.

Table IV.2: Contributions in Closed Pension Plans, October 1999
Employer: Employee Total contributions

Contribution ratio (R$ million)

Federal 2.3 2,680
State 2.1 999
Municipal 1.2 2

Total Public 2.3 3,681
Private National 1.9 1,082
Private Foreign 2.3 371

Total Private 1.9 1,453

All Plans 2.2 5,134
Source: Secretaria da Previdencia Complementar

2 When the dosed pension plans were set up, most public employer took the decision to accrue employee pension
rights for the period of service prior to the establishment of the pension plan. Each company has to define an
amortization plan to pay off this liability.

104



Regime de Providencia Complementar

4.15 In October 1999, there were 358 pension funds, sponsored by a total of 2,207 companies.
While public companies were the first to organize closed pension plans, the process of
privatization and continuous expansion in the private sector has led to a predominance of funds
sponsored by private firms. In October 1999 there were 263 pension funds sponsored by private
companies against 95 sponsored by public companies. The latter, however, still hold the vast
share of assets (69%), although they account for less than half of all affiliates.

4.16 The closed fund industry is highly concentrated by region. Four states in the southeast (Rio
de Janeiro, Sao Paulo, Minas Gerais, Espirito Santo) account for two-thirds of all pension funds.
Concentration by assets is high, though this is explained by one fund, Banco do Brasil's Previ,
which accounts for a quarter of all assets. As shown in Table IV.3, the largest six funds account for
one half of all assets. Of these, only one, Sistel, is a closed fund for private sector workers.

Table IV.3: Concentration of Assets, November 1999

Plan Assets Cumulative
(Billions R$) Assets (%)

Previ 28.4 24.9
Funcef 7.6 31.6
Fundacao CESP 6.1 36.9
Sistel 6.6 42.8
Petros 5.5 47.6
Centrus 4.0 51.2

Source: Secretaria de Previdencia Complementar

IV.2.2 The Open Funds

4.17 The open fund sector is the closest Brazil has to the private pension fund administrators
(AFPs) of other Latin American countries. The critical difference is that in Brazil the plans have
been traditionally structured as deferred annuities. Hence, the main players in this market are
insurance companies which carry out the four main services of a pension system: contribution
collection, account administration, asset management, and benefit payment.

4.18 There are two types of plans: traditional and the new Piano Gerador de Beneficio Livre
(PGBL), created in 1998. Traditional plans can be either DB or DC, but most of the plans are DB, in
the form of inflation-indexed deferred annuities3. Contribution rates in DB plans are fixed when the
contract is signed, the minimum being R$30 per month. In DC plans contributions may be altered
during the life of the plan. The plans offer a guaranteed 6% real rate of return and a portion of the

3 Traditional DC plans are rare, and are not promoted by the larger institutions that provide them.
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excess return that ranges between 50% and 75% of the actual excess return4. At retirement, the
investor has the option of drawing partially or wholly the accumulated balance. The retirement age
is established by the affiliate and can be set anywhere between the ages of 50 and 70 years. Open
pension plan administrators also offer other benefits, such as death, survivors, and disability
insurance.

4.19 The PGBL is a DC scheme with flexible contribution and investment options, and without
return guarantees. Companies can contract PGBL plans for their employees, like the 401 (k) plans
in the USA. Contribution rates may be altered and investors may choose between three different
funds: a "sovereign" fund (government securities), a fixed income fund, and a mixed income fund.
The PGBL administrator can only invest contributions in one of these three funds which are
managed exclusively by mutual fund companies5. At retirement the accumulated assets are used
by the PGBL administrator to buy an inflation-indexed annuity.

4.20 Open pension plans can be offered by three types of institutions: insurance companies, for-
profit open pension fund administrators and non-profit open pension fund administrators. The
market is dominated by insurance companies, which account for 80% of all reserves (October
1998). Open funds have also suffered from lack of exposure to international best practice in
pension design. Foreign companies are banned from owning open pension funds, hence there has
been none of the heavy involvement by foreign banks and insurance companies as in the private
pension systems of other Latin American countries. Foreign financial institutions, however, can
offer the newly established PGBLs.

4.21 The industry is highly concentrated, with one fund, Bradesco, accounting for over half of all
pension reserves. The three largest companies account for over 70% of industry reserves, while
the five largest companies account for 84% of reserves; see Table IV.4.

Table IV.4: Open Pension Reserves, October 1998

Instrument/Asset Class Reserves (R$ Cumulative
million) (%)

BRADESCO 3,372 50.9
PREVER 758 62.3
SASSE 630 71.8
BRASILPREV 587 80.7
ITAU 250 84.4
OTHERS 1,032 100.0

Total 6,629
Source: SUSEP.

4 The actual amount varies between funds. Normally, the maximum that can be transferred is only achieved after a
few years in the plan (about 5 on average). The excess return accumulated in a year can be retrieved or allowed to
accumulate in the fund.
5 Each exclusive fund may receive contributions from more than one PGBL plan, as long as they have similar
characteristics. The funds, however, are only open to investment from PGBLs.
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IV.2.3 Coverage

4.22 The complementary pension system caters mainly for middle- and high-income employees
working for large industrial and service sector companies, and for the professional self-employed.
In October 1998, open funds had 1.5 contributors and had another million of retirees and survivors.
Affiliates to the closed fund system number 1.5 million in actve workers and 470 thousand in
pensioners and survivors. In addition, there are over 3.96 million dependents of participants that
are served by the closed pension plans. The number of contributors has declined in the past three
years, from 1.9 million in 1995 to 1.5 million in 1999, while the number of pensioners/survivors has
increased (from 0.38 million 1995 to 0.47 million in 1999). Some of those affiliated to closed funds
also have individual pension plans in the open funds. Total participants in the closed fund industry
represent only about 5 percent of the economically active population. As shown in Figure IV.1, the
low coverage contrasts dramatically with the levels in all OECD countries other than Italy.

Figure IV.1: Coverage of Funded Schemes (% of Workforce)
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4.23 The system was designed as a complement to retirement income of workers earning more
than a specified amount (currently R$ 1,255 per month), and who are affiliated to the general
regime for social security (RGPS). Since both provision and employee participation is voluntary,
this design has imposed a significant constraint on the size of the sector, since only 35% of the
workforce is covered by the RGPS6, and many of these earn less than R$1255 per month7. Having
said this, however, the open funds do not impose restrictions on participation, while the closed
funds are legally bound to offer the same pension plans to all their workers, including those
earning below the RGPS threshold. Hence, in principle lower income workers employed in the

6 There is a downward trend in coverage, as a result of increased informal activities in the economy and an increase
in evasion (Chapter 11 and Bonnerjee and Gill, 1998).
7 Uruguay imposes a similar income threshold for participation in its private pension system.
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formal sector can opt for at least the minimum benefits offered by closed funds as well as individual
pension plans offered by open funds. Small and medium sized companies with a significant
percentage of workers earning around or below the RGPS threshold, however, have no incentive
to set up closed funds.

4.24 In OECD countries employer-sponsored pension plans are open to all salaried employees
whose employers have decided to offer such plans. In some countries, like France, Finland,
Switzerland, and Australia, and all the newly privatized pension systems in Latin America, the
provision of such plans by employers is compulsory. In other countries, these plans are voluntarily
provided (e.g. Canada, Germany, Japan, the United Kingdom and the United States), but no
restricfions on eligibility are normally imposed, and when they are, they address very specific
groups of workers with particular work circumstances. For example, in Switzerland, small
employers and employees working less than a minimum number of hours are excluded.

4.25 The restricted coverage of employer pension plans is understandable in countries where the
public pillar is efficiently run and offers a high rate of replacement of life cycle income after
retirement. In Brazil, however, the basic pillar, composed of the pension system for private sector
workers (RGPS) and the myriad of state and municipal employees pension systems (RJUs) all
suffer from endemic operational imbalances and administrative inefficiency8. Hence, first pillar
pensions, despite their generosity, and in fact because of their excessive generosity in the past,
are subject to a high degree of risk. Workers that are excluded from the complementary pension
system, therefore, only have access to a limited number of formal tools with which to diversify risk
and secure sufficient income for their retirement.

IV.2.4 Assets

4.26 There has been rapid growth of closed funds, both in number and in assets held, particularly
during the 1990s. There has also recently been a spurt in growth among open funds, but they are
still small relative to the closed funds. In October 1998, the assets of the open funds were only
about 5% of those held by the closed funds.

4.27 While in absolute terms Brazil has the largest private pension industry in Latin America (R$
113.9 billion in October 1999, in the closed funds alone), in relation to the size of the economy the
industry is at an early stage of development (12% of GDP in October 1998). For such an early
starter in private pension provision, growth has been disappointing, particularly during the 1980s;
see Table IV.5. The contrast is most marked with Chile, a country that started its private pension
system four years after Brazil, but which has accumulated nearly four times as much in pension
assets relative to the size of the economy. This difference is largely due to the fact that in Chile the
private pension system is a compulsory first pillar, while in Brazil it is a voluntary third pillar.

8 See Chapters 11 and Ill and the informal World Bank reports on the RGPS and RJUs - Bonnerjee and Gill (1998)
and Gill and Packard (1999) - for a financial modeling analysis of these systems.
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Table IV.5: Pension Fund Assets, as a Percentage of GDP

Country 1980 1990 1997

Switzedand 51 69 117
Nethedands 46 77 87
UK 23 55 75
US 24 43 58

Singapore 28 76 -

Malaysia 18 41 55
Brazil 1 3 12
Chile 1 25 42

Note: Singapore's 1980 amount is actually for 1976; 1980 numbers for Chile are
actually for 1981.
Source: Davis (1995), OECD (1997).

IV.2.5 Tax Treatment

4.28 Tax policy plays an important role in the promotion of private pension funds. Most OECD
countries encourage their creation by adopting an EET regime (Exempt contributions; Exempt
investment income; Tax benefits), where contributions and investment income are free from
income tax, but benefits are taxed. Contributions tend also to be exempt from social security taxes,
which offers an additional, powerful incentive. However, limits on these exemptions are often
imposed for both budgetary and fairness reasons while additional measures, such as a
government co-contribution (subsidy) may be required to encourage participation by low-income
workers. Tax policies also affect the use of annuities instead of lump sums at retirement.

4.29 In Brazil, the tax treatment of private pension funds is in principle (lowercase) "eet" with
limits on individual exemptions. In practice, however, the benefits of tax exemption have been
challenged by the income tax authorities and the issue has been unresolved for the past 15 years
or more. Given the importance of expanding the coverage of private pension funds, a speedy and
equitable resolution of this issue is essential. The cost of fiscal incentives and to the best way of
designing them for maximum benefit should be considered seriously.

4.30 Open funds are subject to a similar tax treatment as the closed funds which is
understandable since a differentiated regime would create unfair advantages. There is a maximum
of 12% of the salary that is tax-deductible. If the plan is terminated, the accumulated assets are
also subject to income tax.
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IV.2.6 Administrative costs

4.31 Administrative costs in pension systems arise from various services: collection of
contributions, account management and switching, asset management, information reporting,
advertising and marketing, and insurance. Account switching and advertising and marketing
expenses are linked, and are less of a problem in closed pension fund systems than in open ones,
where they often account for the majority of operational expenses9.

4.32 In open funds, individual workers, many of them financially unsophisticated and unfamiliar
with the workings of financial markets, deal with the managers of pension fund companies or with
the selling agents retained by such companies. The need for monitoring and even regulating fees
and commissions is great. This is also true in the case of annuity providers, who also often incur
high acquisition costs and charge hefty commissions.

4.33 The lack of portability of closed pension plans ensures that there are no account-switching
costs. Hence, the only advertising or marketing related costs arise from asset managers selling
their services directly to the plan sponsors. This has lower costs than direct selling to individuals
(James, et. al., 1998). In general, therefore, one should expect administrative costs in closed
funds to be lower than those in open fund systems.

4.34 In fact, World Bank (1995) found that operating costs (relative to wages) were higher among
Brazilian closed funds than among the Chilean AFPs, despite the fact that Brazilian closed funds
do not face the switching costs and marketing expenses associated with the competitive setting of
Chilean funds and are not mandatory. Costs in Brazil averaged 2.8% of wages in 1990, compared
to 1.5% in Chile. This suggests the existence of a considerable inefficiency in the management of
Brazilian closed pension funds. State owned companies were also found to have higher costs than
the rest. For instance, 39% of state owned funds had administrative costs exceeding 12% of
contributions. By contrast, only 4% of multinationals and 13% of private nationals were in this cost
range.

4.35 Access to fee information on open funds is very restricted, since the regulator does not
require the funds to report their fee levels and the funds themselves are very reticent to publicize
their fees. There are restrictions on the level of fees that can be applied to open pension plans.
The upper limits for traditional plans are set at 30% of contributions, a level that is high by
international standards and reflects the prevalence of insurance-based products. The
administrators can levy fees instead on accumulated assets, but these are not subject to any limit.
As a result, nearly all plans have commissions expressed as a percentage of assets managed.

9 In open fund systems, these costs account for between a third and a half of all administratve costs (James et al,
1998).
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4.36 Current levels of fees on traditional plans for individual investors are very high by
international standards, ranging from 4 to 10% of assets managed'°. The average for the four
largest plans (which account for 80% of reserves) is 8%. Bearing in mind that fixed income mutual
funds in Brazil charge an average of 2.7% on assets, the implicit insurance premium for the 6%
real return guarantee plus the excess return is about 5.3%.

4.37 It is difficult to evaluate whether these fees are too high.". The guarantee would be
valueless if the open funds invested only in savings accounts, which have a government-required
minimum 6% annual real return. Open funds, however, invest more than 50% of their portfolio in
assets that do not have a guaranteed rate of return. Moreover, they return a portion of the excess
return to the affiliate as well as guaranteeing the 6% real return.

4.38 Even if the premiums can be justified on the basis of management costs, the degree of
insurance offered, and the excess return, they have turned the traditional pension plans into an
unattractive investment instrument. Many of the larger open funds actually charge a fee that is
larger than the minimum return of 6%. Hence, investors must be offered a significant portion of the
excess return in order to at least obtain a positive rate of return. Since term deposit accounts have
been offering real yields of over 10 percent net of fees in the past few years, one may wonder why
anyone would want to invest in these products. Nevertheless, the issue of fees cannot be resolved
until the open funds report the actual value of the commissions they charge. The commissions
would then have to be standardized, permitting an evaluation of the option value of the guarantee.

4.39 It is also worth noting that the fees are higher than stipulated by the legislation. Table IV.6
lists the contribution-based equivalent fee for different asset-based fees. For the 30% contribution,
which is the maximum set in the legislation, the equivalent asset based fee would be 1.3%, which
is much less than the fee charged by any of the open funds. The open funds have taken
advantage of the possibility to charge fees on assets (which are not subject to a limit).

Table IV.6: Fees Equivalency, Share of Contributions and Assets

Contribution-based Asset-based
91 10
72 5
55 3
30 1.3
23 1

Note: calculations are based on a 40 year,
uninterrupted investment period.

10 Corporate plans tend to have lower fees, between 0 and 5% of assets managed.
11 In recent years guaranteed investment contracts have gained popularity in developed financial systems. These
contracts guarantee that over a perod of a few years (up to a maximum of about 3) the original capital investment is
retumed.
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4.40 Another abnormal characteristic of administrative costs is their wide variation across
companies. In the Latin American DC pension systems, fees are charged on contributions or
salaries. In the new pension system in El Salvador, for example, fees vary between 2.7 and 3.4%
of salaries. While differences in administrafive efficiency can create some variation in fees across
funds, the most important factor is the fact that the plans can have very different designs. While all
traditional plans guarantee a minimum return of 6%, and fees are charged on assets managed, the
plans offer different levels of excess returns that are returned to the investor's reserve account.
This makes it impossible to judge whether a plan is cost-effective purely on the basis of
administrative fees. One would need an option valuation model to determine whether a plan
charging a 5% fee and offering a 50% excess return provision is more cost-effective than one
charging a 10% fee and offering a 75% excess return provision.

4.41 In the new PGBL plans, the ceiling on fees is subject to a maximum of 10% of contributions,
which is approximately equivalent to a 0.4% commission on assets managed12 . The funds,
however, will not be able to charge commissions on assets13, which will increase the transparency
of the fee structure. The ceiling on fees will impose a very tight restriction on the management of
PGBL funds, despite the fact that they are DC schemes. As a way of comparison, the
management fees in index-tracking mutual funds in the USA are rarely below this level. Also, the
front-load structure of the fee will put a high burden on investors with a shorter investment horizon.

4.42 The limit on fees is highly relevant because the PGBLs will be similar to the private pension
funds of Latin America, which have been criticized for their high commission rates. Like the
traditional open pension plans, the PGBLs will be marketed directly to individuals, and will be more
portable than traditional plans.

IV.3 REGULATION AND SUPERVISION OF COMPLEMENTARY PENSIONS

4.43 Historically, the open fund industry has been better regulated and supervised than the
closed fund industry, particularly in regard to financial aspects. The regulatory framework of closed
funds has traditionally suffered from laxity and lack of definition. Efforts began in 1994 to revamp
this regulatory regime and are currently well under way, with the submission to Congress of three
draft complementary pension laws in March 1999 and the development of new investment,
accounting, and actuarial models by the regulatory agency.14 This section, therefore, should be

12 This assumes a 40 year investment horizon.
13 If fund management is contracted out, the asset managers will be able to charge fees as a percentage of assets.
14 The three complementary laws are: PLP 8 that regulates the institutional relationship between govemment
agencies and pension funds (especially stipulating that the ratio of employer to employee contrbutions cannot exceed
one), PLP 9 allows the federal, state, and municipal government to set up pension funds for their employees) and
PLP 10 consolidates all rules regarding closed funds.
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viewed in the light of these processes. Many of the weaknesses identified can be expected to be
eliminated in the coming years.

IV.3.1 Vesting and Portability

4.44. Vesting refers to the acquisition of pension and other benefit rights by employees and is an
important aspect of pension plans.15 It is a bigger issue in defined-benefit plans but it may also be
relevant in defined-contribution plans with regard to the contributions of employers and to
investment income on accumulated balances. Vesting rules are a potential source of worker
immobility and/or unfairness to individual workers if pension plans contain features that penalize
workers who do not stay with the same employer until they retire.

4.45 In OECD countries, because of past abuses in occupational schemes, regulations have
been enacted that impose minimum vesting standards, with Japan constituting an important
exception16. Vesting periods range from zero (e.g. Australia, France, Switzerland) to ten years
(Germany). In general, it is advisable that full vesting should be required within four to five years of
joining a pension plan, with proportional vesting in earlier years. Vesting is clearly important for
protecting workers and securing their pension rights. They also allow portability of pension benefits
or contributions as workers switch jobs.

4.46 Portability refers to the ability to transfer accrued and vested pension rights to other pension
plans. It is a more controversial issue than vesting, since one can establish rules to ensure that
workers retain accrued rights in plans of their former employer without needing an actual transfer
of assets"7. Moreover, if portability entails pre-retirement distributions, there is a risk that some of
the accumulated wealth will be consumed. It is accepted, however, that employees should have
the option to transfer their accrued benefits'8. Minimum portability rights, therefore, should be
specified by law.

