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The Role of Pension Funds during the
Financial Crisis

Pension systems that have pension funds based on individual
capitalization accumulate a large volume of resources in relation to
the size of the economy.

The investment decisions of pension funds influence the domestic
markets and the impacts will be more or less pronounced depending on
the relative size of the funds.

This paper reviews the performance of pension funds as financiers in
the private sector, given the contraction in bank credit to firms during the
subprime crisis in three Latin American countries with individually funded
pension systems: Chile, Colombia, and Peru.

The financing of firms using an alternative to bank credit, such as issuing
bonds or shares, is only possible if investors are willing to buy these products.

The flow of resources to pension funds do no experience significant
changes with the business cycle, i.e. there should be a relatively stable
availability of these resources.

It is concluded that the bank credit squeeze increased the use of
alternative debt instruments, and pension funds held a large amount of
resources invested in these products that served as a substitute for bank credit.

Furthermore, it is observed that Chile’s pension funds have contributed
to reducing illiquidity observed between September 2008 and April
2009, which would have been achieved due to the significant amount of
resources held in time deposits.
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In countries with pension systems based on defined contribution individual capitalization,
pension funds are economically influential actors. The degree of impact they have on local
economies is related to the relative size of the accumulated funds.

Chile, Colombia and Peru introduced capitalization and the private management of funds into its
provisional systems. The size of the pension funds in each of these countries fundamentally differs,
because of the time elapsed since the reforms were implemented and the extent of the reform on
the system. In Chile, reform was introduced in 1981 under a substitution model, in which the new
system replaced the old for all new members and closed the incorporation into the old system. In
Peru and Colombia, reform came more recently: 1993 and 1994 respectively. These two countries
installed parallel system reforms, rather than substitutes, i.e. they introduced a system of individual
capitalization as an alternative to the coexisting pay-as-you-go structure. In Chile, where more time
has elapsed since the reform and the system has had time to extend to the entire workforce, pension
funds have accumulated assets worth more than 60% of GDP, as shown in figure 1. In Peru and
Colombia, they have reached lower levels, yet still significant.
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The Contraction of Corporate Bank Credit during
the Crisis

Financial crises are characterized, among other things, by a major credit crunch. The fallin business financing
is one of the principle mechanisms that transfer the financial crisis to the real economy, accentuating the
effects of the crisis in the countries involved.

During the subprime crisis, the markets suffered a liquidity squeeze that altered the cost and access to
business financing. Figure 2 shows the seasonal contraction of commercial credit and the banking industry,
experienced in 2009 and 2010 in the United States economy.

Chart 2

Commercial and Industrial Bank Loans in the US, seasonally adjusted percentage change
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Chile, Colombia and Peru have also experienced a contraction in the amount of bank lending
to businesses, but their decline varies in magnitude and in the period which it occurred. Of
these three countries, Chile was the most affected by the flow of commercial credit, showing a real
decline throughout 2008, ending the year with an annual growth rate of -6.7%. As shown in Figure 3,
the decrease in commercial credit continued into early 2009, then experienced a slight rise, so that
the expansion in December 2009 stood at an annual growth rate of 4.3%, far from the 12.3% of 2007.

Chart 3
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Source: Superintendency of Banks and Financial Institutions in Chile

In Colombia, meanwhile, during 2008 and particularly in 2009, there was a reduction in the growth rate
of commercial bank credit; however, it did continue to expand, as shown in Figure 4. Commercial bank
credit in 2008 experienced a 21.5% growth, while in 2009 the year on year expansion was only 0.2%.
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In Peru, the deceleration of commercial bank lending is only seen from March 2009 onward, although
similar to Colombia, it did not contract. During the period between September 2008 and February
2009, the recorded year-on growth rates of commercial bank credit exceeded 30%, and experienced a
clear deceleration as rates drew close to 0% at the end of 2009. As shown in Figure 5, it is noteworthy
that in early 2010, commercial loans began to recover more dynamic growth rates around 10%.
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Chart 5

Credit from Banking Sector (% of annual change)
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Source: Superintendency of Banking, Insurance and AFP

The fall in bank lending to companies may reflect a constraint on supply, demand or both. On the
supply side, in the context of the financial crisis there was a drop in liquidity and a growth in risk that
leads to a collapse of bank credit supply. On the demand side, companies may decide to postpone
investment projects due to the recessionary situation, producing a contraction in demand.

