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The introduction of social policies in Latin America

In Latin America, “pay as you go” pension systems were introduced in different
periods during the last century.

Pioneering countries:

Uruguay, Argentina, Chile and Brazil
Pension systems were introduced between 1910-1930

Intermediate countries:
Mexico, Peru, Colombia, Bolivia, Ecuador,

Paraguay, Costa Rica y Venezuela
Pension systems were introduced between 1940-1950

Late countries:
El Salvador, Nicaragua, Dominican Republic,

Guatemala, Honduras.
Pension systems were introduced between 1960-1970
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The introduction of social policies in Latin America

But pension systems were not effectively managed:

They offered many benefits with generous payments

No relation between contributions and pensions

Unpaid contributions by private and government employers

Pensions were given in generous amounts without taking into account fiscal

sustainability

» Pension parameters such us retirement age, years of contribution, contribution rate
and others were not adjusted on time for economic and demographic changes

* Low and negative returns

» Pension funds were used for other activities such us infrastructure, health
programs and current government expenses.

* High administrative costs

» Fiscal and political pressure

* Actuarial and financial imbalance
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The introduction of social policies in Latin America

Unsustainable pension systems forced to pursue very realistic

parametric changes but mainly new structural changes:

PARAMETRIC Important changes in terms of delaying retirement,
CHANGES increasing contributions, limiting anticipated

retirement, incorporating more realistic benefits.

STRUCTURAL The introduction of a mandatory individual savings
CHANGES account systems as an important pillar of the

BBVA

pension systems

BBVA Research

Pension
systems in
Latam: DC

schemes

Workshop on
Pension System of
China and Latin
America

CNCB

Beijing

July 14th 2010

BBVA

Pensions

Index

Section |

The introduction of social policies in Latin America

Section Il

Defined contribution schemes in Latin America

Section Il

Goals and outcomes

Section IV

Lessons from the Latin American experience




BBVA Research

Defined Contribution schemes in Latin America

/ —7/

Ir Chile: 1981 : Autocratic
Substi savliggls\,lgcu(i:unt ori = T TBolvia 1997 T T Democratic
ubstitute rivate o .
model Mexico: 1997 Democrat!c
El Salvador: 1998 Democratic
Pay as you go Public Peru: 1992 Autocratic
Parallel model -
Individual Private Colombia: 1993 :
savings account Democratic
Pay as you go
Integrated component IFulEE Uruguay: 1996 Democratic
model L . : .
“Mixed Model” Indlvgggijg\tvmgs Public and Private Argentina: 1994 Democratic
component (Until 2008)

Social component: varies from nothing to effectively universal (the case of Chile)
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Private management:
Private firms (AFPs) take part by managing
funds and retirement benefits.

Individual capitalization:
Each worker keeps an individual savings
account with his contributions

—

Insurance policy for death and labor disability:
The reform established an insurance policy that covers affiliated workers (all paying a
similar fee).

The Government maintains responsibility for the system by

assuming its subsidiary and regulatory role
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Defined Contribution schemes in Latin America

Social
component

Objectives Social

Government

National
Budget

Financing
regime

Basic

Benefit pension

Government

Financing
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Mandatory
DB

Redistribution
+ insurance

Government

PAYG or
other

Minimum
pension

Contributions
+

Government

Mandatory
DC

Saving +
insurance

Private sector

Individual
capitalization

Pension as a
function of
saving

Fully-funded

Voluntary
DC

Saving +
insurance

Private sector

Individual
capitalization

Pension as a
function of
saving

Fully-funded
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Defined Contribution schemes in Latin America

DC contribution Scheme in Latin America

Pension Funds companies
must collect contributions
of its affiliates

Collect contributions

Invest resources in the best
portfolios

+

Pension fund fiduciary

obligations
+

Corporate governance

+
Custod

Mitigating conflicts of interest and agency

problems

-

Insurance policy for
death and labor
disability:

An insurance policy that

covers affiliated workers -
(all paying a similar fee).

