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1. Successes of a model 

In many respects, the Chilean pension reform introduced in 1981 has been a success. As of 

3rd quarter of 2004, total accumulated assets reached USD 53 billion, that is about 60% of 

GDP. Measured by this, Chilean pension funds are now fourth in the world after the 

Netherlands, the UK and the US. But contrary to them, which have several other 

institutional investors, in Chile pension funds became by far the biggest investors. Those 

assets have been invested in increasingly diversified portfolios.  

In this context, pension funds have pressed the domestic financial market and authorities 

for improving and updating financial regulation, adopting better corporate governance 

standards and increasing transparency. They have induced specialization in investment 

decisions and promote the appearance of new financial instruments while increasing the 

size, depth and matur ities in the financial market with secondary effects over other markets 

such as banking industry, insurance industry and mortgages. 

 

The importance of being a Pension Fund in Chile 
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The outcome has been a significant impulse to capital market development and, through 

this channel, a statistically significant positive effect over total factor productivity and 
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growth. Corbo and Schmidt-Hebbel (2003) estimate that ¼ of the average rate of per capita 

growth in Chile between 1981 and 2002 is related, directly or indirectly, to the pension 

reform. 

The high rate of GDP growth, partially explained by the pension reform itself, has delivered 

a high rate of return on capital and in particular on pension assets. After controlling for 

inflation, the average rate of return between 1981 and 2004 has been 10,2%, with only two 

years of mildly negative rates of return.  

Two aspects deserve special consideration concerning the Chilean model, namely, 

demographic transition and the fiscal situation. The old Chilean PAYG system was in crisis 

and there was a growing consensus that a reform was needed. Indeed, the government of 

Frei Montalva in the sixties sent a reform proposal to Congress but it did not reached 

approval1. The nature of the problems that led that reform proposal were basically the 

irrationality with which pensions were attributed and the chaotic appearance of 32 different 

regimes, some of them ignoring actuarial criteria and generating regressive benefits. The 

Chilean model started just before the current demographic transition appeared. There is no 

evidence that in the design of it there were special consideration to the demographic 

change. But the fact is that, from an actuarial point of view, DC systems are better prepared 

to adapt to the new demographic paradigm than DB systems for the simple reason than in 

the latter benefits are defined according to the dynamic of politics not of demographics and, 

obviously, they need not coincide. 

The second aspect concern the transitional costs. Chile chose the most drastic reform 

forcing all new entrants into the labour market to choose the new system and putting very 

strong incentives to older workers to move to it as well. Those incentives affected both 

workers and employers. Under the old system contributions were mixed (worker / 

employer) and very high (they reached 50% of the salary by 1974), even though they 

financed, beyond pensions, health services and labour accidents. When taking only the 

pension contribution, they reached a maximum of 26%2. The incentive to move to the new 

system were two. Workers obtained a substantial increase in real wage as contributions 

                                                 
1 See Larrain (2005) 
2 Superintendencia de AFP (2002) 
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were cut by half and employers saw their part of the financing of the new system disappear. 

So there was a big incentive to move to the new system3.  

But that left the old system without contributors and a big bunch of pensioners. Hence, the 

change induced a fiscal deficit which has been persistent, long lasting (it started in 1981 

and is forecasted to last until 2025 approximately) and significant (the peak is at around 5% 

of GDP). This huge deficit was compensated by expenditure cuts in other areas, in order to 

accommodate it. But this accommodation cannot be understood avoiding to consider the 

very specific political situation of Chile at the time, namely, a strong dictatorship that was 

able to do this restructuring of public outlays cutting social expenditures to finance the 

pension deficit in the middle of the worst macroeconomic crisis since 1930.  

Transition from a defined benefit towards a defined contribut ion system is expensive for 

the state, at least on a cash basis. Chile has had for two decades fiscal deficits associated to 

the pension reform by the equivalent of 4-6% of GDP. To balance the budget, a huge fiscal 

effort must be made in order to cut or to reallocate fiscal expenses. This is not easy to 

absorb by a democracy, especially in the context of so many urgent needs: education, 

health, infrastructure, poverty, etc… 

On an accrual basis, things are not that clear as implicit public debts associated to defined 

benefit systems are quite huge as shown in the following table. 

Implicit 
Public Debt

Brazil 330
Slovenia 298
Poland 261
Ukraine 257
Romania 256
Hungary 203
Argentina 85
Mexico 65
Chile 60
Colombia 56

Source: Holzmann, Robert Palacios, y Asta Zviniene. “Implicit Pension 
Debt: Issues, Measurement and Scope in International Perspective”, The 

World Bank, 2004  
 

                                                 
3 Today total affiliation reaches 7 million workers, 1 million more than the current workforce. 
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Why does the market do not accept the trade off? This talks about the lack of financial 

integration of Latin American countries to world financial markets, about the weaknesses 

of the institutions in some countries, about some market failures in world capital markets. 

