A New Strategy for Social Security Investment in Latin America

Martin Feldstein’

Thank you. I'm very pleased to be herein Mexico and to have this opportunity to talk to agroup
that understands so well the value of investment based Socid Security systems.

Chile was the globd pioneer in the dhift from traditiona tax-financed pay-as-you-go Socid
Security to the new invesment based approach. The success in Chile hasinspired othersthroughout Latin
Americaand dsawhere in the world to move in the same direction.

Each country that has followed Chile has modified the Chilean program to suit locd paliticd and
economic conditions. And over the years countrieswithinvestment-based Social Security programs have
modified them to make them work better. That kind of evolution isimportant. 1n my remarkstoday | will
suggest another step in that evolution that | believe can improve the return and risk in investment based
Socid Security programs throughout Latin America

Latin Americais dearly ahead of Europeinthe introductionof investment-based Socid Security.*
Among the European countries, Britain is the most advanced. Sweden has recently moved to a mixed
sysem with a amdl investment-based component. The Eastern Europe countries and some of the
Scandinavian countries are aso ahead of the major countries of continental Europe. But those countries
that have not yet moved to investment based programs recognize the problem with their current system
and, inmy judgement, will eventudly overcome ther reluctanceto change. If they do not, thereis no hope
of achieving an integrated labor market in Europe.?

“Professor of Economics, Harvard University, and President of the National Bureau of
Economic Research. These remarks were prepared for ddlivery at the Inter-American Conference of
Socia Security held in Mexico City on October 7, 2002.

1See M. Feldstein and H. Siebert, Coping with the Pension Crisis— Where Does Europe
Stand? (Chicago: University of Chicago Press, 2002)
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We in the United States have a well developed system of voluntary supplementary individud
pensions but these are far from universal. Our universa Socid Security systemisan old-style tax financed
pay as you go program. It is expensve now and will get much more expensive as the population ages.

Presdent Bushunderstands this and has proposed a mixed systemthat combinesthe traditiond tax
financed system with a new investment-based program that uses persona retirement accounts. The
opposition party opposes this change but | believe it will eventualy happen. The outcome of the eection
next month will determine when this change can occur.

But let me now turn to the Stuation here in Latin America. | want to focus my remarks on two
related issues. deding withthe risk inaninvestment-based Socia Security program and selecting the assets
that should be in the persond retirement accounts.

The Case for Investment Based Socid Security

Before | get to my main topic, let me speak to those of you here who are from the countries that
have not yet made the shift from a pay-as-you-go system to an investment-based program or a mixed
system that combines pay-as-you-go and invesment based features. Let me urge you to make that shift.
The basc reasonisclear. In the long term, the investment-based system (or the mixed system) permits
higher benefits for retirees a alower cost to the working age population.

Many of youunderstand why aninvestment based Socia Security systemcando this. But for those
who do not, let me explain the logic and give you a simple example.® (Although | will describe a pure
investment based system, the same principle applies to amixed system.)

The key feature of aninvestment based systemisthat it raisesthe nation’ ssaving rate and therefore
addsto the nation’ s stock of red capita —i.e., it addsto new business plant and equipment. Thishappens
because individuds save and invest some of that saving in new company bonds and stocks. Even when
thar invements are in exiging bonds and stocks, the purchase of those securities eventudly leadsto a
demand for new bonds and stocks.

The additions to the private capita stock financed in thisway add to nationa output, reflecting the
productivity of additiona capital. Economidts refer to this additiona output as the margina product of
capital. Mogt of this extra output goes to the owners of the stocks and bonds that finance the additiona
capitd. In addition, the government collectsa substantial amount inthe form of taxes on corporate profits
and as property taxes on the business plant and equipment itself.