4.47 Portability is an issue that affects only closed funds, and within those, mainly DB plans. DC
schemes are based on individual capitalization accounts and can therefore be easily transferred to
other plans. In the case of DB plans, however, it is very difficult to ensure that the value of

15 The main distinction is between immediate vesting, when pension rights vest on joining a scheme, and deferred
vesting, when accrued pension rights vest after stipulated minimum age and service requirements. There is also a
distinction between full vesting, when accrued pension rights vest in their entirety, and graded vesting, when they vest
on a sliding scale as more of the stipulated requirements are met. Immediate and full vesting is usually offered in
compulsory private pension funds, while deferred and graded vesting is the norm among voluntary occupational plans,
whether they are based on defined-benefit or defined-contribufion plans.

16 Despite the lack of regulation, Japanese plans still provide for quick vesting.

17 Workers may retain their accrued and vested benefits at their old employer, and receive them when they retire. This
form of deferred benefits requires adequate indexing of benefits to ensure that they are not eroded by inflation.

18 A worker who is dissatisfied with a company's record may also find her deferred benefits are at risk.
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transferable pension rights is equitable. This is because transfer values are subject to several
actuarial assumptons that are difficult to verify (e.g. about the projected growth of the relevant
salary in the old and new plans). Transferring employees usually suffer from the actuarial
assumptions applied by the respective plans.

4.48 There are two basic options for the transfer of accrued benefits, a lump-sum payment to the
employee and transfer of assets to a new pension plan, which could be the new employer's
pension plan or a personal retirement plan (e.g. life annuity). Lump-sum payments should be
discouraged since they can reduce retirement savings19. Most countries do not allow lump-sum
payments, except for unvested contributions. The actual transfer of assets can be done directly
from the employer to the new plan. Some countries (the Netherlands, and Japan) have instituted
portability clearinghouses, which control and administer the flow of retirement assets from one fund
to another. These mechanisms for centralized portability also ensure that standard methods are
used for calculating accrued benefits, protecting workers from unfavorable actuarial assumptions.

Closed funds

4.49 There are no formal vesting or portability rules, but these are contemplated in the new
regulatory framework submitted to Congress in March 1999. The current regulation only concerns
laid-off workers. Workers that are laid-off are entitled, as a minimum, to the total contributions
made by them to the pension plan. The present value of past contributions is not calculated on the
basis of a financial return. Instead, the official inflation index (indice de corregao monetaria) is
usedn.

4.50 Workers that leave a company voluntarily tend to have fewer pension rights than those
whose contract is terminated by the employer. In non-contributory plans, workers can lose all
pension rights, even after having worked for many years in the same company. In general, they
also lose entitlement to additional benefits like, death, survivors, invalidity and sickness benefits,
which also tend to be non-contributory.

Open funds

4.51 Open pension plans have immediate vesting and offer full portability. The legislation
establishes a maximum of two years delay between the request for liquidation and the actual
closure of the account (and transfer of funds, if required). For PGBLs, there is both a minimum (60
days) and a maximum (2 years). The minimum was intended as a brake on excessive account
switching and active marketing campaigns by PGBL administrators to steal affiliates from
competitors, an innate feature of the existing private pension systems of other Latin American

19 In the US, this is a major cause of lost retirement income (Tumer and Watanabe, 1995).
20 This is an index that has often been adjusted below the actual rate of inflation.
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countries. This measure, however, is unlikely to be sufficient to constraint account switching, since
this problem affects Latin American countries that limit transfers to one or two per year.

4.52 The degree of portability is in practice restricted in traditional plans by the penalty fees
charged by open fund administrators if the plan is cancelled before the scheduled date. For one of
the largest plans the fee is 4% of accumulated assets if the plan is cancelled after one year, 3% if
cancelled after two years, and 2% if cancelled at any other date. Hence, transferring plans is a
costly option. These fees are not regulated.

IV.3.2 Pension funding

4.53 A proper level of funding is an essential element for the long-term security of pension rights.
It is also critical when benefits are guaranteed by the state, in order to prevent underfunding or
excessive risk-taking. Funding requirements are relevant for closed funds offering DB plans and
for annuity providers. They are not an issue for DC plans, where the long-term liabilities of pension
plans are, by construction, equal to their accumulated assets.21

4.54 The appropriate level of funding is a controversial concept. The determination of adequate
reserves depends on crucial assumptions about future mortality and termination rates, inflation and
wage growth, and about the rate of interest used to calculate the present value of future pension
liabilities. It also depends on whether accrued or projected pension obligations are taken into
account as well as on any provisions for price indexation of pension benefits or annuity
payments22. Asset valuation is another important factor, Regulations need to specify appropriate
valuation rules, mortality tables, and discount rates. The appropriateness of the assumptions used
must also be verified by required actuarial reviews.

4.55 Funding requirements vary across OECD countries with employer-provided pension plans.
Most countries with funding requirements require full funding of the ABO. The Netherlands,
Canada, the UK, and Sweden also require full-funding of the PBO23. In the US, on the other hand,
significant underfunding of the PBO is possible, despite the existence of state insurance. In most
countries, pension plans are also required to use the same mortality tables and standard discount
rates are not atypical. In the Netherlands, for example, a maximum real discount rate assumption
of 4% is in place. There is also an assumption for wage growth.

21 However, in DC plans workers assume the investment risk and thus the regulation of contribution rates and annuity
products acquires particular significance. Regulations should encourage the use of variable contribution rates and
more flexible annuity products, such as variable, deferred and installment annuities.

22 The accrued benefit obligation (ABO) is the discounted present value of vested plan benefits absent any projections
of salary. The projected benefit obligaton (PBO) is calculated as the present value of benefits on the assumption that
rights will continue to accrue, and be indexed up to retirement. The indexed benefit obligation (IBO) assumes
indexation after retirement.

23 In the UK, funding of PBO is only required for contracted-out from social security.
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Closed funds

4.56 In Brazil, where pension funds with defined-benefit plans have a relatively large presence
for a developing country, there are minimum funding levels, but the methodology for their
calculation is not specified. The ABO must be fully-funded, while up to 70% of the projected
obligation must be covered24. The remaining 30% can be covered with assets held by the
sponsoring employer. This is equivalent to allowing pension funds to invest in the sponsoring
employer a large share of the required assets (rather than their actual assets). This clearly
weakens the security of pension plans and may explain the deficiency in funding levels. It is a
weakness in the regulatory framework that needs to be rectified as many funds may operate with
significant actuarial deficits. In fact, the new regulatory framework submitted to Congress in March
1999 contemplates full funding of the PBO.

4.57 Currently, the minimum funding level is only applied to rights accrued since the plan was
started. Public company pension plans, however, have additional funding needs. When the
complementary system was set up public companies recognized the period of employment prior to
the establishment of the plan as contributory for the purpose of calculating benefits. The sponsors
created amortization reserves as a form of pre-funding for these additional benefits. For some
public companies, the amortization reserve can be the major source of actuarial imbalance. There
is currently no regulation on the method of amortization, and supervision is limited to registering
the amortization figures in the accounting report of the plan sponsor. The limit on employer
contributions in public sector plans to 100% of employee contributions imposed by the
Constitutional Reforms of 1998 has made this reform all the more urgent.

4.58 The regulation imposes a maximum discount rate of 6 percent in real terms, but it does not
specify the methodology to calculate funding levels, or the disciplinary actions that should be taken
when the limits are broken. Hence, the supervisory agency is unable to control funding levels in
practice. An indicator of funding is provided in the annual accounting report that all closed funds
have to submit to the regulator. The supervisor, however, has no way of knowing how funding
levels are calculated. Errors and misreporting are only identified when the plan is audited, which
takes place on average every two to three years, or intervened.

Open funds

4.59 As result of the failure of the montepios in the 1970s, there was strong political pressure to
ensure that the same problems would not affect the open pension funds. Funding rules for open
funds are thus much tighter, and more severely enforced, than those for closed funds. The rules,
however, are applied to the aggregate activities of insurance companies, without making a
distinction between open pension plans and other insurance activities. Hence, it is possible that
open plans are exposed to the investment risks of other insurance activities. The legislation should

24 The legislation does not specify if the benefits calculated should be indexed or not.
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require full separation of pension fund assets from assets held as reserves for other insurance
activities.

IV.3.3 Investment regulation

4.60 The purpose of prudential pension fund regulation is to ensure the soundness of financial
institutions and their investments. The most significant of these rules are:

* Minimum capital provision for licensing: minimum capital requirements are important when
financial institutions offer guarantee investment contracts. These reserves can then be uisd to
make up any deficiency in the required returns.

* Asset segregation and govemance structure: Legal and administrative separation of the fund
from the sponsoring company is critical to ensure that there are "Chinese walls" in the
governance structure and that the fund cannot be "raided".

* Safe custody of assets: custodian arrangements are important for preventing fraud and for
safekeeping securities belonging to pension funds. Authorization of custodian institutions
should be required from the banking or securities markets supervision agency.

* Professional asset management: In most OECD countries and in the new private pension
systems of Latin America, asset managers are licensed by the securities markets supervision
agency. External asset managers are required to have a minimum capital and also to maintain
capital adequacy in relation to the total assets under management.

* Asset valuation: market valuation should be required for all listed securities for all types of
pension funds. Consistent valuation models should be used for less liquid assets. Valuation in
the Latin American private pension systems is carried out on a daily basis.

- Asset diversification: Countries with well-developed capital markets and a long tradition of
private pension provision tend to rely on the "prudent person" rule25 for achieving adequate
diversification of pension fund assets. This approach is adopted in, among others, Canada, the
Czech Republic, Denmark, Ireland, the Netherlands, the United Kingdom, and the United
States. All Latin American countries with private pension industries, on the other hand, rely on
quantitative restrictions on investment portfolios. Minimum diversification rules (e.g.
percentage of portfolio that can be invested in a single security or securities of the same
issuer) are applied in all countries.

* Corporate govemance and ownership concentration rules: Pension funds can quickly become
significant stockholders and gain voting rights in company boards. Corporate governance by
pension funds is a controversial issue in OECD countries, particularly in those countries like
the US and the UK where pension funds hold large portions of the stock market capitalization.
Most countries in Latin America have preferred to limit ownership concentration, by imposing
ceilings on the percentage of a company's equity that a fund can hold. In Chile, this ceiling has
been set at 7% of the total.

25 The prudent person rule requires investment managers to invest as a prudent person would with their money.
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Closed funds

4.61 The Brazilian system largely accords to international standards in the first three aspects.
Open funds have adequate minimum capital requirements, tailored to the specific characteristics of
the fund. Closed funds must be set up as foundations and be legally separate from sponsoring
employers. Improvements in fund governance may nevertheless be required to ensure that the
prescribed legal segregation is effective in practice. Without strong oversight by a revamped
regulatory agency it would not be easy to ascertain that pension fund assets are effectively
segregated in practice, even if they are held by a legally separate foundation.

4.62 The law also provides for the use of independent custodian institutions. The existence of
large automated clearing centers for three major types of securities (government bonds, corporate
bonds, and corporate equities) makes the offer of custodian services easier and more economical.
In practice, however, both the regulation and supervision of custodian arrangements need to be
strengthened in order to minimize the risk of fraud and misappropriation of funds.

4.63 The main weaknesses in the Brazilian regulatory system arise in the last areas: professional
asset management, asset valuation, asset diversification, and ownership concentration rules.

* Asset management: Closed pension funds have only recently begun to hire external asset
managers. Currently, about half of all closed funds have external management, and another
quarter has mixed management. External management is mainly concentrated in private
company funds. New rules on insider trading and the use of "Chinese walls" in trading
departments are expected to cause an increase in the hiring of external asset managers to
operate alongside internal ones. Brazilian funds based on defined-contribution plans also offer
self-direction of investments from a range of asset managers and funds. In this sense,
Brazilian pension funds appear to follow evolving practice in Anglo-American countries.

• Asset valuation: Closed pension funds carry their own evaluation and send a report every
three months to the regulator that contains information on asset values. The regulator,
however, has no way of confirming whether assets have been adequately evaluated. Only
when auditing procedures start (about once every three years) are misreportings identified.
Evaluation is a particularly complicated process for assets with low liquidity (such as municipal
debt), loans (especially those to the sponsor) and real state. It is therefore important that the
new investment model being developed by the SPC includes standard valuation methods for
these assets, and that it is authorized to require funds to use it.

* Diversification rules: The investment regime that was put in place in Brazil in 1994 is more
liberal than in any Latin American country with a private pension system. It includes limits by
asset class and individual securities, and has eliminated investment floors that were in place
until 1994. Pension funds may not invest more than 10% of their portfolio in the equity of one
company or, in general, in the securities of any single issuer. The limits by asset class are
shown in Table IV.7. The main problems in the regime are the lack of limits by liquidity and
risk (which exist in other Latin American countries and are currently being developed), and the
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permission to invest in loans (both to the sponsoring company and to affiliates) and real estate
(which are banned in other Latin American countries). To the extent that pension funds are
able to invest a significant portion of their portfolio in this manner, there will be a high risk of
illiquidity of pension funds and the evaluation of performance and funding levels will be
complicated. Self-investment also exposes the beneficiaries to default risk of the sponsor.
While the limit on investment in real estate and direct lending has been significantly curtailed
from 67% in 1994 (47% in lending, and 20% in real state) to 39% in 1998 (20% in lending and
19% in real estate), actual investment has remained high (28% of assets in 1993, and 25% in
August 1998). The limit on real estate is programmed to fall further, down to 15% by 2002.

Table IV.7: Closed Pension Fund Portfolio Limits, 1994.1998

Instrument/Asset Class 1994 1995 1996 1997 1998

Govemment securities 100 100 100 100 100
Other fixed income securties. 80 80 80 80 80
State and municipal debt 50 50 50 50 50
Shares, plc's 50 50 50 50 50
Real estate 20 20 20 20 19(2)

Real Estate Funds 0 0 10 10 10
Venture Capital Funds 0 0 5 5 5
Lending to participants 17 17 10 10 10
Lending to plan sponsor 30 30 10 10 10
Foreign Securties (1) 10 10 10 10 10
Hedging instruments 3 3 5 5 5

Source: Secretaria de previdencia Complementar
(1) Investment only permitted via mutual funds.
(2) Ceiling programmed to fall to 18% in 1999, 17% in 2000, 16% in 2001, and 15% in 2002.

Ownership concentration rules: Pension funds are the second most important institutional
investors in Brazil, after mutual funds. Pension funds, however, have a much larger presence
in stocks, holding about 6% of market capitalizaton, while mutual funds hold about 3%26, The
role of closed funds in corporate governance in smaller stocks has been questioned, because
pension funds can hold up to 20% of a company's equity. There is also a high degree of
concentration of ownership in privatized utilities (e.g. Telebras), especially by public employer
sponsored closed funds. As Table IV.8 shows, the closed fund of Banco do Brasil, Previ, has
been a large player in recent privatizations. The 20% limit may have to be lowered, at least for
public company sponsored plans, or other ways found to limit the intrusion of the state in the
corporate governance of private sector firms27.

26 In Chile, pension funds hold over 10% of market capitalization.
27 It will be difficult to impose much lower limits because of the sheer size of some of the public company sponsored
funds (e.g. Previ). Another rule that may be considered is limited voting rights.
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Table IV.8: Closed Pension Funds Share of Issues in Privatizations

Privatized company Previ All closed funds

Usiminas 15.0 26.1
Acesita 15.0 36.1
Embraer 9.8 29.5
Tecon 1 (CODESP) 20.0 35.0
Tele Centro Sul I9(1) n/a
Telemig Celular 18(1) n/a
Tele Norte Celular 18(1) n/a
Area 7 Amencel n/a 39.0
Area 6 Telet n/a 41.0

Notes: (1) Figure includes portion bought by Sistel, a private pension fund
Source: BNDES

Open funds

4.64 Open funds are subject to a very similar investment regime as closed funds. Like the closed
funds, they can invest up to 50 percent of their portfolio in equities, and lend up to 10 percent of
their portfolio to participants. The actual portfolio, however, is highly concentrated in fixed income
securities (90 percent a total). This can be explained by the real rate of return rule of 6 percent that
the funds are subject to. Such rules, as it is discussed below, distort asset allocation towards
conservative policies. The main problems of the investment regime are the high proportion that can
be invested directly in real estate (30 percent), and the possibility to lend to affiliates up to 10
percent of the portfolio.

IV.3.4 Benefit and return guarantees

Defined benefit plans

4.65 In the event of bankruptcy of the sponsoring firm, a defined benefit plan may be terminated
when pension assets are less than accrued pension benefits, that is, when the ABO is
underfunded. If so, governments may elect to provide, either explicitly or implicitly, plan termination
insurance designed to mitigate the corresponding loss in pension benefits suffered by plan
members. Insurance may also be offered against fraud or theft.

.4.66 Finland, Germany, Japan, Sweden, Switzerland and the United States have some form of
state benefit insurance or guarantee in case of insolvency or bankruptcy. State insurance,
however, can lead to moral hazard problems. Sponsors may take excessive risks, in the form of
underfunding and high risk investment strategies, in the knowledge that the government will bail

120



Regime de Previdencia Complementar

them out in case of insolvency. These problems are exemplified by the United States, which has a
mixed system of pension insurance in which government and private guarantees compete. An
employer can contract with a private insurance company to assume, through the purchase of
annuities, all or part of its defined benefit pension obligations. Employers that do not insure their
pension obligations privately must do so through the Pension Benefit Guarantee Corporation
(PBGC). The PBGC is an agency of the federal government funded entirely through premium
payments made by firms that sponsor defined benefit plans.

4.67 The long-term financial soundness of the PBGC is a major concern. Indeed, many analysts
(Bodie, 1994, Smalhout, 1996) draw attention to the potential parallel with the 1980s Savings &
Loans crisis28. Moral hazard is reflected in the high levels of underfunding, despite the fact that
there are explicit minimum funding requirements. In 1988, there were US$ 1.9 million in unfunded
liabilities in plans with termination funding ratios of 10% or less, and additional unfunded liabilites
of US$ 8.1 billion in plans with termination funding ratios of 50% or less. The situation improved,
after 1987, when premiums were linked to funding levels, but these still do not reflect the true risk
posed for the insurance fund29.

4.68 There is an ongoing debate on the need for state insurance of pension benefits. Even if
insurance premiums reflect funding levels and portfolio risk, it may be difficult to eliminate adverse
incentives. Moreover, there are many policy initiatives - tighter funding requirements, frequent
audits, improved disclosure, bankruptcy reform - that could serve as substitutes for termination
insurance (Pesando, 1996). A case at hand is the Netherlands, which relies on fiduciary
responsibility of the sponsoring company, full funding of the PBO, annual independent audits by
certified public accountants and actuaries, strict limits on self-investment (5% of total portfolio),
severe sanctions for underfunding, and the threat of public censure to ensure actuarial balance of
DB pension plans. As a result of these regulations, private pensions in Holland are among the
most secure in the world (Smalhout, 1996).