BBVA

Better results and

Lower costs for
Affiliates and

Pensions

Contracts:

. Insurance
companies to
pay annuities

Very strict regulation on:

* Risk and return (central risk agency)
* Multifunds regime

« Authorized assets that depend on
legal framework given by regulatory
institutions

« Capital markets

* Prudent investment decisions

« Investment based on expertise
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Defined Contribution schemes in Latin America

Advantages

of Latin American governments.
Fiscal consolidation

«Efficient use of resources.

*Spur capital market development

*One stop shopping arrangement that reduces transaction costs.
A sense of property rights by establishing individual savings accounts.

*Better expertise and prudent management, considering the historical bad performance

eIncrease in national savings and potential GDP.

However, it is important to deepen structural reforms in macroeconomics (labor market reform,
capital markets reform, very focused social programs, institutional reforms, etc.) in order to get the
best outcomes: coverage, replacement rate and sustainability

il
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Defined Contribution schemes in Latin America

Pension Funds companies have fiduciary obligations with the funds and must
follow best practices in corporate governance and mitigate conflicts of interest

Regulatory mandates

Mitigate conflicts of interest and agency problems.

Aligns interests with those of the affiliates

Responsibilities defined at governing, managerial and
operational levels.

- » Prudent » Investment and
Fiduciary decision

obligation with

the fund » Investor » Specialists
professionals

A—
Investments

Pension Funds companies implement corporate

governance rules according to regulatory
requirements

AFP Board of Directors

Pension Fund Fiduciary

Govetaines Corporate Governance
isks ustody, ing,
{Front Office) {Middle Office) and Accounting
— S (Back Office)
AEEEEEE———
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Defined Contribution schemes in Latin America

Asset management: the case of “multifunds” in Chile

Basic characteristics % of Equity
Type of Fund US$ Millions* % of the Fund Gl Current Sl
Fund A 25375,8 21,33% e it 404
Fund B 24608,6 20,69% e oo 20
Fund C 50055,9 42,08% a4 an -
Fund D 14534,7 12,22% 200 o o
Fund E 4377,1 3,68% b 0t -
*die 2009 The default option
Women < Women between Women >
Type of 35 years and 36 and 50 years 51 years and Retired ”
Fund Men < Men between Men > etired workers
35 years 36 and 55 years 56 years

Q) )
©)

detaull

detault detault

mo|o|m|>

« Voluntary selection. Fund A is forbidden for people older than 50/55 as well as Funds A and B for retired workers.

« Default option is applied if the worker do not take an option.

« Default and prohibitions are only for the obligatory component.

« People can chose to have two kind of different funds.

« The age- mobility from one fund to another is progressive (20% annually).

BBVA
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BBVA Research  GOals and outcomes: a new pension system and the interaction
with other factors

Macro and Micro
economics

«Improvement of potential GDP

- Necessity of structural reforms
(labor markets, barriers to market
development, others)

Fiscal sustainability

- Evolution of actuarial deficit of
pension system

Design of the new . Benefits
system

-Contribution rate
—Period of contribution
- exposure to risk

-Coverage

Capital Markets

-Development
\ - of capital market
-Returns

BBVA 15
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Design of the reform: a pension according to how much you save

Contribution rate

Country ihefist 10 Frpm_the
yeais beginning of
the sysiem
Chile (1986) 10,0 10,0 10,0
Colombia (1994) 9,7 10,2 11,5
México (1997) 8,0 8,0 8,0
Peru (1993) 10,0 8,4 10,0
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Macro and microeconomics

Average GDP %

Country Thelitsi 10 Fion the
years beginning o
the system
Chile (1986) I 7,9 ) 46 3,2
1
1
Colombia (1994) | 2,6 I 35 2,5
I
1
Mexico (1997) I 32 | 2,7 1,4
I
1

Peru (1993)

Goals and outcomes: a new pension system and the interaction

A

During the first 10
years Chile
experienced a better
performance than its
peers in the region

Growth in Latam has
been improving,
especially in Peru

Growth is a fundamental factor behind savings and financial market development

BBVA
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Macro and microeconomics

National savings rate
_ (as a % of GDP)
6,0 -
40 - . -
- o -
-
20 A - - . -
= Ty
0,0 i T T -
- ¥
20 - PF Stock (as a % of GDP)
-
- -
40 - - -
- r-
[
60 =
- =
EY -
-
00 ~ - -
-10, =
120 Observed.Forcasted
-30,0 -15,0 0,0 15,0 30,0 45,0 60,0
*Variables ortogonales a la tasa de i afica y el grado de edi

Goals and outcomes: a new pension system and the interaction

A 10 percent increase in
the size of the pension
funds has an impact of
one tenth in aggregated
savings.