However, if the drop in commercial lending was only a matter of demand, the contraction would be
observed in other financing alternatives; however, during this period, the opposite occurred: while
bank credit to businesses contracted, funding was raised through other financial products.
That was possible due to the existence of other investors with less restricted financing.

Pension Funds and Productive Financing in the
Context of the Financial Crisis

In countries that have introduced capitalization as the principal method of financing their pension
systems, pension funds have channelled a considerable portion of individual long-term savings
and constructed a significant financial alternative to bank credit. It should be clarified that
pension funds do not directly provide credit, yet they do by buying financial instruments that are
funding mechanisms for companies, such as bonds or shares.

In countries that have pension systems that include individual capitalization pension funds,
there is an availability of resources that confront lower restrictions on liquidity than the banking
system, as its availability does not depend so heavily on the economic cycle. While investments
in terms of fund performance were hit hard by the crisis - in Chile the riskiest fund had over a 45%
decline in value over 12 months in October 2008 - the flow of funds remained relatively stable, since
it depends mainly on salaried employment. Although, in the context of the crisis, there was a decline
in employment, particularly among salaried workers, the effects on revenue were marginal, as the
bulk of the population remains employed and trading. Figure 6 shows the monthly collections in the
AFP system (calculated as the monthly number of contributors for their average taxable income), it is
possible to observe the relative stability of the system inputs.

Chart 6
AFP Monthly Collection System, millions of dollars at December 2010
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Therefore, despite the fall in the value of investments during the crisis, month by month the system
received more than USD$3,500 million in new funds to invest, during 2008 and 2009. The greater
stability in the flow of savings for the AFP pension system is advantageous, since the availability of
resources can sustain some degree of private investments by providing alternative sources of funding
and resources to the market in the context of liquidity.

The three Latin American countries studied, Chile, Colombia and Peru, experienced an expansion
of corporate bond issuances during the crisis, instruments that provide large enterprises a financing
alternative. Therefore these resources would have allowed, to a certain extent, the financing that
businesses need during a contraction of bank credit experienced during the crisis

In Chile during 2009, the size of resources put into private corporate issuances had a real growth of 90%
compared to 2008, amounting to more than USD$6,400. In 2010, the amount of issuances did not remain
so high, and rather experienced a real decline of 74.4%. Figure 7 illustrates the collection of corporate
bonds Chile accumulated in real terms for the period 2007 to 2010; it is possible to observe the increased
flow of funds during 2009. Figure 8 shows the annual position of financial products in Chile between
2002 and 2009 in real terms, it appears that the issuance of various instruments for financing companies
experienced an expansion in 2009, and particularly notable is the case of stocks' and corporate bonds.
It is precisely during 2009 when there was a significant contraction of corporate bank loans, coinciding
with the increase in the issuance of financial products such as stocks and bonds.

Chart 7 Chart 8
Issued Corporate Bonds Chile: Issuance of Financial Products in
(MM UF accumulated 12 months) Chile, Millions of 2010 Dollars
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Similarly, in Colombia in 2009 the issuances of corporate bonds was historically important, reaching a
total of $13.4 billion (USD$6.22 billion), while in 2008 they totalled $5.7 billion (USD$2.90 billion), thus
resulting in an expansion of 135%. Of the bonds issued in 2009 in Colombia, not including those to
banks, accounted for 47.4% of the total, or approximately $6.5 billion (USD$2.95 billion).