3See, more generdly, Martin Feldstein and Jeffrey Liebman, “Socia Security,” in Alan
Auerbach and Martin Feldstein, Handbook of Public Economics,volume 4 (2002) Also as NBER
Working Paper 8451 (www.nber.org/papers/wd451)
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To be more specific, in the United States over the past half century the red rate of return to
investorsinabalanced portfolio of stocks and bonds has been about 6.5 percent. Inaddition, thefederd,
state and loca governments collect taxes equal to about 3.5 centsper year for every extradollar of cepitd
put in place. So dl together the nationd redl rate of return on incrementa saving has been about 10
percent.*

This nationd rate of return on additiond nationa saving is subgtantialy higher than the impliat rate
of return that individuas get in a pay-as-you-go sysem. By definition, a pay as you go system does not
invave any sgnificant additionto nationd investment. Retireesreceivemorein Socia Security benefitsthan
they paid in taxes during their working years because in agrowing economy the taxes paid by younger
cohorts are dwaysrisng. Each employed age cohort is more numerous and has higher average earnings
than the cohort of retirees. But even in aneconomy inwhichthe labor force growsat 2 percent ayear and
red wagesrise at 3 percent ayear, the implicit rate of returninthe pay asyougo sysem isonly 5 percent
or haf of the nationa return in an investment based system

To see the implication of that difference in rates of return, consider a smple example of an
individua who works from age 20 to 60 and retires from 60 to 80. With a 10 percent rate of return, the
money saved and invested during those working years could obtain about four times as much in retiree
benefits as the same “saving” that is collected in a pay-as-you-go system with an implicit return of 5
percent. Or to Sate that differently, agiven level of retiree benefits that requires a 20 percent payroll tax
in a pure pay-as-you-go System can be achieved in a pure investment based system with a saving rate of
only about 5 percent.

The difference between the 5 percent saving rate in the investment-based system and the 20
percent payroll tax in the pay-as-you-go system is apuretax of 15 percent on employees earnings. That
is, amandatory 5 percent saving rateis not redlly atax —i.e., it does not make the individua worse off —
because he or she gets these savings back in the form of retirement benefits. But if those same benefits
have to be financed by a payrall tax of 20 percent, the extra 15 percent paid intaxesisapuretax for which
the individua gets nothing back.

There are three advantages of avoiding the pure tax in the pay asyou go system.

Firgt, and mogt directly, avoiding the puretax leavesindividua swith more spendable money during
their working years, i.e. it leaves them better off. The difference is subgtantial. For someone who pays a
20 percent payroll tax and a 20 percent income tax, the shift to an investment based system is equivaent
to a 25 percent rise in real spendable incomes

“See Martin Feldstein and Elena Ranguelova, “Individud Risk in an Investment Based Socid
Security System,” American Economic Review, vol 91, no. 4, September 2001, pp 1116-1135.
NBER Working Paper 8074 (www.nber.org/papers/w8074)
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Second, alower tax rate reduces the distorting effect of the tax sysem. High margind tax rates
distort behavior in severa ways that reduce real incomes, gazinduding reducing the incentive to work and
to work a more remunerative occupations. Higher margina tax rates aso increase the incentive to seek
nontaxable forms of compensation like fringe benefits that are not as valuable to the individua but are
Selected because of their favorable tax treatment.

And third, alower taxratereduces the incentive to shift fromthe forma taxed sector to the informa
sector or underground economy. This informal sector puts employees into less productive jobs and
reduces the amount of income and payroll taxes that the government collects.

Asdl of this makesclear, the difference between a pay as yougo syssemand aninvesment based
systemis greater whenthe growthrates of wageincomesare lower. If the combined rise of the labor force
and of wages per worker is only 3.5 percent per year, the investment based system with a 10 percent
return produces 6 time as much in benefits or permits any given leve of benefits to be financed with less
than one-sixth the saving during working years.

The higher benefits or the lower tax rate that | have described is fully effective only after the
trangtion( fromapay-as-you-go systemto aninvestment based sysem) issubgtantialy complete. During
the trangtion, the advantage of the invesment based gpproach is smdler. And in the beginning of the
trangtionprocess, theworking generation hasto consumelessin order to Sart the accumulation process.
But the initid reduction in consumption is rlaivey smdl and is outweighed by the present vadue of the
higher long-term benefits of the investment based system .