Whatever the reasons are, the fact is that this is one of the main reasons why some Latin 

American countries now face difficulties in proceeding with their reforms and, to some 

extent, why in some countries some people, including some authorities are talking about a 

reversal.  

But as in any process in which a country takes the lead, the successes mentioned above 

coexist with failures in other areas. In the case of pension reform, the Chilean reform 

introduced a totally new concept with respect to the paradigms of the pay-as-you-go or 

defined benefit systems (you may have defined benefit with capitalization as in the 

Netherlands).  

2.  The problems 

Any successful reform must be in accordance with the underlying economy. Over time, the 

dynamism of the economy and the system itself gradually unveil problems which were 

probably marginal at the beginning but increase in importance as time passes by. 

The main problems that have appeared in the Chilean system are based on the dynamics of 

some exogenous and endogenous factors,. Among  the exogenous factors we can identify: 

a) Labor market . Lifetime employment is over. Modern labour markets require more 

flexibility, whose consequence is more job rotation, more frequent unemployment 

episodes. This does not affect people equally as employability differ according to 

education, economic sector, family linkages etc… In practice, this suggests that 

poorer workers are in general more exposed to that uncertainties, even though not 

all of them. Based on real data of actual workers, the next graph shows two 

representative lifetime profiles of workers´ density of contributions 4 for low income 

workers in Chile. This shows one important characteristic of the labor market, its 

duality. 

                                                 
4 The concept of density is defined as the ratio of actual contributions relative to potential contributions in a 
given period of time. 
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Two different tales about density of contributions  

(Case: low income males) 
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The point is that gradually significant amounts of workers find themselves working 

for short periods of time, uncertain with respect to how long will be the next 

unemployment episode. Hence, face to these risks, there is a natural reluctance of 

many workers to contribute for pensions. Another development in the labor market 

is the proliferation of formal self employed workers. Today one out of three workers 

is an independent worker. Those workers, require savings to be liquid in case of 

need while pension assets are extremely illiquid.  

The way the labour market has evolved has made clear the need to create new 

imaginative mechanisms for cont ributions and suggest other directions for public 

policy, namely, unemployment insurance. 

b) Women labor market characteristics. One specific dimension of recent labour 

market development concerns the situation of women: they start working later, earn 

less, retire earlier and live longer. It should not surprise anyone, after these 

considerations, the statement that pensions are particularly low for women.  

This is gradually changing, at least for some portions of the population. Chile has 

one of the lowest female participation rates and it is catching up slowly. But that 
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requires many other things taking place such as a reevaluation of the role of man at 

home, the necessary support for working woman, the required flexibility in labor 

contracts, etc. 

c) Life expectancy. As everywhere, thanks partially to progress in medicine, people is 

living longer. For a given amount of accumulated savings at the end of their lives, 

this means that it must finance more years. The natural consequences is that 

pensions are smaller.  

Two contradictions make this outcome absurd. First, early retirement. In Chile we 

allow people to retire before they reach the legal retirement age. The requisites for 

that were too loose and the outcome was that many people started to retire earlier 

than they should. So at the same time they lived longer, they retired earlier. 

The other side of the coin of living longer is that at any given age, people now feel 

better. Many retirees in Chile continue working, and they do so both because they 

are in better health conditions and, thanks to early retirement, their pensions are 

smaller. 

But there are endogenous factors as well, in the sense that they are linked to design 

problems: 

a) Interface between the accumulation and disbursement phase of the system . 

Originally “the system” was conceived maily to accumulate and indeed the Chilean 

model is known worldwide thanks to the AFPs which manage savings in the 

accumulation phase. But few attention was given to the workings of the 

disbursement phase and, in particular, the transaction costs between both of them.  

Moreover, when the problems linked to the disbursement phase appeared to be clear 

in Chile significant political opposition was organized against the proposals of the 

government. It took 10 years to pass the law. 

b) Competition and concentration. Two problems of design have had impact on the 

way competition is undertaken in the Chilean system: 

• Inelasticity of demand, mostly explained by the mandatory character of the 

product sold. The pension market is artificial, there is no spontaneous demand 



 7

for it and that´s why people do not pay much attention to relevant variables in 

this market at least while they are young5.  