Corbo y Schmidt-Hebbel
(2003) found that a one
percent point increase

in pension funds,
relative to GDP, has an

impact between 1 and 5

points of GDP in
savings.

Growth is a fundamental factor behind savings and financial market development

BBVA
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Macro and microeconomics
Chile Colombia Mexico Peru

Per capita GDP (constant US$) 10,197 2,954 6,668 2,317

Labor legislation
o . 18 27 41 61
Protectionism (index)

Source: BBVA ERD

Demographics and economic structural variables are the main determinants of the
current and future performance of pension schemes
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Capital Markets

Pension Funds Size as a % of GDP

70%:
Average return %
60%-
Country . beg::r{x:r?(; t:: the
50%: . sysiem
40%
Chile (1986) 10,4 9,1 13,4
30%-
Colombia (1994) 11,5 10,1 g1s]
20%
México (1998) 7.2 7,2 215
10%~
Pert (1993) 7.2 9,0 12,7
0%

0123456 78 91011121314151617181920212223242526
——Chile (1982-2008) == Colombia (1994-2008)
—— México (1998-2007) — Perti (1993-2008)
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Social policies in Latin America: the introduction of PAYG schemes

Capital Markets

Real return of public pension funds in 1980s

Costa Rica 210.5 (1980-87)
Ecuador -10 (1980-86)

Egipto -11.7 (1981-89)

Jamaica -4.8 (1980-87)

Peru  -37.4 (1981-88)

Trinidad y Tobago 5.2 (1983-87)
Turquia -23.8 (1984-88)

Estados Unidos

4.8 (1980-90)

Venezuela -15.3 (1980-89)

Source: World Bank. 1994: “Envejecimiento sin Crisis”
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with other factors

Capital Markets

Diversificacion del portafolio de Fondos de Pensiones

100%

80% -

60% - HHHHHHHH‘H |”|||||||||||||||”
40% -

20% -

0%

=] Bolivia Mexico Argentina  Uruguay Colombia Peru Chile

Salvador
Deuda publica Instituciones financieras
Instituciones no financieras i Acciones
Fondos de inversion Inversion en el exterior
Otros
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Fiscal sustainability

Estimated pension deficit with and without reform, as a % of GDP

Colombia Chile
4007 200%
s00%| Without reform 1509% Without reform
200% 100%-
100%- With reform 50%1 With reform
0% . 0% T
2010 2030 2050 2010 2030 2050
Source: Zviniene & Packard 2004 Source: Zviniene & Packard 2004
The reforms significantly reduced the pension deficit in several countries. The amount
depends on the models used and on other reforms.
BBVA 23

BBVA Research  Goals and outcomes: a new pension system and the interaction
with other factors

Fiscal sustainability

Transition deficit of the Civil Pension System in Chile Transition deficit of the Civil Pension System in Chile
1981-2007 (% of GDP) 2010-2050 (% of GDP)
mMinimum pensions
L Non contributery pensions W Minimvum pensions
M Recognition bond A0 Nen eontmbutory pensiors

WResopaiton bend

10
L e e e L B e e o o e e e LA s m e e e s
1981 1983 1985 19587 1989 1991 1993 1995 1997 1999 2001 2003 2005 2007
001 ‘ ‘ ‘ ‘ ‘ ‘ ‘ .
ot Military system would add L3 pup.of GDP on average W0 N M0 NB D NBJM0 045 N30

Source: Chilean Budget Office. Arenas and Gana (2005). and own elaboration

Source: Favre et . (2006)