Defined contribution plans

4.69 Explicit state guarantees are less common in defined contribution plans. Since in these
plans the benefits are not defined, the guarantees typically affect the rate of return to assets.
Relative rate of return rules and guarantees are imposed in Chile, Argentina, Peru, Uruguay, and
Colombia. Pension funds are required to achieve rates of return above a prescribed minimum,
which is typically set as a function of the industry average. Minimum relative profitability rules have
been criticized for causing pension funds to follow uniform investment policies, as small funds
cannot afford to deviate too much from the investment profiles adopted by the large companies.

28 The 80s S&L crisis cost the US tax-payer 1% of GDP.
29 There is a cap on the premium surcharge, and there is no allowance for the risk of insolvency of the plan sponsor,
nor for the degree of investment risk in the pension fund. As a result, firms with a low probability of bankruptcy
subsidize firms that are less stable (Pesando, 1996). The premiums are set through legislation, not by the PBGC.
These problems are even more marked in other countries that offer plan termination insurance.
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One way to alleviate this problem would be to apply the minimum profitability rule on a three-year
or even five-year basis.
4.70 Although distortionary, relative return rules have second order effects relative to absolute
return rules, which are applied to two mandatory systems, the Central Provident Fund in Singapore
(2.5% nominal rate) and the decentralized "second" pillar in Switzerland (4% nominal rate).
Absolute nominal return rules create distortions to asset allocation, and are not very satisfactory as
a way to protect pension assets. It can be costly if inflation is low, and especially when prices are
falling, and it is meaningless when inflation is out of control. There is also a risk that the minimum
rate of return may become a "norm" and induce fund trustees to adopt conservative investment
policies.

Closed funds

4.71 There is no state guarantee of pension benefits, and no guarantee of rates of return in
defined contribution plans. The lack of security over workers' pensions is compounded by the
restricted worker rights in the case of bankruptcy of the employer3O, and because there is
insufficient and inadequate auditing of firms and the plan's actuarial situation. Recently, there have
been calls for the creation of a solvency fund similar to the PBGC in the USA. Indeed, the new
regulatory framework submitted to Congress in March 1999 contemplates the creation of a fundo
de solvencia, whose characteristics are still to be defined, but which has a general resemblance to
the PBGC. Given the controversy surrounding this and other such funds, there is a need for a very
careful consideration. As a minimum, the establishment of such a fund in Brazil would require:

* Tight funding rules, requiring full funding of the PBO (contemplated by regulation currently
debated in Congress).

* Adequate accounting and actuarial standards, to ensure that funding levels are properly
reported3".

* Mechanisms to mitigate moral hazard: linkage of premiums to degree of underfunding, to
aggregate portfolio risk, and to likelihood of bankruptcy of plan sponsor; premiums to be set by
an independent insurance agency.

* Frequent, independent audits, to ensure actuarial balance of pension plan, and compliance
with minimum funding levels.

4.72 Brazil has much to leam from the experience of countries like the Netherlands, which rely on
strict regulations and strong supervision to ensure the enforcement of funding rules and actuarial
balances. Such a framework reduces the need for state guarantees and avoids the perverse
incentives caused by them. With adequate disclosure about the plans actuarial situation,

30 The ERISA Act in the US made employers liable to the PBGC for any shortfall up to 30% of net worth.
31 Under the US accounting standard FASB 87, if pension assets fall below the ABO, the unfunded liability must be
reported in the firm's balance sheet, and since they are senior debt, they act as a major problem for the firm in raising
funds. However, a surplus cannot be included on the balance sheet.
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employers could make use of private sector insurance and reinsurance services to transfer away
market risk.

Open funds

4.73 Like the closed plans, the open plans are not subject to a statutory benefit guarantee. There
is, however, a 6% minimum real rate of return requirement on open fund portfolios, which is
implicitly guaranteed by the state32. This return is difficult to achieve unless real rates of return on
government bonds are very high and exceed this level by a significant margin. In practice, this high
requirement has discouraged the development of open funds and has effectively promoted the
offer of short-term guaranteed interest contracts. These usually offer the required minimumn plus
between 50% and 75% of any realized excess return. PGBLs are not subject to the minimum rate
of return requirement and are able to invest more freely in the equity market.

4.74 While the minimum return rule provides meaningful protection to individual workers, it is not
advisable as it can expose a guarantee fund to large payments in years when stock markets
register negative real returns. The rule leads to distortions in asset choice, towards conservative
portfolios consisting mainly of short term fixed income securities. The fiscal cost of a guaranteed
real rate of return could also be prohibitive, especially since moral hazard is created (i.e. asset
managers taking excessive investment risks in the knowledge that the state will make up any
resulting shortfalls). To the extent that participation in the system is voluntary, as in Brazil, the
fiduciary responsibility of the government should be limited to protecting plan rights and adequate
supervision of pension funds.

IV.3.5 Fiduciary responsibility and disclosure

4.75 Information disclosure is very important for protectng worker rights in all types of pension
funds. Defined-benefit plans often have complex rules and are difficult to understand.
Transparency requires the publication of a clear booklet (equivalent to a prospectus) detailing the
different plan rules. It also requires issue of an annual statement to each worker showing his or her
accumulated rights and projected pension.

4.76 Defined-contribution plans are simpler in structure, but they also require frequent individual
statements to achieve a satisfactory level of transparency. Sending out statements three or four
times a year may increase operating costs, but it provides a very effective means of disseminating
data on the receipt of contributions, the performance of funds, and the adequacy of accumulated
balances.

32 In the situation that an open fund administrator is unable to guarantee a return it would have to dedare itself
insolvent.
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4.77 Transparency and information disclosure are of paramount importance for mandatory
pension funds. Latin American countries, following the precedent set by Chile, have adopted very
extensive and strict rules on information disclosure. Regulations require that the funds send each
member a periodical report of the evolution of the individual account. In Argentina, the frequency is
no less than one year. This report provides the affiliate with precise information on the amount of
contributions paid into the pension account, the commission deducted and the pension funds'
return. In contrast, in most OECD countries information disclosure and transparency leave much to
be desired.

4.78 Annuity providers need to provide adequate information at the time of annuity purchase.
Only in the case of variable annuities do they need to provide regular reports on investment
performance and the value of annuity units. However, as contracts are irrevocable and long-term,
annuity companies should provide regular reports on their financial standing to both their
customers and their regulators.

Closed funds

4.79 Transparency and information disclosure is as underdeveloped as in most OECD countries.
Regulations need to be strengthened. Pension funds provide extensive data on their operations
and investment to their supervisory agencies, but no information is provided on investment returns
or administrative costs. Equally, workers receive very little information about the pension plan they
are affiliated to.

4.80 This situation is expected to change, since the Constitutional Amendment of November
1998 requires full disclosure of information about closed pension funds to their affiliates. On the
other hand, reporting requirements to the regulator are likely to be hindered by the
underdevelopment of the regulatory framewcrk, which does not specify adequate funding and
investment standards, and by the regulatory agency's lack of competence to supervise investment
returns or administrative costs.

Open funds

4.81 Information disclosure toward individual participants is less advanced than in Latin or Anglo-
American countries. Open funds have only been required to send information to affiliates on the
value of their benefit and the value of accumulated reserves with a maximum periodicity of six
months. When requested by the affiliate, the fund also has to provide information on her
contribution record. Little information is provided on investment returns or administrative costs.
Hence, the regulator cannot evaluate the efficiency of the industry. Regulations on transparency
and information disclosure of open pension funds need to be strengthened.
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4.82 The information on contributions and benefits is necessary but not sufficient to ensure the
comparability of plans. The complexity and variety of traditional plans creates confusion about the
costs and benefits of the different instruments and dents investors' confidence in the open fund
industry. In order to ensure comparability, the regulator should require a standard methodology for
calculating net benefits, after taking into account administrative costs and the different portions of
the excess return above the minimum 6% that the funds return to the investor. A simpler solution
would be to restrict the level of the excess return to say 50 percent.

4.83 The open fund administrators have themselves done little to improve the transparency of
their products. Marketing of open pension plans is very limited, and even relevant personnel are
often ignorant about the details of the plan that they offered, and offer little guidance as to what the
advantages of their specific plan are33.

4.84 Informational requirements in the new PGBL plans are much more demanding. During the
contribution period, open funds are required to inform the affiliates daily on the value of reserves
and the monthly and annual return of the fund. On an annual basis, they will provide them with all
the relevant information regarding the plan. Affiliates are also entitled to demand at any time any
information regarding their plan and the fund. The informational requirements of PGBL plans, their
defined contribution nature, the lack of minimum return guarantees, and the fact that assets will be
invested exclusively in mutual funds should turn them into the most transparent instrument
available in the complementary pension system.

IV.3.6 Inadequate Supervisory structure

Decentralized Supervision

4.85 In most OECD countries with employer-provided pension plans, the supervision of closed
pension plans is combined with that of the insurance industry. The rationale for this structure is that
closed funds have traditionally been of the DB type, which are a form of deferred annuities. A
centralized supervisory structure exists in countries where closed pension plans are predominantly
DB, like Germany, the Netherlands, Japan, Canada and the UK, and even in some countries like
Australia that have only DC schemes.

4.86 The Netherlands has one of the most widely praised regulatory and supervisory
frameworks. Occupational plans have been under the supervision of the Insurance Supervisory
Board (Verzekeringskamer) since 1952. The credit quality of the pension promise is therefore
treated and supervised like any other insurance product. The centralization of functions in the
Verzekeringskamer has ensured a high level of efficiency in the supervision of occupational
pension plans (Smalhout, 1996).

33 These impressions were obtained after Wodd Bank staff visited the Brasilia branches of the five largest providers of
open pension funds to obtain data on administrative costs.
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4.87 One of the few OECD countries where pensions and insurance supervision are carried out
by different agencies is the US. Annuities and insurance products are supervised by the
Department of Commerce and the National Association of Insurance Commissioners, while
occupational pension plans are regulated by the Department of Labor.

4.88 In Brazil, the closed and open pension funds are regulated and supervised by different
institutions. The Department of Complementary Pension Funds (Secretaria de Previdencia
Complementar, SPC), a unit of the Ministry of Social Affairs (MPAS) is responsible for closed
funds, while the Insurance Supervision Agency (SUSEP), a unit of the Ministry of Finance, is
responsible for open funds. This structure creates a duplication of specialized functions, like
auditing, actuarial analysis, credit rating and insurance supervision.

4.89 While the amalgamation of the two supervisory agencies is a necessary step, a more
difficult issue is whether to do so in a new independent entity or use an existing institution such as
the banking, insurance or securities markets agencies. 3 These features are present in the
proposal submitted by the Ministry of Social Security to the Presidency in March 1999, which
involve the transformation of the SPC into the new regulatory agency (Agencia Nacional de
Previdencia Complementar). The new agency would be in charge of the supervision of both closed
and open funds, but it has not yet be determined how the integration with SUSEP would be
achieved, nor indeed the type of relationship the agency would have with other regulators.

4.90 Creating an entirely new agency, in charge of supervising both closed and open funds, is
advisable because it will ensure that the operations of newly created pension funds receive the full
attention they deserve. However, there are many aspects of the operation of pension funds that
require close cooperation with other agencies. For instance, depositary banks that act as
custodians for pension fund assets are normally authorized by the national central bank. Insurance
companies and regulations applicable to term life and disability insurance as well as annuity
contracts are the responsibility of the insurance agency. Finally, the securities agency will be
responsible for drafting and implementing investment rules as well as regulations concerned with
fiduciary duty and corporate governance.

4.91 An alternative approach is to create a conglomerate agency covering all types of financial
institutions and comprising specialized departments dealing with each different type. This
approach would ensure that no segment of the financial system is left unsupervised, including the
holding companies that manage financial conglomerates at group level. Australia has recently
revamped its regulatory structure for financial institutions and has created two agencies. The first,

34 The technical monitoring of the two types of institutions, however, needs to be separated, to account for the
different maturity, liquidity, and portability of their respective products.
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known as the Australian Prudential Regulation Authority (APRA) is responsible for supervising
banks, insurance companies, and pension funds and ensuring their safety. The second, known as
the Australian Securities and Investments Commission (ASIC) is responsible for supervising
securities markets, investment managers, and mutual funds and ensuring best execution and
acceptable market conduct. The two agencies cooperate closely and their respective chairmen sit
on each other's board. A bilateral coordinating committee has been established and a
memorandum of understanding has been signed to cover matters such as information sharing and
cooperation in policy making and problem solving. In the United Kingdom, the new Financial
Services Authority has supervisory responsibility for all types of financial institutions.

Ineffective Supervision

4.92 A strong and effective supervision agency is required to ensure compliance with regulations
and to protect taxpayers from large fiscal costs when pension funds fail. The supervision agency
should be pro-active rather than reactive and should take the lead in promoting best practice
among pension funds. It also needs to be well financed and to be able to recruit, train and retain
high caliber staff. Ideally, it should therefore operate outside the salary scale for traditional civil
servants in order to be able to hire and retain specialized staff.

4.93 The agency should engage in both off-site surveillance and frequent on-site inspections.
The former should involve analysis of data contained in regular reports submitted by pension
funds, while the latter should aim to verify the accuracy of the submitted data. The supervision
agency should cooperate with actuaries and auditors, who should be required to report to it (as
well as the board of directors or trustees of the pension funds) any violations of existing
regulations. Its budget could be met by assessments on the regulated institutions, although to
prevent abuse of its position, its budget should be subject to ministerial approval, after consultation
with the association(s) of pension funds.

4.94 In some of the Latin American countries that have set-up private pension industries, the
supervisory agency is autonomous and is financed mainly from a supervision fee levied on the
pension funds. Supervision fees are used in Bolivia, Colombia, Argentina, Mexico and Peru.
Autonomous agencies exist in Argentina, Mexico, and Peru.

4.95 To be able to discharge its duties, a supervision agency needs to have clearly stipulated
intervention powers. The supervision agency should be responsible for:

* Licensing and authorization: authorizing new pension funds, after verifying their satisfaction of
authorization criteria. Licensing should not be to a mere rubber stamping process but should
involve a substantive vetting of all applications. The supervision agency should be empowered
to review the business plans of new pension funds and to ensure that their managers and
major shareholders meet the "fit and proper" test.

* Reporting requirements: regular reports must be received by the supervisor to verify the
continuing compliance of pension funds with all existing regulations. The agency should
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develop valuation models and establish financial standards for the determination and reporting
of financial results by pension funds. It should be empowered to liquidate pension funds that
are unable to comply with the regulations. The supervision agency should be notified of any
important changes in senior management as well as in the identity of custodians, asset
managers, actuaries, and auditors.

* Adherence to plan rules: The agency should also oversee the range and quality of services
offered to affiliates, in particular the maintenance of individual accounts, the crediting of
contributions and investment income, and the regular dispatch of individual statements. It
would also play an important part in monitoring the provision of benefits. This overall function
could be assumed by an "ombudsman" office to which workers and pensioners could turn
when they have problems with their treatment by a pension fund.

* Information dissemination: An important function of the supervision agency is to publish regular
reports and disseminate information on all pension funds (on at least a quarterly basis). These
should include data on the performance of individual pension funds and should highlight the
protections and safeguards offered to workers and the results of inspections (especially any
sanctions imposed for violations of rules).

4.96 The supervisory agency of Brazilian closed funds, SPC, is administratively and financially
dependent on the Ministry of Social Affairs (MPAS). Its budget consists entirely of transfers from
the Ministry, and it depends heavily on secondments of personnel from the Ministry for most
specialized functions like auditing and investment control. While there have been significant
improvements in the regulatory framework, the supervisory effort has not kept pace. The agency is
seriously understaffed, which explains the infrequency of audits and actuarial reviews, and the lack
of off-site surveillance, such as risk control tools. Other areas of weakness are the low level and
ineffectiveness of sanctions (they range from R$2,000 to R$6,000). In order to ensure that
regulations are enforced, the SPC needs to be pro-active, well-staffed, functionally autonomous,
and largely self-financed. Indeed, the proposal by the Ministry of Social Security for transforming
the SPC into a new Agencia Nacional de Previdencia Complementar largely conforms with these
principles. This new agency, while still linked nominally to the Ministry, would be functionally
independent and would be largely self-financed, via a special tax charged on pension fund assets
(the Tarifa de Fiscalizagao da Previd6ncia Complementar, worth up to a maximum of 0.07 percent
of total assets). The insfitutional structure of the new agency, therefore, would be similar to that of
recently privatized industries like telecommunications, electricity, and oil.

4.97 The open funds are supervised by the insurance regulator, the Superintendencia de
Seguros Privados (SUSEP), an agency linked to the Ministry of Finance. There is a general
perception that supervision is adequate, but this only applies to the overseeing of the solvency of
the funds. SUSEP has no access to information on affiliation, pension fund returns, administrative
fees and portfolio allocation. Hence, it is practically impossible to determine the efficiency and
robustness of the open fund sector. SUSEP is not involved either in ensuring adequate disclosure
and reporting to affiliates in traditional open pension plans. Furthermore, pension activities is only
one of the many activities in which SUSEP is active. An independent agency, exclusively dedicated
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to the pensions industry, may be necessary to ensure more effective monitoring and protection of
investor rights.

4.98 In the new PGBL plans, supervisory activities will be divided between SUSEP and the
Central Bank. While the PGBL administrator will be supervised by SUSEP, the mutual funds
managing the assets will be supervised by the Central Bank. This dual supervisory structure is
unusual in retirement plans in Latin American countries, but has been used elsewhere in
developing countries as a way to limit regulatory capture (e.g, in recent reforms in Kazakhstan).

IV.4 LONG TERM SAVINGS INSTRUMENTS

4.99 Apart from the Complementary Pension System, Brazil has at least two instruments that can
be used for investing for retirement. One is the recently created FAPIs. The other are the mutual
funds, which have been long used by the more sophisticated investors in their individual portfolios.
Both of these are DC products, and are therefore free from many of the regulatory failings that
affect DB schemes in Brazil. Moreover, unlike the CPS, investment in these instruments is not
subject to any restrictions, like the minimum salary of R$ 1,200 required to participate in many
closed funds.

IV.4.1 FAPIs

4.100 The Fundos de Aposentadoria Programada Individual (FAPI) are fully-funded, DC retirement
plans with individual accounts, similar to the I.R.A. accounts in the US. These plan were created at
the end of 1997 by Law 9,477. By December 1998 there were 28 plans, with over 260,000 FAPI
accounts, which had accumulated a total of R$120 million in assets.

4.101 While the FAPIs cater mainly to individual investors, group plans can be organized with
companies. FAPIs are in fact an attractive investment option for small companies, because they
have lower administrative costs than closed or traditional open funds, and because contributions
are tax-deductible if more than 50% of the company's employees are affiliated.

4.102 Investment in FAPIs is tax-deductible only for those individuals who are not affiliated to a
pension plan, and only up to the first R$2,400 invested per year, and up to 12% of salary.
Employer contributions are also tax-deductible as long as over half the company's workforce is
affiliated. The minimum investment is about R$30 per month. The minimum investment period is
ten years, which qualifies for exemption from capital gains tax. Funds may be retired before the
scheduled time at a penalty (calculated as a percentage of the total tax deducted, decreases with
the date of liquidation).
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4.103 Like mutual funds, FAPIs are supervised by the Central Bank. Regulation follows practically
identical guidelines to that of mutual funds. Any financial institution and insurance company can
set up FAPIs. Approval for insurance companies must be obtained form SUSEP, the insurance
regulator. Like PGBLs, foreign companies can set-ups FAPIs. Investment limits are similar to
those of the open funds; see Table IV.9. The main difference being the obligation to invest in
securities (lending operations and investment in real estate is not permitted).