• Economies of scale, typical in financial sectors but more present here due to the 

necessary exclusive nature of the commercial firm that distribute pensions. 

In recent years Chile has implemented two important complementary reforms to the 

original model, multifondos and the electronic market for annuities called SCOMP. The 

rest of the paper is devoted to analyse these two reforms. 

 

3.  Multifondos: better risk management, more valuable information 

At the beginning of the Chilean system, each AFP could offer only one portfolio to their 

affiliates. That portfolio was the outcome of two forces. On the one hand, the way 

regulation evolved. The strict regulation that have always faced pension funds has had the 

virtue of a great deal of dynamism so as to adapt to financial innovation and market 

conditions. That regulation is, as of today, totally based on the fulfillment of clearly defined 

quantitative limits on invesment. Those limits, even today, are set for issuers, groups of 

issuers, instruments, groups of instruments (asset classes), related parties and foreign assets. 

In addition to that, individual limits are corrected according to liquidity factors and other 

coefficients. The following graph illustrates the evolution of some relevant limits. 

 

                                                 
5 It remains the question of why people does not maximise anyway: switching costs, postponement of difficult 
decisions particularly if goods are comodities, etc… and other explanations coming from the newly developed 
branch of behavioral economics, may explain partially this phenomena. 
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Evolution of investment limits in Chile 

 

On top of this complex system of limits, there has been a regulation on minimal return 

relative of average market performance. With its own resources, each AFP is required to 

grant affiliates that their return will be at least 200bp below the average market 

performance. This represents a strong incentive not to deviate significantly from the 

average market portfolio.  

This herd behaviour has two opposing lectures. One is that, in this way we minimise the 

likelihood of individual errors of judgement by AFPs, so this represent another safety 

element built in the system. The other is that as portfolios do not vary significantly, nor do 

it returns. Therefore, not only AFPs use to offer only one portfolio but that portfolio was 

very similar to the one offered by alternative AFPs. Hence, from the perspective of the 

affiliate, the benefit of being informed was smaller compared to the cost of doing it. If  by 

the nature of the pension market, the demand is inelastic, the management of pension 

savings started to look more and more as a commodity inducing further indifference. 

People periodically received their statements but it was totally useless. Rationally, they did 

not read it, so the outcome was desinformation and further inelasticity: 93% of the people 

declared they did not know the price of the pension service and 56% of them declared 
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ignorance of the balance of their personal accounts. Inertia in decisions also characterised 

the system: 54% of men and 64% of women declared that they have never changed from 

one AFP to another. 

The multifondos reform undertaken in 2002 allowed AFPs to offer 5 differentiated 

portfolios according the share of variable income instruments present in each one: Fund A 

may have 80% of the fund in variable income, Fund B 60%, Fund C 40% and Fund D 20%. 

Fund E was restricted to a purely fixed income instrument. The underlying idea was to 

allow people to take a life cycle approach to risk in a very simple structure.  

 

Multifondos: basic portfolio limits 

 

 

 

 

 

 

 

 

 

 

The following graph suggest that in general people understood this as younger people chose 

the riskiest fund while older people opted for more conservative portfolios. It is also 

important to notice that in the context of the indiference described half of the contributors 

chose a Fund within six months. 
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Age distribution by class of Fund in Chile 
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As far as returns are concerned, it seems that Multifondos could not avoid herd behaviour 

to take place. Indeed, as shown in the following graph, we passed from one big herd to five 

different kinds of herds, all differentiated in their preference for return and risk. 

 

 

 

 

 

 

 

 

 

 

 

 

Multifondos has created a link between people whose retirement age is distant in the future 

and the current asset management. Now it pays to be informed, as at any time people may 
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change funds. With more informed people, the system as a whole would improve. The 

following graph shows the results of two surveys, one before and one after the Multifondos 

reform and, as can be seen, people is considering more return and price as reasons to justify 

the decisions they take. Notably is the huge drop of influence on gifts given by 

salespersons.6 

 

A system improving?  

Reasons affiliates give to explain why did they change AFP 

0

5

10

15

20

25

30

35

Returns Price Help salesperson AFP image Gift Friend´s
recommendation

Doesn´t know

apr 2001
sep 2004

 

                                                 
6 On the role of gifts and salespersons, see Berstein and Micco (2004) 
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4. The Annuities Law and the SCOMP 

When retirement becomes a possibility, by age or because accumulated savings were 

enough to ask for early retirement, the Chilean system used to give two way outs: 

programmed withdrawals or annuities. The next Table show the decomposition between 

both of them according to the pension level. It is shown that 85% of pensioneers whose 

pension level exceed the minimum pension chose not to face the risk of longevity and 

therefore bought an annuity. People that opted for programmed withdrawals are forced to 

do so if they are eligible for the state guarranty. Those who can choose, prefer in general 

annuities. 