1: 2004 also recorded a particularly high share of stock issuances; however, what occurred was an overlap of large issuances, in
fact the three largest issuances in 2004 represented 78.8% of the issuances that year, while the three largest issuances in 2009
was equal to 38.8% of the total, which would show a more extensive use of this funding mechanism.
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Chart 9
Supply of bonds and bonds acquired by the AFPs
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As for Peru, from the second trimester in 2009, the corporate issuances began to show a strong
momentum that lead to unprecedented levels towards the last quarter. As a result, the average issuance
during 2009 largely exceeded those recorded in 2008, and even 2007, a year of high economic growth.

Similar to Chile, Peru experienced a coinciding period when commercial bank credit declined and
corporate bond issuances expanded.

Chart 10
Bond Issues of Non-Financial Issuers
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The companies in these economies could use this alternative funding method, because it had resources

available to acquire these instruments. Despite the financial crisis, pension funds maintained a significant
flow of resources that would have ensured the demand.

In Chile, pension funds held large amounts of resources invested in bonds and commercial firms in the
domestic market. Figure 11 shows the investment in these instruments during 2007 to 2010. There was an
increase in the amount invested in real terms during 2009, which is likely to say that capital was available
from pension funds to sustain the supply of issuances recorded in 2009.
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Chart 11
Pension Fund Investment in Bonds and
Commercial Paper in the domestic market, in Chile, 2010 dollars
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In Colombia, as seen in Figure 12, pension funds acquired about 23% of total bonds issued by the
real sector in 2009, the investment is conducted in different sectors of the economy, with a prominent
participation in infrastructure sectors.

Chart 12
AFP Involvement in Issuances
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In Peru during the crisis, pension funds recorded an increase in the proportion invested in corporate bonds,
as shown in Figure 13, with a significant growth from the second half of 2008, but since March 2009, the
amount of investments in these instruments began to decline. It must be clarified that the data does not
separate the price effect from the quantity effect, and thus can not confirm that during the financial crisis
pension funds had effectively altered the quantity of investments in a specific type of financial instruments,
since the change in relative price could partially or totally explain the apparent restructuring of portfolios.
However, it can be stated that the AFP maintained a considerable fraction of the funds invested in these
instruments, which amounts to a significant value of resources, thus helping to sustain demand for these
products in times of extreme volatility and illiquidity.

REFER TO IMPORTANT DISCLOSURES ON PAGE 11 OF THIS REPORT PAGE 7
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Chart 13
Investment in Corporate Bonds of
Non-financial Institutions (as a % of the Pension Funds value)
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In short, pension funds played an important role in business financing during the contraction of bank
lending. It is observed that the three countries studied, Chile, Colombia and Peru, had their banking
industry affected and experienced contractions in commercial banking credit. In the three cases, the
slowdown of lending was partly offset by higher corporate bond issuances that allowed businesses
financing at competitive prices. This alternative financing mechanism has been sustained in part by the
AFP, whose available resources are more stable.

Financial Liquidity: Participation of pension funds

Pension funds indirectly facilitate bank credit to provide resources to the financial sector through
the investment in debt instruments, reducing liquidity constraints. This flow of capital can then be
channelled by banks to businesses and families.

In Chile, the AFP has always invested in term deposits in the domestic banking industry, as they
constitute a safe debt instrument, and thus regulation has permitted that the AFP can invest in these
instruments since the beginning of the system in 1981.

Figure 14 shows the financial stress that came under the Chilean banking system during the crisis.
There was a significant increase in the interbank rate and interest rate spread for system operations
on average between 30 and 89 days between September 2008 and April 2009.

Chart 14
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Figure 15 illustrates the investment in pension funds in time deposits during the past years as both an
amount of investment (USD $2010) and as a percentage of total pension funds. It is noted that during
the period of financial stress — September 2008 to April 2009 — the AFP held a fraction of nearly 20% of
pension funds invested in term deposits in the domestic banking system, equivalent to approximately
USD $20 billion. Subsequently, the deposits have become less important in the investment portfolio of
the AFP, declining to only about 7% of the funds.