4.104 The industry is highly concentrated, with two funds, Bradesco e ltau, accounting for 80% of
all assets in October 1998. FAPI portfolios are conservatve, with over 99% of assets being
currently invested in govemment securities. Less than 0.3% of assets were invested in stocks
during 1998.

Table IV.9: FAPI Portfolio Limits, 1998

Asset Class Limit (% assets)

Govemment securities 100
Fixed income securities 80
Sub-national debt 50
Fixed income funds 5
Equity 49
Equity funds 5
Source: Central Bank

4.105 Unlike the PGBLs, the fees charged by FAPIs are not subject to any limit. In October 1998,
administratve costs were about on average 4.5% of assets, which compares unfavorably with the
average 2.7% charged by fixed income mutual funds35. The higher fees may be explained by the
marketing and set-up costs of the new product.

4.106 With the establishment of the PGBL in 1998, individual investors are now facing a multiplicity
of options in investing for retirement. The FAPI and the PGBL are in fact very similar products, the
main difference being the fact that PGBL administrators actually transform the accumulated assets
into annuities, while the FAPIs only serve the purpose of asset accumulation.

IV.4.2 Mutual Funds

4.107 Brazil probably has the largest mutual fund sector in developing countries. There were
nearly 2,500 funds with over R$160 billion in total assets at the end of 1998 (20% of GDP). 90% of
assets were invested in debt instruments, with only 10% in equities. The sector is dominated by
bank-managed funds and all the leading Brazilian banks-Banco do Brazil, Bradesco, Itau and

35 The Central Bank does not yet provide evidence on the portfolio of FAPIs, but it was reported that practically the
whole portfolio consists of fixed income assets. Until a portfolio analysis is carried out, however, it will not be possible
to determine whether the costs of FAPls are higher than those of mutual funds.
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Unibanco-are heavily involved. The top five fund managers control nearly 50% of assets under
management. The mutual funds are currently bigger than the pension funds, but the latter are
expected to overtake them in the years to come.

4.108 As well as being savings instrument in their own right, mutual funds play an important role
as intermediaries for the investors of the complementary pension system. In October 1998, about
20% of all fixed income mutual fund quotas and 60% of all equity funds quotas were held by
closed pension funds. Moreover, since about one third of the closed funds' assets and one half of
the open fund assets are invested in mutual funds, their performance are closely linked. For the
new PGBL plans the linkage will be even stronger because all of their assets will have to be
invested via mutual funds.

4.109 The administrative costs of mutual funds are relatively high by international standards. The
average for fixed income funds in the past three years has been 2.7%; see Table IV.10. This is
slightly higher than the fees charged by fixed income funds in Chile in 1997, 2.34% (Valdes-Prieto,
1998), but much higher than the fees of equivalent funds in the US. US money market mutual
funds charged an average of 0.6%, while fixed income funds charged an average of 0.9% in 1992
(Mitchell, 1999).

Table IV.10: Fixed Income Funds Fees, % of Assets

Term 1996 1997 1998

Short-terrn 4.25 4.53 4.15

30 days 1.71 2.76 2.20

60 days 2.33 1.79 1.57

90 days 2.14 2.05 2.63

Average 2.61 2.78 2.64

Source: Central Bank

IV.5 SUMMARY OF FINDINGS

4.110 The creation of PGBLs and FAPIs are two important steps in the move towards a more
diversified third pillar retirement system. Table IV.11 below contains a summary of the four main
retirement instruments available and their different characteristics. The new instruments present a
more attractive picture than the traditional complementary pension system in terms of their
transparency, portability, adequate regulatory and supervisory structure, and reporting
requirements.
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4.111 Whether the new retirement products in Brazil's third pillar prove to be popular remains to be
seen. It is important, however, to note that these new DC products are themselves complements to
the existing complementary pension system. Brazil has a well established employer-based
pension system that would have significant advantages over the individual DC plans in terms of
administrative costs and risk bearing structures if it was adequately regulated and supervised.

4.112 An employer-based system avoids the two problems that plague the pension systems of
many Latin American countries which are based on individual, DC accounts managed by financial
institutions: high marketing and advertising costs and concentration of market risk in the individual.
It is difficult to establish whether the new plans are more cost-effective, because they have only
recently been set up and there is insufficient data on investment returns and administrative costs.
Nevertheless, the high administrative costs of FAPIs seem to portend the emergence of the same
problem of high administrative costs that has been observed in other Latin American countries.

Table IV.1 1: Main Characteristics of Retirement Instruments

Attribute Closed funds Open funds PGBL FAPI

DC/DB Either DB (mainly) DC DC
Affiliation to RGPS Yes Yes Yes No
Funding requirements Partly funded Fully-funded Fully-funded Fully-funded
Enforcement funding rules Inadequate Adequate Not required Not required
Portability None Full Full Full
Transparency Low Very low High High
Tax treatment Eet Eet eet eet
Administrative costs (% assets) n/a 8% (average) n/a 4.5%
Supervision Weak Strong Strong Strong
Reporting requirements Few Few High high

4.113 Brazil should ensure that both the employer-based system and the traditional open plans
are put on a sound footing by applying to them the same regulatory and supervisory requirements
that have been applied to the new products, and by applying and vesting, portability, funding,
investment, and disclosure rules according to international best practice, which is usually identified
with the Dutch system. The following points summarize the main weaknesses of the
complementary pension system and lists the main reforms required to consolidate the system and
ensure its success. References are also made to the reforms currently under way.

Restricted coverage

4.114 Since the complementary pension system was designed mainly for workers earning above a
specified limit (currently R$ 1,255 per month), smaller and medium sized companies with a
majority of workers earning salaries below this level have had little incentive to set up closed funds.
The size of the general social security system and the high number of low income workers thus act
as two powerful breaks on the expansion of coverage and the increase in assets of the
complementary system. When the complementary system consolidates, it may be asked whether it
can play a more important role in the provision of retirement benefits. This may be of benefit not
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only to retirees, given the current state of the social security system, but it may provide the engine
for growth, the pool of long term savings that Brazil so clearly needs. Coverage will be increased
with the opening up of the system to civil servants at the federal, state, and municipal level and to
members of trade and industry associations, as established by the Constitutional Amendment of
December 1998, and contemplated in the new complementary laws. Civil servants closed funds
can play a particularly important role in raising savings in Brazil.

Uncertain tax treatment

4.115 There has been a long dispute over the tax treatment of complementary pension
contributions and assets, which is still to be settled by the Supreme Federal Court. A stable,
predictable and fair tax regime for private pension funds is essential to ensure their expansion.
Resolving the long-standing dispute regarding the tax treatment of pension funds is of paramount
importance. To encourage participation by both low- and high-income workers, a government co-
contribution could be combined with an EET regime for tax-paying workers. But the use of tax
incentives needs to be addressed in the context of the overall fiscal policy. The fiscal costs of any
subsidies and incentives must be carefully calculated and compared to potential benefits.

High administrative costs

4.116 There are signs of inefficiency in the closed fund industry, particularly among public
company plans. Open funds also charge high fees by international standards. This may be due to
the lack of competition, which is itself partly a result of the lack of transparency of the products
offered, and the return requirement of 6% real. Open pension plans should be standardized, either
by limiting differences in the excess return that plans can offer or by requiring that all companies
report plan costs and benefits in a uniform manner. Stricter regulations over transfers may also be
needed for new PGBLs since, ironically, the high level of portability and transparency of these
products can be a source of high administrative costs. Insurance companies and open fund
administrators may take advantage of the power of advertising and marketing to steal participants
from competitors.

Inadequate regulatory system

4.117 The consolidation of the complementary pension system will require significant
improvements in the regulation and supervision of employer pension plans. In particular, it is
necessary to:
* Establish vesting and portability rules. This proposal is part of the new complementary laws

being discussed in Congress, but related regulations are still to be defined.

* Raise funding requirements (full funding of PBO). This proposal is also contemplated in the
new complementary laws.

* Introduce independent annual audits by certified public accounts and actuaries.

* Increase sanctions for under-funding significantly. This proposal is contemplated in the new
complementary laws.

* Require use of professional asset managers, whether internal or external.
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Require market valuation on (at least) a monthly basis. A standard valuation method is
currently being developed by the regulator of closed funds.

* Further reduce investment limits in loans and real state.

* Introduce limits by asset risk and liquidity.

* Reduce the limit on the portion of a company's equity that a given fund can hold from the
current level of 20%.

* Eliminate the 6% minimum return rule on open funds.

* Promote disclosure to plan participants and regulatory authorities, requiring pension funds to
report the distribution and the value of their asset portfolio daily to the regulatory agency, and
at least every month to the regulator and affiliates on contributions by employer and employee,
the return to the portfolio, and the administrafive costs of the plan.

Ineffective supervisory structure

4.118 The increased diversity of retirement instruments in Brazil has been accompanied by a
multiplicity of supervisory functions. In some cases, there is a duplication of those functions. For
example, the supervision of funding levels and actuarial balances is carried out by both the closed
fund and open fund regulator. Once standard actuarial rules are introduced in Brazil the
inefficiency created by the existence of two institutions carrying out the same function will become
obvious. The amalgamation of the supervision of closed and open pension funds either in a new or
an existing autonomous agency is of paramount importance. The centralized agency to be
established should have the following characteristics:

* Pro-active, that is, it would act to prevent possible wrong-doing by enforcing a detailed set of
prudential and protective regulations.

• Financed mainly by levies on pension funds, to restrict political pressure. Moreover, transfers
from the government budget create a subsidy from the general population to a rich minority
that is affiliated to the complementary pension system.

* Functional autonomy. While it is important that the agency is politically accountable, its
regulatory and supervisory functions and internal administrative work should be isolated from
extemal interference, whether from government or the private sector.

* Independent human resources policy. The regulatory agency should not have to rely on
government ministries to recruit specialists, as is currently the case in the SPC. Professional
staff should be expanded to allow it to effectively regulate and supervise. There may even be a
need to create a special qualification in pension management, and an institute for pension
research and training.

* Authorized to conduct both off-site surveillance and on-site inspection, with clear powers and
duties of intervention in cases of noncompliance with basic prudential and protective rules. It
should also be authorized to impose sanctions and order the liquidation of insolvent funds.

* Well-defined responsibilities: the supervisory agencies require well defined responsibilities.
This problem affects especially the closed fund regulator. The SPC lacks adequate incentive
mechanisms to ensure that the funds comply with the regulation. Sanctions in the closed fund
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system are too low. The only real tool in the hands of the supervisor is the threat of
intervention, which comes too late to prevent problems.

4.119 In March 1999, the Ministry of Social Security submitted a proposal to the Presidency for
transforming the existing closed fund regulator into a new independent agency (Agencia Nacional
de Previd6ncia Complementar), with very similar following characteristics to those above. The
proposal would also be consistent with the tendency in recently privatized industries in Brazil, but
still leaves some issues unanswered, such as how the amalgamaton of the SPC and SUSEP
would be achieved. The main characteristics of the new agency would be:

* Nominally linked to the Ministry of Social Security, but functionally independent.

* Dedicated exclusively to pension activities, in both open and closed fund sector.

* Staffed with industry professionals.

* Financed mainly via a special levy on pension funds assets.
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V. PENSION FUNDS FOR GOVERNMENT WORKERS:
FISCAL IMPLICATIONS AND DESIGN CHOICES

V.1. INTRODUCTION

5.1 All countries in Latin America that have reformed their pension systems have included some
form of pre-funding at the core of the reform program. Contributions have generally been invested
in individual accounts managed by the private sector. In Brazil, there is an agreement on the need
to pre-fund pension liabilities for government employees, but not as yet on the virtues of
individually capitalized accounts. Funding will take the form of reserve funds, or/and closed
pension funds. The reserve funds would be used to finance defined benefit (DB) schemes under
the Regime Juridico Unico, which would be administered and regulated by the sponsoring
government. The closed funds, on the other hand, would be part of a system set up in 1977, the
Complementary Pension System (Sistema de Previd6ncia Complementar), which includes
employer sponsored pension plans of both private and public firms (Entidades Fechadas de
Previdencia Privada) for workers earning more than a fixed amount, currently R$ 1,255 per month.
This system is regulated and supervised at the national level by an agency linked to the Ministry of
Social Security (Secretaria da Previdencia Complementar). Individual capitalization accounts may
be created only in closed funds, if they are organized as defined contribution (DC) schemes.

5.2 The creation of reserve funds will raise eyebrows given the poor experience of the region
with public management of social security reserves (Mesa-Lago, 1989). In the past, reserve funds
have been subject to political manipulation, with investment directed into government projects at
below market rates, often resulting in negative real rates of return. The Brazilian funds would try to
break from this history and from their own experience in managing state banks by instituting a
regulatory regime that bans lending to employees or the plan sponsor and investment in sub-
national debt. Unlike the closed funds, however, the reserve funds will not be overseen by an
external regulatory agency to ensure adherence to these rules. Also, employees will have no
property rights over the fund. Governments will retain the power to decide how much to contribute
(subject to a maximum ratio of 2:1 of sponsor to employee contribution) and retrieve from funds.

5.3 This chapter recommends, therefore, that not only the complementary component, but also
the basic component of the RJU plans are set up following the same principles and rules as those
embodied in the recently designed complementary law for closed pension plans of civil servants
and which is currently being debated in Congress. For states that plan to create funds before the
passing of this draft complementary law, it is vital that they establish rules that replicate those in
the law and include some additional requirements (specified in this chapter) not covered by it.
Given remaining weaknesses in the regulation and supervision of funding standards of defined
benefit plans, and the virtues of individual capitalization accounts, it is also recommended that the
closed plans for civil servants have a large DC component.
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5.4 This chapter is structured as follows. Section V.2 provides some background on the 1998
Constitutional Amendment and the Regime Juridico Unico (RJU). Section V.3 describes the main
options for pre-funding and discusses its financial viability amidst growing financing gaps. Section
V.4 analyzes one form of pre-funding, the establishment of reserve funds. Section V.5 discusses
an alternative route for pension reform opened up by the Constitutional Amendment, the
establishment of closed funds. The report finds that this avenue is the most likely to free the funds
from political risk, but that significant weaknesses in the current regulatory and supervisory system
should be fixed before the new complementary plans are created. Section V.6 evaluates the likely
impact of different RJU structures on risk, administrative costs, and Section V.7 concludes.

V.2 GOVERNMENT PENSIONS & THE 1998 CONSTITUTIONAL AMENDMENT

5.5 As discussed in Chapter 1II, civil servants in Brazil have separate pension systems from that
of private sector workers. States and municipalities were first allowed to create their own pension
plans, under the RJU in 1988. Currently, all states and about 1,400 municipalities (of a total of
7,000) have their own RJU plans'. Various important steps were taken with the passage of the
Constitutional Amendment of November 1998 which affect the structure of RJUs:

* Sub-national governments can set up social security reserve funds, which must follow
the rules established in law 9717.

- The total pension deficit (benefits minus contributions) is limited to 12% of the states'
current income.

T The employer-to-employee contribution ratio is limited to 2:1.

* Sub-national governments can organize closed pension plans for their workers which
would be regulated and supervised under the current complementary pension system.

* Governments that set up complementary pension plans will be able to limit benefits in
the basic plan to the same level established in the RGPS (currently R$ 1,200 per
month). Contributions to the complementary system would therefore be based on the
portion of the salary above this level.

5.6 The immediate implication of these reforms is that for the first time governments will have a
mechanism for managing social security contributions and for pre-funding pension liabilities.
Together with the necessary parametric reforms needed to ensure long-term actuarial balance, the
new system could gradually resemble the two-component structure currently in place for private
sector workers, with a partially funded, publicly managed, defined benefit, pension system as the
first component system and a second component that would be integrated within the
complementary pension system.2

1 The rest of the municipalities are affiliated to the private sector pension system, the RGPS.
2 The decision to reform the pension plans for civil servants mirrors the experience of other Latin American countries,
like Argentina and Panama. Argentina is gradually integrating the pension systems of provincial civil servants' into the
national system based on private management of individual pension fund accounts.
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5.7 Whether the final model is in fact this two-component structure as currently in place for
private sector workers (Regime Geral de Previdencia Social - RGPS) is an open question. Indeed,
there is a heated debate in Brazil as to what is the optimal structure of the RGPS.3 There is a
consensus, however, that all viable structures will have to have two basic characteristics: actuarial
viability and pre-funding of pension liabilities.

5.8 The second of these conditions is analyzed in this chapter. With the Constitutional changes
of November 1998, states have been offered different pre-funding options. They may create a
reserve fund, a closed pension fund, or both. So far, the tendency has been for states to create
reserve funds, like the one established in Bahia in 1997, before the Constitutional Amendment was
approved. Sergipe passed legislation in 1998 that will lead to the establishment of a reserve fund.
Parana, on the other hand, approved a law in December 1998 that will lead to the establishment of
a fund with a governance and regulatory structure very similar to that proposed for closed funds of
civil servants. Various other states, like Rio de Janeiro and Sao Paulo, are in the process of
designing legislation that will establish pension funds.4

V.3 PRE-FUNDING RJU PENSION LIABILITIES

5.9 The RJUs have been run on a PAYG basis, without any form of pre-funding of pension
liabilities. In fact, until recently the state and municipal RJUs were financed exclusively from
budgetary transfers, without any employee contributions. This complete absence of funding is rare
by international standards. Even countries that have pension systems run on PAYG principles had
reserve funds early in their histories. The objective of such funds has been to help in actuarially
balancing the pension plans, even if sometimes the reserves have also been a source of relatively
cheap finance for the government. In Brazil, the inflation tax of the late 1980s and early 1990s was
a powerful tool for balancing these pension plans, while state banks satisfied most of the financing
needs of state governments.

5.10 In an scenario of low inflation and the process of privatization of state banks, the financing of
sub-national government expenditure has once again become a relevant issue. Pre-funding
pension liabilities has become a necessity, since the government at both the federal and state level
can no longer rely on cheap sources of finance. Funding is also worthwhile in its own right, since it
can make an important contribution to raising nafional savings and can be a catalyst for financial
sector deepening and institutional development.

V.3.1 Feasibility of pre-funding

5.11 Both existing and future pension liabilities can be pre-funded. While pre-funding future
liabilities involves only the capitalization of a worker's contributions into a fund, funding existing

3 See Section 6 of this report for some options of reform.
4 The states of Rio de Janeiro, Sao Paulo and Parana are currently preparng legislation which will involve the
creation of reserve funds.
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liabilities involves the raising of additional revenue, hence requiring some degree of
intergenerational income redistribution. This additional revenue is what is known as the transition
cost in the typical Latin American pension reform, and can be the source of bitter political disputes.
For pre-funding of existing pension liabilities to be viable two conditions need to be satisfied: the
pension plan system has to be in operational balance, and new revenue can be raised.