 

Quantity and types of pensions paid in 2003 

 

 

 

 

Note: MP stands for Minimum pension 
Source: Berstein, Larrain and Pino (2004) 

 

But the functionning of the annuities market was far from being satisfactory from the 

perspective of social security. Two elements give credit to this statement: age of early 

retirement and the costs of acquiring annuities. 

The previous law required people willing to retire earlier that the legal age of retirement to 

comply with three criteria concerning the capital saved and the corresponding annuity: to 

reach a replacement ratio of 50% or higher, to reach a pension 110% of the minimum 

pension. Eventually, those criteria became too lax and early retirement took increasing 

importance and each year at earlier ages. By 2003, 18% of women retired earlier than they 

should and the average age was 54 years old compared with 60 years of legal age. In its 

turn, 60% of men retired earlier with an average age of 56. Therefore, women were 

anticipating retirement  6 years and men 9 years. On average, each year of early retirement 
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costs 7% of pension, so that people have been retiring with significantly smaller pensions 

than what they could have done. Early retirement is only partially a matter of legal 

requirements and partially the outcome of the workings of the annuities market.  

As stated before, the social security industry is artificial because people do not have the 

ability to look into the distant future, their rate of discount being disproportionally high. 

Apparently, this changes with education and wealth on one hand, and with age itself but 

only apparently. The next graph shows the commissions paid by insurance companies to 

insurance brokers or to their salesforce. These commissions in principle are paid by the 

company itself but in practice they are taken out of the retiree´s capital.  

 

Commissions paid for annuities  

(% of the person´s fund, year average) 
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But, how is it possible that in 1999 someone was willing to pay such a large amount of 

money for this service? The answer has to do with myopia, the core of the justification of 

mandatory social security. Even at the verge of retirement, people is  sensitive to absurd 

offers from that perspective. Indeed, those high commissions hide that at least partially, in a 

very obscure way, salespersons gave the money back to the pensioner. Of course, there is 

no information about how much of the total cost reached the pensioner in cash or any other 

form and how much was retained by the intermediary. 

Another complex aspect of this market was how the pensioner was contacted by the 

salesperson or broker. As we said, many people didn´t know the balance in their personal 

accounts, so hardly could they have known nor make the calculations to see whether or not 

they complied with the requirements for early retirement. This information was somewhat 

obtained in AFPs and flew to insurance companies´s salespersons. Hence, what actually 

took place was that potential early retirees were contacted by a non-neutral salesperson, not 

a pension advisor, who convinced her or him to use their right to retire early. That process 

of persuasion was intensive in arguments not linked to income in old age but in how to 

solve present problems through instantaneous cash rebates (paid by the pensioner 

themselves as we saw) and/or with the argument of the second salary.    

The Annuities Law passed in 2004, after 10 years of congressional debate, created an 

electronic market for annuities that drastically improves information. Every potential 

pensioner is forced to pass through this market. To do so, the pensioneer, by its own or 

induced by a salesperson, asks its AFP to send all the relevant information to make the 

offers of pensions. That information is spread anonimously among all companies that 

participate in the market, that is, all life insurance companies (that offer different kinds of 

annuities) and all AFPs (that offer programmed withdrawals). At a given date, the 

pensioner will receive back all offers available to her or him in the whole market. All 

relevant information to take the best possible decision is therefore condensed before the 

eyes of the pensioner. In Annex we show one SCOMP sheet of a real case. It is worth 

signalling that pensions (expressed in UF, an measurement unit indexed to consumer 

prices) are ordered decreasingly in order to help people to take decisions. 

Once the person receives the sheet, she has five options. She may  
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• choose one of the offers in the sheet,  

• postpone any decision without time limit,  

• bargain with a salesperson for another offer but this one can only be better than the 

ones appearing in the sheet,  

• ask the system for another round of offers  

• call for an auction. Only in this case, the person is forced to choose the best offer. 

The system started on the 19th of august and so far 86% of people has paid commissions of 

2,1% whereas the other 14% of the pensioners did not pay at all. The weighted average of 

commissions passed from 5,9% before the discussion of the Law, to 2,7% during that 

period until before the Law was enacted to a mere 1,8% after that. All the difference is 

passed to higher pensions. 

 

5. The ongoing reform agenda 

TO BE ADDED LATER 
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ANNEX : A real case of SCOMP sheet 

 

 

 

 