Fiscal sustainability is an important step before pursuing a universal pension scheme as in
the case of Chile
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Replacement Rates

Replacement Rates

140% 7 Chile*

120% 7
100% A
80%1 Mexico ot
60%
40%

20%

0% -

A2 B2 C2 A1 B C A2 B2C2 A B C

*Men
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Pension Coverage

EPA coverage evolution EPA coverage by quintiles
(participants/ pop.14-64) (Q1=poorest, Q5=richest)
100 fal Ba2 [a3 [la4 Nas
80%
70% Chile 20
60%
México 60
o
50% * Colombia
40% 40
30% .
Peru
20% 20
10%
0
[0 e L L e e e B Chile Mexico Argentina Colombia
1981 1986 1991 1996 2001 2009 (2003) (2004) (2006) (1999)

Source: BBVA, FIAP, AIOS, Rofman y Luchetti (2006)

BBVA

Peru

(2003)
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Pension Coverage

Latam Average
(millions of people)

30 4 r 60%
25 4

+ 50%
20
154
104

o

+ 40%
H‘ T 30%
+ 20%

2006 2010 2015 2020 2025 2030 2035 2040 2045 2050

o
~

mmm NOmero total jubilados LATAM ~ —s— Cobertura vejez promedio LATAM
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Pension Coverage

Chilean pension system: diagnosis and reform in 2008

Diagnostic Law 20.255 (March 2008)
‘ Poverty risk at old-age (coverage)‘ -\ New redistributive pillar (SPS) ‘
—/
Low density of contribution among ‘ 4\\ Gradual compulsory contribution / Fiscal advantages (same as
self-employed —/ dependent)
Low projected replacement rates 4\\ Public contributions in case of maternity
for women —/
Low competition g\\ Auctioning for new affiliates (base on fees) / Join bidding for
— / survivors and disability insurance
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Pension Coverage

Reformed old age pension system in Chile
Final pension

PMAS

FBS

Base pension

Fiscal sustainability is a pre requisite for success

BBVA 29
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Pension Coverage
Projection of the expenditure of the solidarity pension in Projection of beneficiaries of the solidarity pension in
Chile (% of GDP) Chile
el A Mmempmse 2000000 Dissbilty
W 5PS Scenario A — Old-age PBS
Y P A 5;1":5&7!\5!17075 77777777777777777777777777777 1750000 + — - Old-age APS ~ ——————-————-—---—---——
= = MPC_PASES
e - N 1250000 4 —— - ———— — S B = B ® ® *® Il-
pad o o | ___ | 750,000 | - - - - - -
500000 e k= == m=| me =S RS R
027 - B ] | 230,000 E & B = 3 2 F 3 - - 3
00 o T T T T T T T T T T T T
2010 2015 2020 22 009 2010 2001 2012 2015 2014 2015 2016 2017 2018 2019 2020
Source: Favre et al (2006) and own elaboration Source: Favze et al. (2006) and own elzberation

Fiscal sustainability is a pre requisite for success

BBVA
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Lessons from the Latin American experience

An ideal system

Pension System
Contributive Coverage

D

ndividual saving CPII;\Y?/
I account system ollective
! System
|| — | e

Employed labor force= contributors

o

Labor Force

Pension System
Coverage from a solidarity
pension scheme

focused solidarity |
pension system |

Unemployed or informal workers=
no contribution
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Important aspects to take into account

A R )
o ) . Right incentive to save for old age stage.

Individual saving FAE) COlEHINT 1l Efficient government subsid

account system Pension System : 9 u y

Il Balanced fiscal budget account

1. Balanced fiscal budget account

Solidarity Pillar
Y 1. Focused towards the needy.

Il Transparent and no politicized

l. Institutional: Labor Reform

Informal Market and unemployed workers II. Macroeconomics: Right policies

1. Microeconomics : Market Structure
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Disclaimer

*DISCLAIMER
«This document and the information, opinions, estimates and recommendations expressed herein, have been prepared by Banco Bilbao Vizcaya Argentaria, S.A. (hereinafter called “BBVA”) to provide its customers with
general information regarding the date of issue of the report and are subject to changes without prior notice. BBVA is not liable for giving notice of such changes or for updating the contents hereof.