REFER TO IMPORTANT DISCLOSURES ON PAGE 11 OF THIS REPORT PAGE 8
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Chart 15
Pension Fund Investements in Time Deposits
in the domestic market in Chile, in 2010 dollars
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During the period studied, it appears that pension funds in the banking system retained a significant
amount of resources. Figure 16 shows the importance of pension fund investment in time deposits for
the Chilean banking system, which accounted for nearly 20% of the systems deposits and about 15% of
total deposits during the crisis. Subsequently the relative importance of pension funds in bank deposits

has declined.
Chart 16

Relative Importance of Pension Fund Investements
in Time Deposits in the Chilean Banking Sector
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Conclusion

Financial crises are characterized, among other things, by the reduction in liquidity and the contraction

in commercial bank credit. This is one of the principle effects that spread the financial crisis to the
real economy.

Pension systems with individual capitalization channel a significant portion of domestic savings into
the economies that have this system implemented, as is the case of Chile, Colombia and Peru. These
resources are invested in local financial markets in instruments that provide a financing alternative
to businesses. The investment profile of pension funds has a long-term outlook, which coupled with
the mandatory contributions and the inability to withdraw at the discretion of the saver, it ensures low
variability in the flow of resources that receive the funds. Therefore, pension funds are a financing
alternative to bank credit that increase stability during a crisis.

It is noted that the credit crunch was partly offset by an increase in the issuance of alternative business
financing, such as bonds and equity. Companies financing by using alternatives to bank credit

REFER TO IMPORTANT DISCLOSURES ON PAGE 11 OF THIS REPORT PAGE 9
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instruments, such as issuing debt or shares, can only do so if there are investors willing to purchase
these products, i.e. investors with a less impacted reduction on liquidity during a crisis. It also is
observed that pension funds held a significant amount of resources invested in these products.

Additionally, in Chile, there were further contributions made to the banking system, because the
investment in time deposits made by the AFP allowed a partial easing to the liquidity crunch observed
in the most critical moments of the crisis. This would be an indirect mechanism through which pension
funds facilitate the provision of bank credit in the time of a crisis, by injecting funds to acquire debt
instruments from the banking system by reducing liquidity constraints.

In short, economies in which savings and credit is not only channelled through the banking system, but
also through pension funds, face lower effects as the financial crisis transfers to the real economy by
way of a contraction in the supply of financing.

REFER TO IMPORTANT DISCLOSURES ON PAGE 11 OF THIS REPORT PAGE 10
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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 solicitation 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 kind.

Investors who have access to this document should be aware that the securities, instruments or investments to which it refers may not be
appropriate 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 investment decisions considering the said circumstances 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 investments do not
guarantee future performance.

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 investment and, in such circumstances, 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 its affiliates, 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 this 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 aforementioned securities or instruments or to companies related thereto or to their shareholders,
executives or employees, or may have interests or perform transactions in those securities or instruments or related investments before or after the
publication of this report, to the extent permitted by the applicable law.

BBVA or any of its affiliates” salespeople, traders, and other professionals may provide oral or written market commentary or trading strategies to its
clients 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 inconsistent with the recommendations expressed 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 part of 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.

In the United Kingdom, this document is directed only at persons who (i) have professional experience in matters relating to investments falling within
article 19(5) of the financial services and markets act 2000 (financial promotion) order 2005 (as amended, the “financial promotion order”), (ii) are persons
falling within article 49(2) (a) to (d) (“high net worth companies, unincorporated associations, etc.”) Of the financial promotion order, or (iii) are persons
to whom an invitation or inducement to engage in investment activity (within the meaning of section 21 of the financial services and markets act 2000)
may otherwise lawfully be communicated (all such persons together being referred to as “relevant persons”). This document is directed only at relevant
persons and must not be acted on or relied on by persons who are not relevant persons. Any investment or investment activity to which this document
relates is available only to relevant persons and will be engaged in only with relevant persons.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 is not a member of the FINRA and is 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”.

BBVA is a bank supervised by the Bank of Spain and by Spain’s Stock Exchange Commission (CNMV), registered with the Bank of Spain with
number 0182.
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