5.12 If the system is not in operational balance, creating a reserve fund for existing liabilities is an
obsolete option. It amounts to puffing money in an account (viz., the pension reserve), only to
transfer it to another (viz., current pension expenses) and take it out from there. The state RJUs
are in fact already in operational deficit (see Chapter 1II). Hence, pre-funding is only a viable bption
if the systems are reformed parametrically. In the case of the state RJUs, the most viable option
would be to reduce the benefit entitlements.5

5.13 The second condition for pre-funding is that additional sources of revenue can be found.
There are two basic options: raising taxes or contributions, or privatizing state assets. With
contribution rates by employees ranging between 8% and 12% in most states (see Table Ill.?),
there is little room for further rises. Employer contributions, on the other hand, are not very high in
the larger states (6% in Sao Paulo, 2% in Rio, 4% in Minas Gerais, 4% in Rio Grande do Sul, 10%
in Parana, 10-17% in Bahia). Still, as shown in Chapter IlIl for Parana, for pre-funding via higher
contributions to balance the system, total contribution rates of over 75% would be required. In the
case of Bahia, the state's contribution rates is set to increase rapidly from 5% in 1998 to 21% after
2011. Workers' contribution rates will also increase, from 5% in 1998 to 12% after 2004. While
these measures will certainly lengthen the life of the fund, it remains to be evaluated whether they
will be sufficient to ensure the actuarial balance of the plan.

5.14 A second option to pre-fund benefits is to privatize state assets. This was also the route
followed by Bahia. The reserve fund was created with the privatization proceeds of the regional
electricity company Coelba. The law introduced in Sergipe in January 1999 which constituted the
reserve fund requires the government to pay the proceeds from the privatization of the
telecommunications company, Telergipe, into the fund and obliges it to pay at least 10% of every
privatization into the fund. Parana too is expected to use the proceeds from the privatization of
several state enterprises including Copel, the electricity company and the hydroe!ectric system,
Itaipu.

5.15 In general, however, the scenario is not very optimistic. No state has large enough assets
to allow it to actuarially balance its pension system without carrying out drastic parametric reforms.

5 See Chapter IlIl and Gill and Packard (1999) for a discussion of the viability of different reform options. The lack of
purpose of reserve funds when the pension plan is in operational deficit is illustrated by the case of Bahia, the only
state that has so far established such a fund. The fund originally (in January 1988) had over R$ 400 million in assets;
it was believed to be less than R$350 million in June 1999. It is difficult to imagine substantial growth when transfers
are required to cover the operational deficit of the state's pension plan.
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Using PROST, we conducted a simulation for the state of Parana before the 1998 reform6, based
on data used in Gill and Packard (1999). A budgetary transfer was assumed in the year 2000, and
the effect on the financing gap was measured.

5.16 The results from the simulation are shown in Figures V.1 and V.2. Figure V.1 shows the
time it takes for the reserve fund to be depleted if different budgetary transfers to the reserve fund
are made starting in year 2000.7 The transfers from privatization proceeds are assumed to be R$
2.1 billion, R$ 4.2 billion, R$ 8.4 billion, and R$ 12,6 billion, representing 50 percent, 100 percent,
200 percent, and 300 percent of the state governments revenue in the year 2000 respectively. All
the simulations assume a real rate of return of 6% per year and a constant rate of privatization
(half of the privatization proceeds are transferred to the fund in the year 2000, and the other half in
20018). These figures are consistent with the Parana govemment's expected proceeds from
privatizing the electdcity company Copel and pledging payments from the sale of the hydroelectric
system Itaipu (approximately R$ 4.5 billion). They are also consistent with the experience of
Bahia, where the value of the transfer was approximately 10% of the state's annual revenue.

Figure vA: Parana- Years in Which Reserve Fund is Depleted, Under
Different transfer Size Scenarios

18

real GDP growth and 20% real wage growth In 2000. Thereafter, GDP is assurned to grow at 0% per year, whle
wage growth Is assumed at 154%.
7 All the simulations were carred out under a no-reform soenario (total contrbution rates of 9.3% of salaries). Parana
passed a law in 1998 that will lead to higher contnbubon rates and retiremet ages Ise Box 2). The fiscal effect of
thes refomrns is disrxssed In Chapter iII and Gill and Pacakard (1999).
8 The order of magnitude of the results is not affected by this assumption.
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Figure V.2: Parana - Years in Which Reserve Fund is Depleted,
Under Different Rate of Return Scenarios

10

9 0%)

0

s ~ 2 7

5.17 Figure V1 shows that, even if the whole of the expected privatization proceeds were
transferred to the reserve fund, the operational pension deficit in the state of Parana would only be
covered for not much more than five years. Even a relatively large transfer worth 200% of the
state's revenues would only be a stop-gap measure. The reserve would be depleted within 11
years, leading to the reappearance of operational deficits. A transfer of 300 percent of state
revenue would cover the deficit for 18 years, but would require privatization proceeds worth about
3.5 times their estimated value.

5.18 Figure V.2 shows the sensitivity of these results to the rate of return on the fund. Reducing
the rate of return to 3 percent per year has the effect of shortening the time it takes for the deficit to
reappear by one year. Increasing the rate of return to 1 0 percent, on the other hand, has the effect
of lengthening the period of operational balance by three years. Hence, regardless ot the efficiency
in asset management, or the degree of insulation from political capture of the funds, the depleUion
of the reserves within a short time period is inevitable.

5.19 The experience at other states may differ significantly from that of Parana. Some states may
expect higher privatization proceeds and may therefore be able to balance the pension plan for a
longer period. In aggregate, however, the total value of public companies that could be privatized is
not very large. As Table V. 1 shows, total revenue from privatized assets amounted to R$ 31 billion
between 1996 and 1998. Assuming that the states were able to raise the same amount of money
after 2000, and that the salary, contribution and benefit structures of the states were similar to
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those of Parana9, this would still represent less than 50 percent of the states' aggregate revenue in
200010. As shown in Figure V.1, this would allow the states to eliminate the financing gap in the
RJUs for only five years. By 2005, all the reserves created with privatization proceeds and their
yield (6 percent real) would have been depleted.

5.20 Even if the states are able to raise up to R$ 70 billion after 2000 (twice the amount raised
between 1996 and 1998 and over 100 percent of the aggregate state revenue in 2000), this would
still only delay the reappearance of the deficit by eleven years. In general, therefore, it can be
concluded that efforts to pre-fund existing pension liabilites in state RJU systems are futile, unless
the RJU plans are reformed parametrically.

Table V.1: Non-federal Privatization receipts, state
enterprises: 1996-98 (R$ million)

Privatization Transferred Total
Receipts Debts

Prvatized Enterpnises 13,025 2,049 15,074
Sale of shares 3,500 3,500
Total 1996-97 16,525 2,049 18,575

Privatized Enterprises 8,600 4,032 12,632
Sale of shares 396 396
Total 1998 8,996 4,032 13,028

Total 1996-98 25,522 6,081 31,603

Source: BNDES

5.21 The results for the Federal RJU would be very similar, though there would be a larger pool
of public enterprises that could be used to create a reserve fund. Between 1991 and December
1998 the federal govemment had raised approximately R$ 70 billion, versus the R$ 31 billion
raised by the states.

5.22 Despite the short life of privatization as a solution to the RJU imbalances, state governments
have a political incentive to create reserve funds with privatization proceeds before reforming the
pension system parametrically. Privatization is always more politically acceptable than cutting civil
servant pension benefits.

9 In fact, most states currently have total contribution rates higher than the 9.3 percent before the reform in Parana,
which would allow them to sustain a surplus in their pension plans for a longer period.
10 The aggregate state revenue in Brazil was R$ 75 billion in 1997.
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V.3.2 Options for funding new pension contributions

5.23 Assuming that significant parametric reforms can be introduced", the states currently have
at least three options for funding new contributions. They may create a reserve fund, a
complementary pension fund, or both. The structure implied by the November 1998 Constitutional
Amendment would be one similar to that of the private sector (RGPS):

* The first component would be a partly funded, defined benefit plan, with significantly reduced
benefits (up to a maximum of R$ 1,200 per month). The fund would take the form of a reserve.
This component would be administered by the sponsoring state or municipality.

* The second component would consist of a fully-funded, complementary pension plan, of either
a defined benefit or defined contribution nature. This component would also be administered
by the sponsoring state or municipality.

5.24 From the outset, it is critical to realize that a two-fund, two-component structure only brings
benefits if the administrator of each component is a distinct, independent institution, the population
coverage of the two components is different, or when the two components are based on a different
scheme (viz., one DB and the other DC). The rationale for two (or more) components of the same
type (DB or DC) is that the risks, internal rates of return, and administrative costs of each
component are different. For example, the RGPS system is a nation-wide DB system administered
by an agency dependant on the federal government. The RJUs, on the other hand, offer DB plans
only to civil servants of the relevant sub-national government and are administered by this entity.
Finally, the open, DB pension plans of the complementary pension system are open to any worker,
are administered by financial institutions, and are regulated and supervised at the national level. If
one thinks of these different systems as assets in the old age investment portfolio, diversification
across components can improve welfare.

5.25 Diversification of sponsor risk could be achieved by integrating the basic component of the
RJU within the private sector system (RGPS). As well as limiting their exposure to a single sponsor
(their employer), workers would also benefit from the broader coverage of the RGPS, which would
permit more efficient intergenerational risk pooling. Even a partial integration with the RGPS,
however, is likely to be a highly controversial political decision.

5.26 A good example of diversification of sponsor risk at the civil servants level is the Federal
Employees Retirement System (FERS) in the U.S. This system consists of three components, the
first of which is social security, the second a fully-funded employer provided DB plan, and the third
a employer administered DC plan. Box V.1 describes the main characteristics of this model and
highlights the main advantages relative to the old system (a partly funded, employer provided DB
plan).

11 Including tightening eligibility requirements, raising the retirement age, increasing contrbution rates, and, specially,
eliminating the 100 percent benefit guarantee from the Constitution. See Gill and Packard (1999) for an actuarial
evaluation of parametrc reforms.
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Box V.1: The Reform of the Federal Civil Servants Pension Plan in the U.S.

The US Federal Government reformed the pension plan for its civil servants in 1983. Until then, the only plan
in existence was the C,vil Service Retirement System (CSRS). Workers hired after 1984 have been affiliated
to the so-called Federal Employees Retirement System (FERS). There are some special groups excluded
from these plans, like military personnel, who have their own retirement system.

Structure: The CSRS was established in 1920, before Social Security. It is a partly funded, defined benefit
system, with employee contributions of 7%, matched by an equal amount by the employer. Since 1987
workers have also been able to parftcipate in a complementary pension plan, Thrift Savings Plan (TSP). The
TSP is a defined contribution plan. The maximum employee conftribon rate is 5%. There is no matching
employer contribution. Workers can choose between three different funds: a govemment securities fund, a
fixed income index fund, and a stock market index fund. Two new funds have been authorized and will be
added when the TSP record keeping system is replaced in 2002. These will be a small capitalization United
States stock fund and an international stock fund.

The FERS, on the other hand, is a three component system. The first component consists of social security,
with the standard contribution rate by the employee of 6.2%. The second component is a defined benefit,
fully-funded scheme, with a minimum employee contrbution rate of 0.8%. The third component is the TSP.
Employees can contribution a maximum of 10% of their salary to the TSP, and the federal government
contributes up to 5% of pay.

Advantages ofnew system: The FERS system offers three main advantages over the CSRS:
• The first component of the FERS integrates workers wihin Social Security, which involves

intergenerational nsk pooling fur this component across the whole population. The CSRS, on the other
hand, only covers federal workers.

* The second component of the FERS is fully funded. The CSRS is a partly funded scheme.
* The three component structure of the FERS ensures better diversification of sponsor risk. The first

component is administered by the Social Security institute, while the second component is administered
by the employer. The CSRS is fully administered by the employer.

Financing the transition: The creation of the fully-funded component created a transition cost for the
CSRS. This cost will be financed by CSRS affiliates and the government,; as weU as by workers participatng
in the FERS. Transfers from the FERS to the CSRS, however, are only expected to start in 2026, when the
CSRS will be depleted and the system will enter operational deficit. It is expected that the liability of the
CSRS will be gradually amortized over the next thirty years.

Transfer between systems: Workers affiliated to the CSRS are also allowed to transfer to the FERS. Two
opportunities were provided to do so, one in 1987 and a second another in 1998. There is a strong incenfive
to do so, because the employer only matches employees contribution in the TSP for workers participating in
the FERS. Meanwhile, the employee contribution rate for the DB component is the same (7%). The rate of
transfer, however, has been very low. The Congressional Budget Office estimated that 40% of CSRS
participants would have been better off had they transferred to the FERS in 1987. However, only 5% did so.
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5.27 In the case of the RJUs it would be politically difficult to integrate the basic component of the
pension plan with the RGPS. To the extent that the RJU plans remain as the providers of all the
benefits for civil servants, however, there is no reason for having more than one DB pension plan.
There are no gains from the same institution having two separate defined benefit plans for the
same employees, and significant costs, since administrative costs (including the costs of
supervision) are duplicated. Nevertheless, if eligibility for participation in the complementary plan is
restricted to workers earning R$ 1200, as is often the case in the complementary pension system,
the result may be indeed such a two-fund, two-component DB plan. Alternative, more efficient
structures would be either a single fund, single component, DB plan, or a two fund plan, where one
of the components is based on a DC scheme, such as the TSP in the USA. The next two sections
discuss these options.

V.4 PROSPECTS FOR RJU RESERVE FUNDS

5.28 The reserve funds that can be established by states and municipalities are similar to the
Argentinean Provincial Pension Funds (PPFs) that were popular among subnational government
until the pension reform of the mid-1990s, and the social security reserves of other countries in the
region. Given the deteriorated fiscal state of states and municipalities, which is itself largely a
consequence of their unbalanced pension systems, the establishments of these funds presents the
govemments with an attractive source of financing.

5.29 The pension systems, however, cannot be made financial sustainable unless the funds are
professionally managed and they are free from political interference (misuse or appropriation of the
funds by the authorities) and from excessive exposure to individual risks, such as the default of
states or municipalities.12 To the extent that these objectives are achieved, the result should be
reflected in a high performance of the public pension funds in terms of rates of return and
administrative costs.

V.4.1 Design options in public pension fund management

5.30 As the Latin American experience has shown, one way in which the exposure of public
sector pension funds to political risk could be reduced, would be to establish individual property
rights over the fund. This would involve the creation of individual accounts, where the worker's
contributions are deposited. These accounts would then be managed by private asset managers,
who would be expected to invest them with the objective of maximizing risk-adjusted returns.

5.31 Apart from some Latin American and Eastern European countries, however, very few
countries have attempted to redesign their pension systems along these lines.13 Some countries
have established individual accounts and some allow external management of pension assets, but

12 As was shown in the last section, the operational deficits would also have to be eliminated via parametric reforms.
13 The only exception is Singapore, which since 1986 has permitted individuals to invest a portion of their
contributions independently via licensed fund managers.

147



Brazil: Critical Social Security Issues

no country combines the two, which would essentially involve individual choice over asset
management. Instead, countries with a long history of publicly managed pension funds have
followed two basic designs:

* Reserve fund: pool of assets managed internally or externally, with no individual
accounts, typically associated with defined benefit plans.

* Provident fund: fund with individual accounts, based on either a notional defined
contribution scheme or fully funded, and assets usually managed internally.

5.32 Reserve funds are common in developed countries and were once popular also in Latin
America. Provident funds, on the other hand, are more typical in developing countries in Asia and
Africa'4. The critical difference between the two types of funds is the possibility for establishing
individual accounts in provident funds. Reserve funds are associated with defined benefit plans,
which permit individual accounting (or record-keeping of contributions) but not individual
capitalized accounts.

5.33 Individual accounts make it easier to guarantee individual property rights over the assets of
the fund than either individual accounting or reserve funds. In a notional defined contribution
scheme, for example, workers have a record of their contributions to their account and that of the
employer, but have no direct rights over the assets of the fund. They are only entitled to a notional
return to their contribution. Hence, it is possible a priori to have a defined benefit plan where
workers have a stronger entitlement to the reserve fund's assets than workers affiliated to a
notional defined contribution plan with individual accounting.

5.34 The existence of individual accounts, however, is no guarantee of high returns. Regardless
of whether the pension fund has individual accounts or not, it will necessarily be exposed to
political interference if there is involvement of the authorities in the investment process, or if there
is interference at two other stages, in the transfer of revenue to the fund and in the payments from
the fund.

5.35 Political interference in asset management takes various forms: use of funds as (i) an
instrument of monetary policy, (ii) finance government deficits at below market interest rates (iii)
investment of funds in domestic infrastructure and projects with a positive socioeconomic impact,
(iv) misappropriation of funds, and (v) excessive risk aversion. Of these, the last two can be easily
condemned. The first one, use in monetary policy can be criticized on the grounds that direct
monetary control over such funds can be exerted by limiting their investment in overseas markets,
without needing to distort the portfolio allocation otherwise. The use of the funds to finance
government deficits at below market rates is a form of tax on workers' contributions that may be

14 In total twenty developing countries have instituted the provident fund method of financing retirement benefits:
Malaysia (1951), Indonesia (1951), India (1952), Singapore (1953), Sri Lanka (1958), Nigeria (1961), Westem Samoa
(1962), Nepal (1964), Zambia (1965), Ghana (1965), Kenya (1965), Fiji (1966), Solomon Islands (1973), Swaziland
(1974), Kirbati (1976), Papua New Guinea (1980), Gambia (1981), Vanuato (1987), and Yemen (1987).
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more efficiently collected in other ways. Finally, the use of pension funds to finance projects that
have positive externalities can be condemned on the grounds that direct investment is not
necessary for ensuring an adequate level of funding for these projects. Pension funds demand
assets such as long term government debt, which can be used by the government in conjunction
with an adequate tax regime to finance such projects.

5.36 Political interference has two main adverse consequences: excessively conservative
portfolios and misallocation of resources. Higher levels of risk aversion among public sector asset
managers means that fund portfolios tend to have a lower exposure to equities and other
instruments with higher risk-return trade-offs. Inefficient asset management leads to portfolios with
lower returns and higher volatility than simple portfolios constructed with domestic market indices.

V.4.2 International evidence on public pension fund performance

5.37 This section reviews the performance of reserve and provident funds is reviewed and
identifies the main features that have determined their performance.

Reserve funds

5.38 Latin America has a long history of reserve funds, but only a few countries have
accumulated funds for civil servants at the state level. One example is Argentina, where states
accumulated pension reserves in special funds (called provincial pension funds or PPFs). Social
security systems for private workers have also often relied in reserves to partly cover the cost of
future pensions.

5.39 The experience with management of public funds in Latin America has been dismal. By the
time of pension reform in Argentina in the mid-1990s, the PPFs had already become mere transfer
mechanisms, having lost their reserves as a result of the continuous operational deficit. Of the
remaining PPFs after the reform, only a few have surpluses. Social security funds too have had a
dismal history of management in Latin America. Most funds were depleted during the 1980s, as
reserves were lent to cash-strapped governments at low or negative interest rates, or were
directed towards non-traditional investments of uncertain performance (Mesa-Lago, 1991). As a
result of poor management and the trend towards private management of pension accounts, public
pension funds are gradually disappearing from Latin America.