Let me say a further word about how the trangtion should be managed. To the extent thet it is
possible, the cost of the trangtion should not be alowed to increase the marginal payroll tax rate.
Collections based on payroll earnings should be limited as much as possible to the funds that will be
deposited in personal retirement accounts. Since individuas should regard that as compulsory saving with
no tax component, there are no adverse incentive effects. Individuds have less incentive to work in the
informa sector if the tax systememphasizesvaue added or salestaxesrather thanpayroll taxes or income
taxes.

Investment Strategy and the Management of Risk

Let me now return to the question of the investment strategy and the management of risksin the
investment based Socid Security system.

The higher rate of return that is possible in the investment based system comes, as | dready
discussed, from the increaseinthe nation’ scapital stock. Asareasonable approximation, it doesn’t matter
if the funds are invested in equities or debt as long as there is a ghift from consumption to invesment in
business plant and equipment.
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What about investing the personal retirement accounts(PRA s) ingovernment bonds? That depends
critically on whether those bonds would otherwise have been sold to the public — crowding out private
invesment — or whether they are newly created bonds that represent increases in government pending.
If the bonds would have been sold to the public even if the pay-as-you-go system had continued, then
shiftingthat sdletothe Social Security persond retirement accounts frees up other saving for real invesment
in business equipment and Structures. But if the availability of new saving in the PRAS encourages the
government to increase its spending and to finance the resulting deficit by sdlling bonds to the PRA
investors, there is no net increase in nationa saving. Unless the government spending goes to increase
capita spending onussful infrastructurelike ports and roads and schoals, therewill be no gainfromshifting
to an investment based program

Itisbest therefore if the PRA fundsareinvested in private stocks and bonds. Theremay beafew
yearswhen investment of the PRA funds s restricted to government bonds to get individuds accustomed
to the use of PRAs. Buit the shift to private stocks and bonds should proceed as rapidly as possible.

The prospect of Socia Securityinvestment inprivatestocks and bondsimmediately raisesthe issue
of how to deal withthe risksin suchaccounts. Some economists have suggested that the solutionisto have
asngle fund managed by the government whichwould then promise defined benefits to future retirees. If
the fund performs poorly, future taxpayers would make up the difference. Many of usregect that proposa
because we fear the consequences of dlowing the government to manage a portfolio that over timewould
come to ownamgjor fractionof the nation’ scorporate stock. There would inevitably be political pressure
on the managers of the fund to avoid investments in some kinds of firms—for example, firms that make
cigarettes or that create pollutionor that send jobs abroad or that fight trade unions or that invest in certain
foreign countries, to namejust afew. And there would be pressures to invest in waysthat aim to serve
socid ends but that produce lower invesment returns — induding such things as low income housing,
businesses that invest in depressed aress, €tc..

Most countries that have investment based Socid Security programs have therefore come to the
sensble conclusionthat the portfolio investments should be in Personal Retirement Accounts controlled by
individual employees and retirees.

Thisavoidsthe palitical problem of a government investment account but raisesthe important issue
of how individuds can be protected from excessive invesment risk.®> One approach has been to put
maximum limitson the fractionof the Personal Retirement Account portfolio that canbeinvested inequities.
A second feature of dl the investment based Socia Security sysemsthat | know istorequirethat the equity
investmentsbe inthe formof broadly diversfied mutud funds. Individuas are not dlowed toinvesindangle

>0On the generd subject of investment risk in investment based Socid Security, see John
Campbe| and Martin Feldstein, Risk Aspects of Investment Based Socia Security Reform (Chicago:
University of Chicago Press, 2001).
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companies or Sngleindudtries. Both of these features make good sense and do reduce the voltility and
ultimate risk of the Persond Retirement Account investments.®

Thereis however alimit to what can be achieved by diversfication of investment withinthe sngle
nationd capital market. Even in a large economy like that of the United States, in which Persond
Retirement Accounts can invest in broadly diversfied index fundslike the Standard and Poors 500 or the
Russdll 5000, subgtantid volatility remains. The recent experience in the United Statesis a reminder that
the market as awhole can fdl by one-third in just two years.