+This document and its contents do not constitute an offer, invitation or schcnauon to purchase or subscribe to any securities or other instruments, or to undertake or divest investments. Neither shall this document nor its
contents form the basis of any contract, commitment or decision of any

-Investors who have access to this document should be aware that the securities, to which it refers may not be apprcpnate for them due to their specific investment goals, financial
positions or risk profiles, as these have not been taken into account to prepare this report. Therefore investors should make their own decisions said and obtaining such
specialized advice as may be necessary. The contents of this document is based upon information available to the public that has been obtained from sources considered to be reliable. However, such information has not
been independently verified by BBVA and therefore no warranty, either express or implicit, is given regarding its accuracy, integrity or correctness. BBVA accepts no liability of any type for any direct or indirect losses arising
from the use of the document or its contents. Investors should note that the past performance of securities or instruments or the historical results of

~The market prices of securities or instruments or the results of investments could fluctuate against the interests of investors. Investors should be aware that they could even face a loss of their investment.
Transactions in futures, options and securities or high-yield securities can involve high risks and are not appropriate for every investor. Indeed, in the case of some investments, the potential losses may
exceed the amount of initial and, in such investors may be required to pay more money to support those losses. Thus, before undertaking any transaction with these instruments,
investors should be aware of their operation, as well as the rights, liabilities and risks implied by the same and the underlying stocks. Investors should also be aware that secondary markets for the said
instruments may be limited or even not exist.

“BBVA or any of is affiiates, as well as their respective executives and employees, may have a position in any of the securities or instruments referred to, directly or indirectly, in lhls document or in any other related thereto;
they may trade for their own account or for third-party account in those securities, provide consulting or other services to the issuer of the securities or related thereto or to their
shareholders, executives or employees, or may have interests or perform transactions in those securities or instruments of related investments before or after the publication of (ms repcrt, to the extent permitted by the
applicable law.

“BBVA or any of its affiiates salespeople, traders, and other professionals may provide oral or written market commentary o trading strategies to ns chems that reflect opinions that are contrary to the opinions expressed
herein. Furthermore, BBVA or any of its affiliates’ proprietary trading and investing businesses may make investment decisions that are h the d herein. No part of this document may
be (i) copied, photocopied or duplicated by any other form or means (ii) redistributed or (iii) quoted, without the prior written consent of BBVA. No par\ cw this report may be copied, conveyed, distributed or furnished to any
person or entity in any country (or persons or entities in the same) in which its distribution is prohibited by law. Failure to comply with these restrictions may breach the laws of the relevant jurisdiction.

+This document is provided in the United Kingdom solely to those persons to whom it may be addressed according to the Financial Services and Markets Act 2000 (Financial Promotion) Order 2001 and it is not to be directly or
indirectly delivered to or distributed among any other type of persons or entities. In particular, this document is only aimed at and can be delivered to the following persons or entities (i) those outside the United Kingdom (ii)
those with expertise regarding investments as mentioned under Section 19(5) of Order 2001, (iii) high net worth entities and any other person or entity under Section 49(1) of Order 2001 to whom the contents hereof can be
legally revealed.

+The remuneration system concerning the analyst/s author/s of this report is based on multiple criteria, including the revenues obtained by BBVA and, indirectly, the results of BBVA Group in the fiscal year, which, in turn,
include the results generated by the investment banking business; nevertheless, they do not receive any remuneration based on revenues from any specific transaction in investment banking.

*BBVA and the rest of entities in the BBVA Group which are not members of the New York Stock Exchange or the National Association of Securities Dealers, Inc., are not subject to the rules of disclosure affecting such
members.

“BBVA is subject to the BBVA Group Code of Conduct for Security Market Operations which, among other regulations, includes rules to prevent and avoid conflicts of interests with the ratings given, including
information barriers. The BBVA Group Code of Conduct for Security Market Operations is available for reference at the following web site: www.bbva.com / Corporate Governance” .
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