5.40 In industrialized nations, the performance of public pension funds has been generally poorer
than private funds. As shown in Table V.2, public funds in the US and UK did worse than private
plans, and the difference cannot be explained purely by greater risk aversion of public fund
managers15. Private funds in both countries were able to achieve a higher return on their portfolio
with lower volatility, implying that public funds were managed less efficiently than private funds.

15 UK local authority funds held an average of 52% equity over the sample, while private funds held 56%. For US
funds the difference is more dramatic; 25% and 53% (Davis, 1993).
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Table V.2: Returns on Public and Private Pension Funds:
US and UK, 1967-88

Private Funds Public Funds
UK 5.6 (13.0) 4.9 (13.4)
Us 2.7 (11.7) 1.2 (12.6)
Source: Davis (1993)

5.41 Mitchell and Hsin (1998) looked at the performance of US public pension funds relative to
market indices. Between 1984 and 1990 the return of public pension funds was 11.1%, which
compares adversely with the stock market return of 15.51% and a bond index return of 13,91%.
They also showed that that the composition of the pension fund board, and the ability to invest in-
house are two important determinants of the performance of public pension reserve funds, Yields
in 1990 were about 2% lower if retiree representation on the public pension boards increased by
10%16, while an increase of 10% in state investments was associated with a 1% drop in return.
Social security funds in developed countries have also typically under-performed market
benchmarks and private funds. World Bank (1994) reported that the return to the social security
fund (OASI) in the USA obtained an average annual return of 4.8% on its portfolio over the period
1980-90 compared with 8% in occupational private funds.

Provident Funds

5.42 The performance of provident funds is more difficult to evaluate. In general these funds
exist in countries which do not have private pension industries, or have been established for too
short a period to permit an adequate evaluation. A relevant benchmark can be found in indices of
market yields and rates of return on bank deposits. In general, it can be expected that if
govemments were restricted from administering provident fund assets, these could earn at the
bare minimum the rate on bank deposits, and ideally some average bond and stock market index.

5.43 Iglesias and Palacios (1999) show that in five countries with provident funds (India, Kenya,
Singapore, Uganda, and Zambia) the rate of return has been below that on bank deposits. Table
V.3 shows an index of returns for each of these countries as well as Malaysia, the only one where
the provident fund did better than bank deposits.

Table V.3: Index of Accumulated Balance at End of Period (Index=1 at start)

Period Bank Deposits Provident Fund BD-PF
India 1977-95 1.32 1.28 0.04
Kenya 1978-90 0.83 0.58 0.25
Malaysia 1958-91 2.83 2.96 -0.13
Singapore 1977-95 1.44 1.36 0.08
Uganda 1986-93 0.06 0.02 0.04
Zambia 1980-90 0.07 0.02 0.05
Source: Iglesias and Palacios (1999)

16 This finding is not solely attributable to more conservative investment choices made by retiree board members,
since the model allows for the portfolio distribution of the reserve funds.
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5.44 Fry (1992) provides some more illustrative evidence for the case of Malaysia. He compares
the return to the Malaysian provident fund with varies market indices. Table V.4 reproduces some
of his results. During the 1970s, the provident obtained a slightly lower return than the deposits and
the government bond index, while, during the 80s, it performed better. Over the whole period the
provident fund showed a slightly higher return than either benchmark'7. The contrast in
performance relative to equities is much sharper. The return to equities was more than double that
of the provident fund. In the 1980s, this situation was reversed, since equities saw a very poor
performance. But over the whole period equities still showed a much better performance than the
provident fund. A balanced portfolio made up of 50% government bonds and 50% equities would
have clearly outperformed the provident fund.

Table V.4: Performance Comparison,
Malaysia Provident Fund, 1971 -1 991

EPF Bank Govt. Equities Balanced
Dividend Deposit Bond Portfolio

1971-81 6.9 7.4 7.3 18.5 12.9
1981-91 8.2 7.3 7.4 3.2 5.3
1971-91 7.6 7.3 7.3 10.6 9.0

Source: Fry (1992) and own calculations.

5.45 This shows that provident funds and individual accounts cannot by themselves eliminate the
exposure of public pension funds to political risk in the form of misappropriation of reserves, implicit
government taxes and inefficient management of assets. Additional checks on government
mismanagement via adequate governance and investment regulations are necessary to minimize
such risks.

V.4.3 Past Experience in Public Sector Asset Management: State Banks

5.46 The only experience of Brazil's state governments in managing financial institutions has
been the state banks. Historically, state banks have been the main source of finance for sub-
national governments in Brazil. There are three types of state banks: commercial banks,
development banks, and savings and loans banks, State commercial banks have been the main
players in the financing of states and municipalities. The development banks' main function is to
channel federal directed credit programs. Savings and loans banks are limited to providing finance
for residential housing and infrastructure investment.

5.47 State commercial banks were financed primarily by borrowing from federal institutions (the
federal government or the central bank). Until the Real Plan, there was little control on the flow of
these funds. State commercial banks lent the money to sub-national governments at below market
interest rates. In some cases the transfers generated by these implicit subsidies were equal to the
size of the entire state budget (e.g. Minas Gerais and Rio de Janeiro in the late 1980s). The
management of state banks was subject to an intricate bureaucratic machinery, which did not even

17 The state guarantees a nominal yield on the provident fund of 2.5% p.a.
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respond to the regular constitutional, political and administrative channels which regulate
government expenditures.

5.48 This situation changed after the institution of the Real Plan in 1994. As a result of recent
privatization"8, the importance of state banks in the domestic banking system has been significantly
reduced. While in 1988 the state banks represented about a quarter of all assets in the banking
system, this level had fallen to 5% by the end of June 1998.

Figure V.3: Number of State Banks with Losses, 1979 to 1997
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5.49 It is difficult to erase the bad history of management of state banks. The lack of
accountability and adequate regulation created an inefficiently-run insfitution whose task was to
misallocate resources. As Figure V.3 shows, the banks were an unprofitable institution, with up to
60% of all banks showing losses by 1997. The experience in state banking has set a bad
precedent for the new RJU reserve funds.

V.4.4 Regulating the RJU Reserve Funds

5.50 The pension funds of the RJUs will be established as reserve funds since the systems will
remain defined benefit. Direct political capture of the funds will be eliminated because of the
following restrictons imposed by Law 9717:

* The obligation to maintain a record of contributions to the plan.

* A requirement to separate the fund from treasury operations.

18 Most notably, the major state banks of Rio, Minas Gerais, and Sao Paulo.
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* Ban on lending to the sponsoring government"9 and to the plan's affiliates.

* Ban on investment in state and municipal securities (government or corporations).

* Investment regime determined by the National Monetary Council.

5.51 The objective of these regulations is to "tie the hands" of sub-national authorities by limiting
their ability of authorities to "raid" the reserve funds and banning investment in sub-national debt.
These rules, however, do not ban non-traditional investments, Reserve funds could be invested in
housing, non-quoted companies and infrastructure projects, which will expose the funds to political
manipulation. This risk is exacerbated by the lack of a requirement on the funds to have individual
accounts or be set-up as defined contributions systems. Given that the reserve funds will be self-
regulated, the potential for loopholes is large.

5.52 In order to alleviate some of these risks, the investment regime set by the National
Securities Council20 will have to be particularly well defined. The following are some general rules
suggested by from Iglesias and Palacios (1999) and some other additional requirements specific
for the Brazilian case:

* A limit on the investment of reserve funds in companies or projects of a particular state
or municipality.

* A limit or outright ban on investments in non-quoted securities, real estate and lending.

* A limit or outright ban on internal asset management.

* Portfolio limits, if introduced, should be flexible enough to permit the investment of a
large part of the portfolio in private sector fixed income securities (corporate bonds,
mortgage bonds, time deposits).

* Minimum diversification requirements should be established,

* In order to curb the state's intrusion in the corporate governance of private enterprises,
ownership of individual stocks should be subject to strict limits (e.g. less than 5% of a
company's capital). A controversial question that remains, however, is whether fund
managers should be able to exert voting rights21.

* Rules on the govemance structure of the fund, separating the advisory council, with
representation of workers and the authorities, from the executive council, who should be
recognized professionals, with no employment link to the government.

* A limit to the attribution of the Executive council: selection of portfolio managers,
auditors, evaluation of manager's performance, and the selection of one or more
custodians.

19 In fact, it will not be possible to make loans to any govemment, federal or sub-national. The fund, however, can be
invested in federal government secuRites.
20 Conselho MonetAiio Nacional.
21 This issue is addressed in the next section on the regulation of complementary pension plans.
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Compulsory, frequent performance evaluation of the reserve fund relative to private
pension funds and market benchmarks.

5.53 Essentially, the rules that should be established are similar to those currently proposed for
closed funds of civil servants in the complementary pension system (see next section). These
rules, if consistently and adequately applied may have the ability to reduce the exposure of reserve
funds to political risk. The fact that the National Monetary Council will set the investment rules will
also mitigate conflicts of interest, since the Council is a federal agency.

V.4.5 The Bahia, Sergipe, and Parana Reserve Funds

5.54 So far only one state, Bahia, has created a reserve fund, while two others, Parana and
Sergipe, passed legislation in December 1998 and January 1999, respectively, to constitute such
funds. The Bahia fund was established with the R$400 million from the privatization of Coelba, the
state electricity distributor company22. The state and employees each contribute 5% of the
employee's salary to this fund during the first two years (1998-2000). The contribution rate is set to
increase gradually over the years. The state of Bahia has managed to mitigate the exposure of the
reserves to political risk, by following some of the guidelines that were discussed above. The
governance structure is divided between an advisory council and an executive council. While
membership of the advisory council is clearly defined, there is no requirement on the qualifications
and employment links of the members of the executive council.

5.55 Investment regulations follow the recommended guidelines to some extent. There is a ban
on investment of any form in any company, trust or project with state ownership or in which the
government has an economic interest (foundations, autarchies, cooperatives). The fund is largely
externally managed. About 70% of total assets (R$350 million in January 1999) are invested in
about 18 fixed income mutual funds. The remaining 30% of the fund is administered internally in a
special governmental department, and is deposited as cash, invested in property, while a small
amount is held in shares of the state's water company, EMBASA. The fund administrator chooses
mutual funds on the basis of risk-adjusted performance over the past twenty months and some
prudential rules, like size of the fund and experience in fund management. Important weaknesses
is the permission to lend some of the reserve fund to affiliates (no limit was set in the law)23, and
the lack of controls on the corporate governance of private sector firms. While the reserve fund is
as yet relatively small relative to state GDP (1 percent, approximately), it could quickly grow into
one of the larger pools of capital in the state, with potentially disrupting impact on private sector
corporate governance.

5.56 While the Bahia investment management model mitigates political risk, it has had some
drawbacks. It has led to higher administrative costs than would be expected in a centralized fund.
Rather than negotiating fees with fund managers, the reserve fund invests directly in mutual fund

22 Rio would use part of the receipts from the privatization of Baner to set up the fund.
23 This weaknesses has been eliminated by the new regulatory framework (Law 9,717) for reserve funds, which bans
lending to affiliates. The Bahia fund was established before this law was enacted.
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quotas like a retail investor. Administrative costs of the reserve fund are therefore as high as the
average commission charged by the mutual funds in the fixed income retail sector, around 2% of
assets. This is high for a DB fund in the US or other developed countries, where administrative
costs rarely are more than 1% of assets (Mitchell, 1998). Significant savings could be achieved via
direct negotiaffon of asset management fees with one or more fund managers.

5.57 Sergipe would use part of the privatization proceeds from the sale of Telergipe to set up a
reserve fund. The law passed in January 1999 follows similar principles to that of Bahia. Some
serious weaknesses exist, however. The state bank has been designated as the custodian of the
fund. Given the past history of state banks described earlier, this decision may be a source of
future troubles. Another problem is the lack of separation between the advisory and executive
council. There is only one board, which will be composed of three govemment officials and an
individual representing the civil servants, all of which have vested interests in the fund.

5.58 Parana's proposal, approved by the state legislature in December 1998, has taken a
different line. The new fund that will be created will be subject to similar rules as those proposed by
the Federal govemment for the closed funds of the complementary pension system. While the
complementary law has not yet been approved, the draft proposal of the Federal Government is
known, and this has been used by Parana officials in designing their new pension scheme. As well
as having more adequate governance and regulatory structures, the Parana proposal also
requires the plan to be fully-funded, and limits employer contributions to the level of employee
contributions. This is the same limit as that imposed for closed funds of civil servants in the
complementary pension system. Given the benefit parameters of the RJU, the fund does not return
Parana's pensions to a sustainable long-term solution under plausible assumptions. The attractive
feature of the proposed structure is that when the necessary parametric reforms are facilitated by
Constitutional reforms and implemented, Parana should find it easier than Bahia to move to a
closed-fund-based system. Box V.2 contains a more detailed description of the Parana proposal,
its main advantages, and some ways the proposal can be improved.
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Box V.2: The Parana Government Employees' Pension Plan Proposal

Parana proposes to shift the structure of its pension scheme away from an entitlement system of post-
retrement salary replacement to a fully funded, defined benefit pension plan with a similar governance
structure as the closed funds of the complementary pension system. This shift began with the passage of
state reform legislation on December 30th, 1998, that increases the contributions of active and retired
workers, and survivors, and calls for the establishment of reserve funds to finance benefit guarantees.

The New Structure. It is expected that the law will be enacted in June 1999. The first step will be the
formalization of the current system for currently retired workers, and active workers over 50/45 years
(men/women) as a PAYG scheme, via the establishment of a financial account (Fundo Financeiro) to which
employee contributions are channeled. As the number of current retirees and older-active workers falls over
bme, the Fundo Financeiro will be phased out. The transition cost will be covered with contributions from
retired and older-active workers, statutory contributions from the State as "employer", proceeds from the
privatization of state-owned enterprises, and contributions from younger and new workers. The second step
will be the establishment of a fully funded, DB scheme (Fundo de Previd6ncia) for active workers under
50/45 years and future civil servants. This reserve fund will be financed with contributions from employees
and the State, a small share of privatization proceeds, and retums on the fund's investments.

Governance. Unlike Bahia's fund that operates within the state government, Parana's Fundo de Previd&ncia
would be administered by a quasi-private, cooperative entity, PARANAPREVIDENCIA, operating under
Brazilian private sector law as an independent social service institution (Servigo Social Autonomo).
Parana's law has established a governance structure and fiduciary responsibility similar to that proposed for
closed funds. The governance would consist of a Management Council, a Fiscal Council and Executive
Directors. The Management Council (Conselho de Administra&o) would have 10 permanent mnembers
representing the interests of the govemor (3 seats, including the head of the council), state legislature,
judiciary, ministries, active and retired civil servants, Parana's private pension fund association, and the state
government's Office of Pension Affairs (1 seat each). There would be also a fiscal council, in charge of
internal supervision of executive directors as well as the management council. Finally, the executive
directors would be in charge of the daily management of the fund. 

Regulation. PARANAPREVIDENCIA would be subject to rules established by the government and written in
the contract between the two entities. These rules will specify the responsibilities of the management council,
the fiscal council, and the executive directors. There would also be valuation, actuarial, funding, investment
and disclosure rules. It is expected that the contract will require PARANAPREVIDENCIA to comply with the
appropriate regulations applied to complementary pension plans, even if the institution is not fuilly integrated
within this system. Further, the fund administrator would be supervised by the State's accounting board
(Tribunal de Contas), and subject to annual extemal audits.

Improving the Parana model. The Parana proposal may be an advance over the Bahia model, though both
require constitutional reforms to return the systems to long-term sustainability. Aside from these parametric
changes, further improvements could be made. (i) a DC plan would offer significant advantages over a DB
plan; the plan could be split in two components, e.g., with a DB part coverng contributions up to R$ 1200 of
wages, and a DC part for contributions above R$ 1200 of wages; (ii) the law only specifies that the
accounting rules should be the same as those of those funds; while the specific rules may be left to the
contractual agreement, the general law should also mimic that for closed funds in the areas of vesting,
portability, information disclosure, funding rules, actuarial evaluation, investment rules and performance
evaluation; (iii) the transition cost to be financed by new and younger workers could come from reduced
govemment contributions to their accounts, rather than directy from their own contributions; this may help to
inculcate greater ownership of workers' contributions.

156



Fundos de Pensoes para os Servidores Publicos

V.5. PROSPECTS FOR RJU COMPLEMENTARY PENSION FUNDS

5.59 Since its inception in the late 1970s, the complementary pension system has been suffering
from a lack of adequate regulation and fragmented and weak supervision. Amongst the most
pressing regulatory problems are the lack of clear, detailed rules for defined benefit plans (funding
rules, benefit guarantees, actuarial analysis) and the lack of portability of pension benefits or
contributions in the closed fund sector, the complexity in comparing open pension plans, and the
high administrative costs of both systems. These problems are likely to present regulators with a
daunting task when civil servant pension funds are created.

5.60 Chapter IV dealt with the necessary reforms to the regulatory and supervisory system. While
most of these are also necessary to ensure that the new civil servant funds are established and
managed on sound actuarial and business principles, there are additional requirements that are
dealt with in this section, including affiliation, minimum size of plans, type of schemes (DB or DC),
and investment regulations.

V.5.1 Design Issues of Complementary Pension Plans

5.61 Complementary pension plans for civil servants are not unusual in Latin American countries.
Some countries have reformed these systems. Argentina is in the process of integrating it with the
national system, which is based on a mixed model.24 Panama reformed the pension system of
public sector workers before that of the private sector. The complementary system is being
gradually privatized. Individual accounts are managed by a single entity that was chosen after a
bidding process in January 1999. Workers choose one of four financial institutions to manage their
mandatory retirement savings.

Affiliation, eligibility and minimum size

5.62 The November 1998 Constitutional Amendment gave Brazilian states and municipalities the
option to create complementary pension funds for their employees, similar to those existing for
public and private sector enterprises. These plans would provide additional benefits to civil
servants affiliated to an RJU. The plans would be closed and would be administered by the
sponsoring state/municipality (Entidades Fechadas de Previdencia Privada). The success of
these plans depends ultimately on how well the complementary pension system is regulated and
supervised, as well as on the specific design on the specific plans for civil servants. This section
discusses the regulatory challenges that the system faces in order to accommodate the new
pension funds and the critical aspects of their design.

24 The first component is run on a PAYG basis and offers a basic benefit, while the second component is based on
the standard private pension fund system of other Latin American countries.
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5.63 While both the creation of complementary plans will be voluntary25, it can be expected that
most states will create them. The reason is that by establishing complementary plans, the states
will be able to limit benefits in the old (now basic) plan to the same level as the RGPS, viz., R$1200
currently. If they do not set up complementary plans, the states will be obliged to guarantee
pension benefits (100 percent of salary at retirement) under the old plan.