The problemis muchmoresariousinsmaler countrieswithmore limited equity markets. Thevdue
of Brazilianequitieshasfdlen25 percent just in the past nine months. Measured indollar terms, the fal was
44 percent. The decline was even greater in Argentinaand Venezuda

But the problemfor equity investorsisnot just these dramatic declinesduring timesof crisis or near
cidgs Inardativdy sndl economy with alimited number of publicly hdd companies, there is substantia
year to year volatility that makes Persona Retirement Account assets more voldtile thanthey would bein
alarger economy with amore diversfied array of available shares.

One approach to this problem of highly risky investment returns is to provide a government
guarantee. The guarantee may specify that the government will make up the difference between the
benefits provided by the PRA accounts and some minimum amount stated in the Socid Security law.

Such government guarantees protect the retirees by shifting the risk to future taxpayers. | have
studied the nature of that risk-shifting for the United States investments and concluded that the potentia
burden placed on future taxpayersis not excessive.” Evenif the equity markets perform quite poorly, the
taxpayersand retireeswill amost dways be better off than they would bein a pay asyougo sysem. The
taxes required in a pay as yougo systemto support adesired leve of benefitswill dmost certainly exceed
the combination of PRA contributions and taxpayer guarantee payments in such an investment based

program.

In a country with a suffidently developed financid market it would be possible to provide a
guarantee to future retirees without placing any burden on future taxpayers. The key would be to
supplement the persond retirement account with a type of portfolio insurance policy that guarantees a

®See John Shoven, Administrative Cost Aspects of Socia Security Reform, (Chicago:
University of Chicago Press, 2000).

'See Martin Feldgtein, Elena Ranguelova and Andrew Samwick, “The Trangtion to Invesment
Based Socid Security when Portfolio Returns and Capitd Profitability are Uncertain,” in John
Campbe | and Martin Feldstein, Risk Aspects of Socia Security Reform (Chicago: University of
Chicago Press, 2000) NBER Working Paper 7016 (www.nber.org/papers/w7016)
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certain mnmum rate of return or a certain minimum annuity payment. In the United States, such a
guarantee could be purchased from the financid markets. In the language of finance, the PRA portfalio

would be protected by a“put” option that guarantees aminimum rate of return or minimum annuity leve.

Individuas could pay for this put option by giving up some portion of the potentid for very high returns on
thar investments, that is, by sdling a “cdl” option. This combination of buying a put and financing thet

purchase by sdling acdl isknown in the financid markets as a “collar” because it places a collar on the

rate of return — both down and up —that can be earned.®

Of course, no one would expect the individuad employeesto venture into the realm of high finance
to make these complex put and call invesments. But agovernment Socia Security program could require
that those who sl equity mutual funds to Persona Retirement Accounts must offer a product that
guarantees a certain minimum rate of return or a certain minimum annuity payment. The government rule
could specify that the means of paying for this guarantee would be a limit on the maximum return (i.e,, a
collar) or could leave it to the provider of the PRA mutua fund to decide how the guarantee should be
financed. Individuasmight prefer to give up aportion of their annud return and retain some of the potentia
for very high returns. Or they might prefer to give up afraction of the potentialy high returns rather than
imposing an overdl maximum. One of the advantages of using the private market isthat it could offer a
vaiety of dternatives and dlow individuas to sdect the dterndive that reflects their preferences for risk
and return.

| have of course been describing something that would be rlatively easy to do inthe United States
but could be subgtantialy harder or impossible to do in many Latin American countries. Moreover, as |
emphasized amoment ago, the need for risk mitigetionis greater here in Latin American than in the United
States because the domestic equity markets are so much more volatile.

Futures Based Diversfication

How then can individuasin countries like Mexico, Chile and Columbia enjoy the high expected
returns on equities in Persona Retirement Accounts without exposing themsalves to excessve risk?