5.64 If the sponsoring government decides to set up a complementary plan, worker participation
will be mandatory for eligible workers. Ideally, workers should have the option not only of whether
to affiliate themselves to the closed pension plan, but also to opt out of it and contribute to the open
fund system. This would create a level-playing field between private and public sector workers and
would be conducive to a desirable future integration of the two systems. They should also be
allowed to make additional contributions to DC schemes above a minimum level.

5.65 Current workers above a certain age will most likely retain the current benefit structure
(guarantee of 100 percent of salary at retirement), and will therefore be excluded from the
complementary system. For all other workers, the eligibility constraint would probably be the same
as in the RGPS, i.e., a monthly salary over R$ 1200. The exclusion of lower income workers from
the complementary system would be an inefficient and inequitable decision. It would impair the
ability of these workers to diversify risk across plans, and would expose them to the full risk of
state mismanagement of the basic pension plan, which, unlike the complementary plan, would not
be subject to federal regulation and supervision26 (see World Bank, 1999b).

5.66 It also has been proposed that plans of sub-national governments should have a minimum
number of participants of approximately 5000. This limit would only apply to municipalities. 900 of
the current municipal RJUs would revert to the INSS. An alternative being contemplated would be
to permit multi-sponsored plans, to which employees of different municipalities could belong. This
option has been received with much skepticism because of the inherent difficulty of tracing
contributions and assets in defined benefit system.

Defined benefit versus defined contribution

5.67 The main advantage of defined benefit schemes is that workers do not bear the full cost of
market risk. Instead, the sponsoring institution guarantees a certain replacement rate by
distributing risk across generations. In the case of the state RJUs this is not a relevant issue
because, firstly, the first component would still be a DB scheme, and secondly, because Brazilian
capital markets, being one of the most developed in Latin America, allow a high degree of
diversification and mitigation of market risk. Meanwhile, defined contribution plans have four
significant advantages:

DC plans ensure a perfect link, before taxes, between benefits and contributions. This
has advantages not only in terms of worker incentives but also to guarantee the

25 Some groups, like lawyers, legal personnel, teachers, and the police forces will maintain the old system.
26 See Word Bank (1999b) for a discussion of this eligibility constraint in the case of the RGPS.
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actuarial balance of the fund. DC plans are by definition, actuarially balanced. Hence,
there is no need to impose actuarial rules and impose regulations on the pension plans.
DB plans, on the other hand, can obscure the link between contributions and pensions.
They can even have regressive effects if designed incorrectly. For example, the practice
of linking benefits to final year salaries benefits higher income workers, whose salary
histories are usually steeper than those of poorer workers.

* In DC schemes workers have individual accounts and bear investment risk. Since
employees have clearly defined property rights over accumulated assets, they have an
interest in monitoring performance and ensuring adequate management of the fund. DB
plans do not permit individual accounts, although it is possible to keep an accounting
record of contributions by both the employee and employer, and to establish clear
ownership and responsibility rules over funding (who owns surplus funds, who
contributes additionally to underfunded plans, etc). However, achieving consensus over
these rules is complicated, because the calculation of funding rules is based on
expectations of market variables, over which employer and employees may disagree.
This is particularly important in cases where it is difficult to discipline a powerful
sponsor, like the government. Moreover, the individual's incentive to monitor
performance is lower in DB plans because the employer usually bears most if not all of
market and demographic risk.

* DC plans limit political intrusion in the corporate governance of private firms, because
individuals can choose portfolios and fund managers to their liking. In DB plans, since
the employer bears most (often all) of the market and demographic risk, the individual
does not play a role in these choices.

* The regulation and supervision of DC plans can be simple and effective, as has been
shown in other Latin American countries. DB plans on the other hand, require a much
more complex regulatory framework. In Brazil, DB plans have suffered from bad
regulation and supervision in the past. While it is likely that the regulatory framework will
be revamped in the near future, it is possible that this will not be done soon enough to
ensure adequate control of the funding and investment policies of the new state pension
plans.

Individual choice in defined contribution plans

5.68 The degree of individual choice permitted in DC plans will be an important factor determining
not only the extent to which the plan is isolated from politcal interference, but will also affect the
administrative costs of the new system. Two forms of individual choice can be distinguished,
choice over portfolio allocation, and choice over fund manager.

5.69 Choice over portfolio allocation is necessary to ensure that the worker can to some extent
tailor the risk-return combination to her age, career and risk aversion profiles. At the same time,
however, free choice in portfolio allocation can lead to investor confusion, can make it difficult to
compare performance between funds and can increase administrative costs substantially as
investors overreact to changes in market conditions by moving between funds frequently.
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Furthermore, if there is choice among fund managers, these may engage in active marketing and
advertising campaigns to steal affiliates from other funds, further increasing the operational
expense of the system.

5.70 It is therefore wise to restrict portfolio choice initially to about two or three funds each with
different risk-retum characteristics. An example of this set-up is the complementary pension
system for federal government workers in the USA, the so-called Thrift Saving Plan (TSP). In this
plan, workers have the option of choosing between three funds: a government securities fund, a
fixed income index fund, and a stock index fund.27

5.71 Another important decision is whether individual choice over fund manager should be
permitted. In the Latin American new private pension systems, this has been reported as the main
culprit behind the wasteful marketing and advertising campaigns carried out by fund managers.
Constraining choice among fund managers can significantly limit the ensuing administrative costs.
At the same time, however, curtailing choice can lead to a principal-agency problem, because it is
the sponsoring entity that decides which fund managers should be allowed to compete for the
plans' funds.

5.72 In the TSP, for example, there is a single fund manager for the two index funds, which is
chosen by the plan's Board through competitive bidding. For these two index funds the choice of
fund manager is not a critical factor in determining returns, which limits the cost of the sponsor in
manipulating the choice of fund manager. The bid is based exclusively on the lowest fees charged.
Index funds also have lower administrative costs than fund with actively managed funds.

V.5.2 Regulation and Supervision of RJU Complementary Pension Plans

5.73 The March 1999 law sent to Congress would regulate the RJU complementary pension
plans. The main rules are the following:

* The governance structure of the state complementary funds would be composed of a
fiscal, advisory, and an executive council. Members of the executive council would
required to be experienced professionals and would not be able to be have any
employment link with the sponsor.

* Maximum ratio of employer to employee contributions of 1:1, a rule based on the 1998
Constitutional Amendment, which established the principle of "parity" between employee
and employer contributions. This has lead to some confusion because employer
contributions include payments into the amortization reserve to recognize service
previous to the establishment of the pension plan28.

27 See Box V. 1.
28 Most public company pension plans in the past paid benefits based on years of service, rather than period of
contribution. A liability was therefore created the moment the fund was established, equal to benefit rights based on
past service. While, this contribution will gradually disappear, current amortization payments are not trivial. In some
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* Maximum combined benefit (RJU plus complementary pensions) equal to 100% of final
year salary.

* The funds may not be used for lending activities, nor may they be invested in public
sector securities (except securities issued by the federal government).

Corporate govemance of private sector firms

5.74 While these governance, contribution, and investment rules are appropriate, there remain
many issues to be resolved. One of the most controversial ones is how to control political
interference in the corporate governance of private sector companies. The easiest solution would
be to permit only DC schemes. If individual choice over fund manager is allowed, then the
corporate governance will not be open to the board's influence. On the other hand, if individual
choice is restricted to a single fund manager, as in the TSP in the USA, then political interference
may reappear in the bidding process. However, if investment is permitted only in indexed funds (as
in the TSP), then the leeway for political interference is much reduced. The board would then have
no say over asset allocation, and the choice of fund manager would be based exclusively on the
fees charged by the fund manager. This would make the bidding process much more transparent.

5.75 Containing political risk in DB systems is a much more arduous task, because there are no
individual accounts, and the investment of the portfolio is decided exclusively by the board. DB
plans, therefore, require a set of stringent investment rules to ensure that the corporate
governance role of public pension funds is curtailed or at least constrained to adequate standards.
Some of these regulations include:

* Limits on concentration of ownership of individual securities (especially stocks).

* Limiting or banning internal asset management.

* Requiring professional asset managers.

* Restrictions on the voting rights of fund managers.

5.76 The option to remove the right to vote on shares representing investment of public reserves
seems attractive, since that would eliminate the corporate governance problem at the root.
However, if the institutional investors are deprived of the right to vote, these would in some cases
be more exposed to the risk of "opportunist conduct" by the other shareholders. This is quite likely
in Brazil, where the closed funds are the largest shareholders of some of the most important
companies (particularly privatized companies) and tend to hold their stakes over long periods.

5.77 One solution to this conundrum would be to permit only limited voting rights. For example,
voting rights may be active to elect the Board of directors, but are inactivated when voting to oust
existing directors. Another avenue would be to limit colluding behavior among the state pension
plans, by blocking alliances in the Board of Directors.

public plans, the ratio of contributions for current service of employers to employees is only 2:1. The ratio for the total
contribution (for current and past service) may be as high as 5:1.
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Risk Diversification

5.78 Another important issue is the extent to which limitations on investment in sub-national debt
will affect the extent of diversification possible, and the degree to which public reserve funds can
limit their exposure to default risk by sub-national governments. Diversification is unlikely to be a
problem given the degree of development of Brazilian capital markets. The closed funds, for
example, invest less than 1% of their portfolio directly in state and municipal debt, even though the
regulation allows them to invest up to 50% of the portfolio in these securities.

5.79 The extent to which the funds can isolate themselves from the default risk by the states
municipalities is a more worrying issue. This will be determined by two factors, the specific
investment regime established by the National Monetary Council and the regulator for these funds,
and federal-state fiscal relations. The government can decide to limit investment in all investment
other than non-government debt to a level below 100% of the portfolio. To the extent that it does
so, it imposes a floor on the investment in federal debt, given by the difference between 100 and
the sum of all other possible investments. For example, if there were only three assets, bank
deposits, equity and govemment bonds, and the government limited deposits to 50% and equity to
20%, it would be de facto imposing a floor of 30% on investment in government bonds.

5.80 The second factor which will determine the extent of exposure to state default risk will be the
relationship between the central and state governments. The default risk of states and
municipalities may be transferred to federal paper if the central government acts as the lender of
last resort and bails out sub-national governments. If the federal government is burdened with the
cost of bailing out bankrupt state governments, the pension reserve's portfolio will suffer. While
investment in federal paper may be limited, the central government may try to force these reserve
funds to invest in it with threats of no-bail out. In essence, what the ban on sub-national debt would
do is to transfer the moral hazard problem from the state to the central government.

5.81 In addition, the fact that civil servants pension funds (whether reserve funds or
complementary funds) will not be able to invest in sub-national debt, may significantly restrict the
access to finance for states and municipalities, further increasing default risk. With the states no
longer able to rely on their state banks for financing, a question may be asked as to whether the
states' fiscal situation may become unsustainable.

5.82 Table V.5 divides state debt into categories. State banks held less than 1% of the total debt
at the end of 1997. This situabon contrasts with that prior to 1994, when state deficits were largely
monetarized, via the state banks. With the stabilization of the currency in 1994 and the continuing
process of privatizabon of state banks this solution has become practically obsolete.

5.83 The fiscal situation is unlikely to get better in the near future. Largely as a result of the
imbalances in the state's pension systems, the state deficits are likely to keep growing. While
aggregate numbers are hard to come by, Chapter III estimates that the state RJU deficits would
grow from R$ 10.5 billion in 1997 to R$13.5 billion in 2000 and R$37.5 billion in 2010. Moreover,
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many states intend to begin the process of actuarially balancing their RJU plans by gradually
increasing their own contributions as well as those of employees. Since these additional
contributions will not be invested in state debt, there will be a net fiscal drain on the state budgets.

Table V.5: State Government Debt and its Financing, 1995-1997

1995 1996 1997

Secunties 43.1 45.1 25.0
Federal govemment 31.6 27.7 59.8
Federal banks 2.0 4.5 8.4
State banks 14.2 15.1 0.7
Private banks 1.1 0.8 0.4
Revenue anticipation obligations 0.8 0.6 0.4
Foreign 4.1 3.2 2.8
Other 3.7 2.9 2.5
Total debt (R$ billion) 79.8 100.1 132.1

Source: Banco Central do Brasil, Departamento de Divida Publica

V.6 REDESIGNING RJU PENSION PLANS

5.84 Pre-funding pension liabilities has positive externalities, like financial sector deepening,
increased national savings and higher economic growth. Pre-funding, however, is a necessary but
not sufficient condition to ensure the sustainability of RJU pension systems. For funding to be
sustainable, drastic parametric reforms will have to be introduced. The future prospects for the
RJUs hang decisively on the degree to which eligibility requirements can be tightened, retirement
ages raised, contribution rates increased, and, in particular, the 100 percent benefit guarantee
eliminated or significantly reduced. Selling off state assets by itself will only delay the appearance
of operational deficits, but will do nothing to improve the long term, actuarial balance of civil
servants pension plans. Assuming that such parametric reforms are approved, the question then
arises as to what the optimal structure of the new funded system will be. This concluding section
analyzes the structure that is emerging from the current debate and which has been implied by the
1998 Constitutional Amendment as well as other, more desirable, alternatives.

V.6.1 Risks and costs of the RJU structure

5.85 Ideally, DB pension plans should ensure that sponsor risk is diversified, and should aim to
achieve a high level of risk pooling across the largest possible number of participants. The current
RJU structure and the structure that is implied by the Constitutional Amendment (a two-
component, two-fund plan, administered by the sponsoring state or municipality) do not fulfil these
conditions. Diversification of sponsor risk and more extensive risk-pooling can be achieved by, for
example, transferring the proposed basic component of the RJUs to the RGPS, which covers
private sector workers and is administered by the social security institute, a federal agency.

5.86 Regardless of whether some degree of integration can be achieved, the proposed structure
for the RJUs - consisting of a two-fund, two-component DB plan - is inefficient because it will lead
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to a duplication of plan administration, fund management and supervision costs. A more efficient
set-up would be to unify the administrative structure of the two components. The question that
then arises is whether to do so within a partly funded, reserve-fund based system, or in a fully-
funded complementary pension fund. The previous two sections have shown that the
complementary pension plan option would be superior:

* The complementary pension plan would be subject to nation-wide regulation and
supervision by an independent agency. The agency carries out frequent on-site and
continuous off-site supervisory activities and can impose economic sanctions on the
plan sponsor for non-compliance. The partly funded RJU plan would only be subject to
the general rules established in law 9717 as well as the states' own rules. There would
also be no external agency to ensure that these rules are adhered to.

* The complementary pension plan would be fully-funded. The RJU plan would only be
partly funded plan. Moreover, it would be much more difficult to enforce adequate
funding in an RJU fund, because of the lack of an external supervisory agency.

* The complementary pension plan could be designed as a DC scheme, with individual
retirement accounts. The RJU plan cannot in principle be organized as a DC scheme.

V.6.2 A proposal for the structure of the RJUs

5.87 Given the overwhelming advantages of a complementary system based RJU plan, pension
reform efforts at the state and municipal level should pursue the transformation of existing RJU
plans into closed funds as part of the complementary pension system. While this may be politically
difficult to achieve from the start, the process may be set into motion by gradually lowering
eligibility requirements for contributing to the complementary plan and allowing all participants to
contribute to it, regardless of their salary level. While the final objective would be for the
complementary component to provide the largest portion of retirement income, the unification
would not be complete. There would always be a role for a separate component providing basic
benefits. This plan, however, would not require a fund, but could be financed from general revenue
or from targeted contributions on a PAYG basis.

5.88 A critical issue would be to ensure that - even if the RJU pension plans are not fully
integrated within the complementary pension system - they adopt rules that mimic those currently
proposed for closed funds for civil servants in the complementary system. It may nevertheless be
necessary to review the regulatory framework for these funds, since some issues like corporate
governance of private sector firms have not been dealt with. Significant improvements in the
general regulation and supervision of complementary pension funds are also required if this
system is to fulfil the role of being the main provider of retirement income. Specifically, portability,
funding, and investment and disclosure rules need to established. Finally, the states should put in
place adequate supervisory structures, or, even better and cheaper, they could contract out this
activity to the complementary pension system supervisory agency.
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5.89 While at least one state, Parana, has introduced legislation that resembles that of the
complementary system, there is no guarantee that all the states will of their own account introduce
adequate governance structures, regulation and supervision of their pension plans. Hence, the
federal government may consider reviewing the current regulatory framework for reserve funds,
based on Law 9717. If possible, this law should be strengthened to include those rules covered in
the new complementary law, including investment, funding, and actuarial rules to ensure that
professional investment and actuarial practices are firmly established, investment outside formal
markets is banned, and private firms are insulated from government intrusion in their governance
structures.

5.90 Ideally, the pension plans should be based largely on DC schemes. These schemes should
offer individual choice over at least two funds: one fixed income and one balanced portfolio which
permits significant investment in equities. Investment in passively managed funds should be
allowed. Choice of fund manager may be restricted in order to contain excessive account switching
and lower administrative costs. Competitive bidding for a single fund manager, however, should
only be used in the case of index-tracking funds. Alternatively, the closed funds could retain a
sizeable DB component, and establish a DC component for workers earning monthly salaries
above a certain level (e.g. R$1200, as in the RGPS) or for a portion of contributions of all workers
participating in the RJUs (e.g., 30% of contributions).

5.91 The move towards funding, when combined with sharp parametric reforms (such as the
elimination of the 100 percent minimum replacement rate guarantee) are basic pre-conditions for
moving the RJU plans towards a sustainable track. If the complementary pension system is to play
the central role that has been proposed either as role model for state regulation or as an integral
part of the RJU pension systems, it is necessary that the new complementary laws are correctly
designed, and a truly independent and financially autonomous supervisory agency is established.

V.7 SUMMARY OF FINDINGS

5.92 The Constitutonal Amendment of November 1998 granted states, municipalities and
employee associations the right to create reserve funds for their pension systems, as well as
complementary pension funds (Article 14). The process would most likely involve the creation of a
differentiated two-pillar structure as currently exists for the private sector. This chapter evaluated
these reform proposals and the steps already taken by some states such as Bahia and Parana,
and identifies the choices that subnational governments will face in their aim to move their pension
systems onto a sustainable track.

V.7.1 Complementary Funds

5.93 The new law approved during the constitutional reform of 1998 strongly encourages states
and large municipalities to set up complementary funds for civil servants belonging to the RJU
earning more than R$1200 per month (an amount to be periodically reviewed and raised based on
inflation rates - at the time of writing, this had been raised to R$1255). These new complementary
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funds are supposed to be similar to the Previdencia Complementar for private sector workers
(which has existed since 1976), but in fact there are two important differences:

First, the private complementary system is run by enterprises, while the RGPS is run by
the federal government: the risks associated with pension benefits are therefore
diversified. In contrast, the state/municipality complementary funds will be run by state
and municipal govemments, who also administer the RJUs. Hence there will be no
diversification of risks in the RJU, viz., the reform will not avail of advantages of the multi-
pillar principle.

* Second, because of the pension ceiling in the RGPS, the private complementary system
does not have to be a defined benefit system (where all the risk would be the enterprises')
but can be defined contribution (where the risk of pensions above R$1255 is borne by the
worker). But because there is no ceiling for RJU pensions, and because civil servants
must get 100% of exit salary as pensions, the public complementary system will be
defined benefit, so all the risk will fall on state/municipal governments.

V.7.2 Reserve Funds

5.94 States and municipalities also can set up reserve funds to meet future or current pension
liabilities. The objective of the reserve funds is to pre-fund liabilities, but not necessarily to
introduce private management or individual accounts. This has been done in other Latin American
countries (e.g., Argentina), and the record is well-documented and abysmal - the surpluses
generated in the initial stages disappeared even before systems went into current deficit. Matters
are expected to be different in Brazil:

* The pension regimes - by virtue of their high benefit levels and noncontributory nature -
are already running deficits, though states hope to generate reserves through
sales/pledges of government assets.

. The states expect to protect these funds from irresponsible future governments by
stronger investment rules, e.g., no lending to employees or sponsor government and no
investment in subnational debt, and strengthened regulatory mechanisms.

* But since employees will have no property rights over the (non-individualized) funds,
governments will retain decision-making power over how much to contribute to and how
much and when to retrieve from the funds.

V.7.3 Likely Policy Implications

5.95 Subnational efforts to increase the funded element of pension should be encouraged,
though with important caveats (see below). All countries in Latin America that have reformed
their pension system have included some form of pre-funding at the core of the program. Funding
is necessary to ensure that system assets are sufficient to back liabilities, and is also desirable
because of benefits associated with increased savings and financial sector development.
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5.96 But there is no justification for reserve funds unless the basic rules and enforcement
mechanisms of the RJU are comprehensively reformed before putting money into funds.
Despite the benefits of pre-funding, the main issue confronting the nation is whether such funding
of public pensions is sustainable given the current structure of pension plans (eligibility rules,
benefit levels, and contribution rates). Our estimates indicate that under current conditions,
funding is not sustainable. Operational deficits quickly deplete the pension reserve funds: even
with an injection of 100% of net current revenues, reserves in most states would last only about
five years. Liquidating taxpayer-financed assets to keep paying high civil servant pensions also
perpetuates inequities between public and private pensions.

5.97 Risks would be best diversified by having all (government and private) workers
belong to a universal base system such as the RGPS, and optional employer pension funds.
Assuming that the system is brought into operational balance by a combination of constitutional
reforms to lower the generosity of benefits, contribution rate increases and tightened enforcement
of eligibility rules, the issue to be confronted is what form the funding should take. A structure that
is diversified - where the risks associated with pension payments are borne by more than one
sponsor - is superior to one that is not. Under the current funding proposals of govemment
workers, all the risks are borne by the employer (the federal government in the case of the Federal
RJU, and the state/municipal administrations in the case of subnational RJUs).

5.98 Given the advantages in regulation and supervision of complementary funds,
government pension plans should be set up as complementary, not reserve, funds. The
regulation and supervision of complementary plans by the federal government has been tested
and is being improved, while that of reserve funds is untested in Brazil and fraught with danger
based on the experience of other countries. Complementary fund regulation would be by an
agency independent of state and local administrations, rather than one set up by each
administration as in the case of reserve funds such as those of Bahia and Parana.
Complementary fund rules also insist on pension liabilities being individualized, fully funded and
being defined contribution rather than defined benefit. These features have the advantages of
stronger contribution-benefit links, greater portability, and stronger individual property rights and
oversight. Having both funded and unfunded components based on a defined benefit principle
also involves an unnecessary duplication of administrative costs with few if any benefits.

5.99 If governments choose to set up reserve funds, states and municipalities should
establish regulations that mimic the rules for complementary funds. Principally, these laws
should assure independence of pension funds from the state treasury, have similar investment
restrictions such as prohibition of lending to state entities, and have a parametric design that is
consistent with complementary fund rules. In general, the rules, e.g., using the same limit
(currently R$1255), should not restrict the government from taking advantage of any future
constitutional reforms that reduce the generosity of RJU pensions. It is noteworthy here that
Parana's reserve fund proposal is closer to the complementary fund ideal than Bahia's reserve
fund, both in terms of independence from the state treasury as well as design features that would
allow Parana to parametrically reform its system in step with any future reforms of the RJU. Both
this chapter and Chapter III show clearly that reforms of the RJU are necessary to return
government pension systems to operational balance.
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VI. POLICY RECOMMENDATIONS

6 1 The nature of Brazilian decision-making and state of national consensus in the area of
social security imply that:

* It will take time to complete the reform of the social securty system-most likely about a
decade or longer-so it is important for policymakers to have a vision of the social
security system that Brazil would like to have and can afford.

* This vision and the reforms to get there must be arrived at by consensus, formed through
careful analysis, clear and honest dissemination of the information gleaned from this
analysis, and wide public debate..

* Reform efforts should be planned and sequenced strategically.
A hurried, unilateral, and purely opportunistic strategy-while perhaps appropriate in other
countries or settings-is unlikely to prove successful.

6.2 In evaluating whether or not a proposed measure is consistent with the constraints and
objectives of Brazilian social policy, one should use five criteria-in order of importance-for
evaluating any reform strategy or measure:

1. Immediate fiscal payoff

2. Long-term fiscal sustainability

3. Equity considerations, especially RGPS versus RJU

4. Efficiency considerations, especially labor market distortions

5. Savings and capital market development

6.3 Based on the five criteria above, the priorities for reform efforts in Brazil now are RJU
structural reform and improving enforcement of RGPS and complementary system rules.

* Implementing the new formula for only the RGPS will help with immediate and long-
term fiscal balance (goals 1 and 2), especially the latter; it will probably also help with
(4 and (5); however, this step may worsen (3) by increasing RGPS-RJU gaps.

* In contrast, making RJU pensions less generous will help with (1), (2), (3), (4) and (5).

* Improving enforcement of RGPS & complementary pension rules helps with (1), (2)
and (5), and maybe also (3) and (4).

6.4 These considerations lead to the following conclusions:

Reforms of the RJU should ideally have accompanied changes in RGPS rules, but-
since this was found to be politically infeasible-the adverse equity effects of RGPS
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reforms without similar reductions in the generosity of RJU pensions should be widely
publicized to generate political support for the reform of the RJU.

* Reforms to reduce the generosity of RJU pensions are necessary and fundamental.
The main measure required is the reduction of replacement ratios, for which a
constitutional reform is necessary in the RJU. Raising contribution rates on current
workers is inadequate, inefficient, and increasingly impossible. Having retirees
contribute at the same rate as active workers, helps on fiscal, equity and efficiency
grounds.

* Pension funds for state pensions, or introducing a funded component in pensions of
government workers at the Federal level can be a facilitating factor for making RJU
reform politically palatable, but - given that all pension systems are already in deficit
even with high rates of contribution - are not a feasible reform strategy on their own.
These pension funds should ideally be set up after reform of the RJU.

6.5 A fruifful strategy for the RGPS and Sistema Complementar would be to

1. improve the data base and information network of the INSS, and
2. improve enforcement of rules of closed and open pension funds, but
3. postpone other RGPS reforms-such as changing the rules of Old Age Pensions or

reclassifying them as Social Assistance-until after the passage of deeper RJU reform

6.6 A potentially productive approach for the RJU and Government Pension Funds is to:
1. improve administrative/actuarial information on RJUs and tighten enforcement of eligibility

rules;

2. plan and execute a vigorous public campaign (including opinion polls) aimed at informing
voters of the disparity between public and private pensions, and other abuses of the
system;

3. negotiate with civil servants when these campaigns begin to yield results;
4. offer civil servants a "new deal", consisfing of lower but more reliable (individualized and

funded) pensions rather than just informing them that their benefits are being cut.
5. remove the benefit formula for current RJU participants from the Constitution and introduce

a reasonable minimum retirement age;
6. set up pension funds under the new RJU parameters, determined through actuarial audits

of federal, state, and municipal RJUs.

6.7 Volume I of this report presents some of these arguments in more detail. Tables VI.1 to
Vl.4 below provide, in summary form, the major findings of this volume, separately for each of the
four components of Brazil's social security system: the National Social Security System for private
sector workers (RGPS), the Regime for Government Workers (RJU), the Complementary System
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of funded pensions for the private sector (SCP) and the proposed system of funds for government
workers. Each of the tables contains:

1. the main problems facing the system,

2. the underlying structural reason for each problem,

3. the lessons from other countries and Brazil's own experience in dealing with these
problems, and

4. the policy recommendations of the World Bank.

It is important to note that some of the changes proposed here have already been undertaken or
their implementation is underway. They are listed here both for the sake of completeness, and to
highlight the many areas in which the thinking in Brazil and at the World Bank coincides.
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Table VI.1. The National Social Security System:
Brazil's Problems, International Best Practice, and World Bank Policy Recommendations

Problem Diagnosis Best Practice Policy Recommendation

Lenient eligibility With no minimum Individuals in most 1. Establish a minimum
conditions, with no retirement age, the countries spend at least retirement age at which
minimum age or average age of retirement twice as long contributing retirement benefits
retirement for length of service is 49 toward retirement income commence.

years for men, and 47 for as receiving pensions -
women, resulting in equal sometimes three times as
perods of time long.
contributing as receiving

l ___________________ benefits.
Very high benefits The Consttutional Mandatory benefits in the 2. Lower first-pillar benefits to

Amendment 1998 has order of 30-50% of average replace a fraction of average
eliminated the proportional wage are more likely to be lifetime earnings
pension, making the fiscally sustainable without 3. Diversify the burden and
replacement rate 100% of huge labor market risk of income security in old
gross wage, which is well distortions - additional age to multiple pillars
above 100% of net wage benefits supported by
and makes litfle sense voluntary pension schemes.
from the point of view of
income replacement. _

High evasion Contribution rates are Contributon rates lower 4. Move toward lifetime
high, averaging around than or not much above eamings for calculating
30% and the pension is 15% tend to have far lower pension and consider
based on the average of impact on evasion. mechanisms to lower
the last 3 years' salary, Countries have also moved contribution rates in the
leading to underreporting toward considering lifetime future.
of earnings and years of eamings for determining

: __________________ service. pension amounts.
Multiple receipt of The length of service Internatonally individuals 5. Eliminate multple benefits
benefits system requires 35 years receive only one pension,

of service for men, while old age, or disability, or as
the old age system will survivors.
require up to 15 years of
service as a man and
minimum age of 65; it is
possible to complete
requirements for both and
receive two pensions.

Contributory The old age system with Social assistance and 6. Old Age program should
system functions as its predominance of rural social insurance are often probably not be separated
social assistance recipients, primarily rural separated. from social security but should
system women earning minimum be retained under the first

wage, serves as a social pillar to .ensure political
assistance system, but at resiliency, but
a cost to the contributory 7. Its targeting to elderly poor
system. However, the could be improved through
social assistance function rigorous evaluation and
of the Old Age system is reform of delivery
valuable, particularly in the mechanisms.

________________ .. Brazilian context. .
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Table Vl.2. Pensions of Government Workers:
Brazil's Problems, International Best Practice, and World Bank Policy Recommendations

Problem Diagnosis Best practice Policy recommendation
Generous Brazil's RJU has highest If stand-alone regime is 1. Institute ceiling on first-pillar
benefits statutory replacement rates maintained, benefits are benefits from the RJU, aligned

in the world, combined with aligned with private sector with RGPS
least demanding vesfing pensions. Civil servants are 2. Reliance on second and third-
rules. Generous public- encouraged to rely more on pillar plans for retirement income
sector pensions encourage individual savings. Trend above the first-pillar ceiling.
rent-seeking, and toward funded pension
discourage private-sector plans, and integration into
employment. natonal first-pillar systems.

Benefit Benefits indexed to Trend towards indexation of 3. Indexation of benefits to
indexation to increases in current public- pensions to changes in the inflation.
current salaries sector salares, making CPI, or a combination of

Brazil's RJU one of the salaries and prices
most generous in the world.

End-loaded Basing benefits on last PAYG, first-pillar benefits 4. Reference salary based on the
benefit formula month's salary encourages based on average lifetime average of the best 20 years.

abuse and worsens public- income, and be awarded 5. Earnings replacement
private inequity at taxpayer discretely, based on years of determined by an accrual rate per
expense. service/contribution. year of service.

Loosely A large number of current Vesting requirements should 6. Vesting periods aligned with
applied vesting retirees became vested be uniform in first-pillar the RGPS.
requirements under the RJU after long systems and strictly 7. Full recognition of acquired

employment in private enforced. Years of service rights between regimes.
sector and "last minute" should equal years of 8. Transfer of contribution
migration into government contributions. revenue between regimes, along
service. with acquired rights.

Early It is optimal for a civil Total restriction on payment 9. Establishment of retirement
retirement and servant to daim early of first-pillar benefits to age at which benefits commence.
no restrictions retirement. Federal workers below a minimum 10. Actuarial reductions in
on benefits workers have incenfive to pensionable age. Actuarial benefits for early retirement, per
upon re- retire as eady as they can penalties for early year prior to the retrement age.
employment to receive a stream of tax- retirement. Restriction on 11. Restrict multiple benefits

exempt income, infla6ng the receipt of more than one 12. Reduction in benefits or
the government's total pension. cessation of payments from the
pension liabilities. first-pillar upon re-employment.

Special Special vesting rules for Uniform first-pillar vesting 13. Elimination of all special
retirement teachers contribute to the and benefit parameters. regimes.
schemes volume of the RJU annual Salaries in the public sector 14. Establishment of uniform

deficits, especially in states. aligned with those in the vesting and benefit parameters
Compensating low-paid private sector. within civil-service, and between
teachers in public-sector Compensation for "difficult" public and private sectors.
schools with generous jobs, made as higher 15. Increase in teachers' salaries,
pensions is inefficient and salaries and not higher in public primary and secondary

_ contributes to inequity. pensions schools in line with private sector.
Inequity As structured, the RJU First-pillar provides only a 16. Strategic communications
between first- directly contributes to minimum benefit. Tax- campaign to draw attention to
pillar systems income inequity, and draws financed replacement rate first-pillar inequities.

public resources to the does not exceed 3 times the 17. Integrafion of RGPS and RJU
benefit of a privileged contribution rate. First-pillar and cut in first-pillar benefits.
minority, at the expense is universal safety net; 18. Creation of well governed and
fiscal stability and of second and third-pillar regulated second pillar.
economic growth. provide bulk of pensions. 19. Strong supervision and

.___________I regulation of third-pillar SCPP.
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Brazil: Critical Social Security Issues

Table VI.3. Pension Funds For Private Sector Workers
Brazil's Problems, International Best Practice, and World Bank Policy Recommendations

Problem Dia nosis Best practice Policy recommendation
Restricted coverage Maximum benefit in RGPS Most OECD countres do not 1. Supervisory agency to

is R$ 1,200 per month, used have eligibility constraints. ensure that plans are
by companies as a break offered to all employees,
point for contrbuting to regardless of salary.
complementary system.

Uncertain tax Govemment has maintained Most OECD countries have 2. Commitment to EET
treatment a dispute with the pension EET taxation. taxation, where contrbutions

funds over desirability of and fund eamings are
EET taxation. exempt, but benefits are

taxed.
High administrative Operational costs in closed Not idenfified, but well 3. Evaluation of causes of
costs funds (employer-provided, regulated and supervised high administrative costs

mainly DB) higher than in employer pension plans among closed funds.
Chile (individual, only DC). should in prnciple have 4. Eliminate 6% minimum
High fees of open funds, much lower administrative return rule in open funds, or
often above minimum return costs than individual 5. Ensure comparability
of 6 percent. pension plans. between plans and

transparency
Inadequate Lack of vesting and The Netherands for vesting, 6. Update regulatory
regulatory structure portability rules, inadequate portability, funding, auditing, framework.

funding and auditing and disclosure standards.
standards, low sanctions, The Nethedands, Chile and
poor investment regulations, other Lafin Amercan
damaging distortionary countres for valuation and
minimum return rules, prudential (minimum

l __________________ limited disclosure. diversification) rules.
Ineffective Duplicated supervisory roles The Nethedands and the 7. Integraton of closed and
supervision in SPC and SUSEP. new independent agencies open fund supervisory

Understaffing of SPC and in some Lafin American agencies in a single entity
lack of financial and countries (e.g. Argentina, 8. Ensure administrative,
administrative autonomy. Mexico). functional, and financial
Weak supervision and few autonomy of new
information requirements of supervisory agency.
pension funds.
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Policy Recommendations

Table VIA. Pension Funds For Government Workers
Brazil's Problems, International Best Practice, and World Bank Policy Recommendations

Problem Diagnosis Best practice Polic recommendation
Lack of Civil servant's plans (RJU) FERS in the US consists of 1. Integrafion of a major
diversification of are administered by the three mandatory pillars: component of the RJU plans
sponsor risk and same enUty, the sub-nabonal social secunty, a DB pillar with the RGPS.
limited risk- government. administered by the state
pooling in RJU govemment, and a DC pillar
plans. with funds managed by

mutual funds.
Imminent Pre-funding pension Fully-funded systems with 2. Creaton of pension fund
depletion of fund liabilities is not viable unless viable contributon and should be condiflonal on
reserves. drastic parametric reforms benefit structures, such as adequate parametric

are carried out. the FERS and most state reforms.
pension plans in the US.

Inefficient If both the basic plan and (i) The Netherlands has an 3. Integraton of basic and
administrative complementary plan are DB integrated supervisory complementary plan in a
and supervisory plans, there will be a structure for all types of single fund if defined benefit,
structure of two duplication of administrative employer pension plans and regulated by complementary
component, two- and supervisory functions. individual insurance plans. pension system supervisory
fund, DB plan (as (ii) Parana has proposed a agency, or
proposed in 1998 single fund, DB plan subject 4. Complementary plans to
Constitutional to a single set of regulations. be only defined contribution.
Amendment).
Lack of adequate The RJU plans, since they The state of Parana is 5. If legally feasible, the
regulation and fall outside the jurisdiction of moving in the right direction, whole RJU plan, and not just
external the federal govemment are with a new law that calls for the complementary part,
supervision of subject to local regulations. full funding, and establishes should be subject to
RJU (reserve There is no guarantee that a governance structure for regulation and supervision
fund based) the states will, for example, the, reserve fund which is as part of the
plans. introduce full-funding of their similar to that of the dosed complementary pension

RJU plans, or have an funds in the complementary system.
adequate govemance pension system. 6. If full integrafon in the
structure for the reserve fund complementary system is
that mitigates political not possible, either Law
interference. 9717 should be modified to

include reference to
complementary pension
system law, or the states
should introduce laws that
replicate those of the
complementary system.

Complexity and DB plans are more difficult to No country has as yet been 7. Establish a significant
inadequate regulate and supervise than able to deal adequately with component of the RJUs as a
regulation of DC plans, and may lead to issues like state's intrusion DC plan.
govemment - controversial issues, like into the corporate 8. Regardless of the size of
sponsored DB corporate governance of govemance of private sector the DC component there is
pension plans. private sector firms. DC firms. Ownership control also an urgent need to

plans also ensure a perfect limits (percentage of a improve the regulatory
link between benefits and company's equity that a fund framework of complementary
contributions, and permit the can hold) can somehow pension funds.

.______ _ individual accounts. mitigate this problem. ._.
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