One possibility that | do not advocate would be for the Personal Retirement Accounts to be
invested ina U.S. index fund like the S& P 500 or in agloba index fund like the EAFE index. | do not
advocate such a foreign investment strategy — and no country with an invesment based Socia Security
programhas adopted such a dtrategy. Its advantage isclear. It would provide ahigh equity rate of return,
lower volaility, and an opportunity to use sophisticated risk reduction techniques of the type that |
described amoment ago. But it would aso meanthat the extra saving generated by the investment based

8See Martin Feldstein and Elena Rangudlova, “Accumulated Pension Collars: A Market
Approach to Reducing the Risk of Investment-Based Socia Security Reform,” Tax Policy and the
Economy 2000 NBER Working Paper 7861 (www.nber.org/papersw7861)
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Socid Security program would leave the country and be invested abroad.

| say this even though | am fully aware that standard economic theory says that the globa capitd
markets direct funds to investments in countries where risk adjusted invessment returns are highest.
Congider the case of Mexico. If Mexico succeeds in rasng that nationd saving rate substantidly by its
investment based Socia Security program, the standard theory says that most of that extra saving would
just go droad. Evenif the government restrictsthe PRA fundsto be invested in local stocks and bonds,
this will just reduce the returns on investments in Mexico and cause other portfolio investors — both
Mexican and foreign — to shift thelr investments abroad.

That isthe textbook theory but it does not fit the facts.® Thebasic fact that we observe around the
world is that savings tend to stay in the country where they originate. Countries with higher saving rates
have higher rates of domestic invesment inequipment and structures. While we observe substantia gross
capital flows, inthe end there isvery little net flow. Itisrareto seeacountry with asustained capita inflow
or outflow that exceeds about four percent of its GDP. So if Mexico — or any other country —raises its
saving rate as aresult of itsinvestment based Socid Security system, that extra saving will largely remain
in the country.

Why isthat important? After dl, the money that |eavesthe country to be invested e seawhere does
produce a return that flows back to Mexico in the form of dividends and capitd gains. But the return to
Mexico is diminished by the corporate taxes collected in the countries where those funds are invested.
Thusa dollar invested in the United States generates about 10 cents ayear in gross profits but the U.S.
government keeps about athird of thisin taxes. So the return to Mexico is higher if the capital remainsin
Mexico.

Thereis, however, an dternative strategy that providesthe advantage of investing abroad without
the disadvantage of losng the increased amount of domestic capitd. L et me describe how thiswould work
in Mexico as an example of what could be done in any of the countries represented here today.

The mutud funds that are used in the Mexican Personal Retirement Accounts could invest in
Mexican corporate bonds and aso buy “futures’ on a globd index fund or a US index fund like the
S& P500 or the Russdll 5000. In this way, the Mexican Persona Retirement Account would obtain the
return on U.S. or globa equities without any transfer of red capitd fromMexico to the rest of the world.
Buying afuture on the US stock index like the S&P500 is equivaent to borrowing dollarsin New Y ork
and inveding those dollarsin the US stock market. The Mexicaninvestor who doesthis getsthe returnand

9See Martin Feldstein and Charles Horioka, “ Domestic Saving and International Capital
Hows,” Economic Journd, June 1980, pp 314-329, and Martin Feldstein, “Tax Policy and
Internationa Capitd Flows,” Wetwirtsheftdiches Archiv, 1994 pp 675-97
(Www.nber.org/papers/4851)
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the risk associated with the US stock market without shifting any capital out of Mexico. Moreover, it
would be possible to reduce the risk onthisinvesment by the type of “collar” that | described earlier, thus
taking full advantage of the financid engineering opportunities available in the US capitd market.

| am of course not suggesting that individud Mexican investors actudly buy futures contracts on
Americanstocks. Rather it would befor the M exican government to authorize (or require) themutua funds
that are used in Personal Retirement Accounts to create a product that consists of Mexican corporate
bonds combined withU.S. or globa equity futures. | sugpect that if such aproduct wereavailableit would
be percelved correctly as equivaent for the individud to an investment in US equities and it would be a
popular option. Providing some supplementary risk protection through private market putsand calswould
make it even more popular.

| think this idea of a futures strategy for diverafying equity investments without losng domestic
capital deserves serious consderation in dl of the countries of Latin America. | am grateful to you for
giving me thisopportunityto describethis strategy to youtoday. And now | ook forward to your questions.

Cambridge MA
October 2002



