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STRUCTURING AN EFFECTIVE
MULTI-PILLAR SYSTEM

THE NEXT SOCIAL SECURITY
REFORM IN CHILE

MARIO MARCEL1

1. Funded schemes in pension systems

Pension systems generally seek to respond to the conjunction of
two problems. On the one hand, there is the certain fact that the
vast majority of workers will reach old age and lose their ability to
generate income by working; on the other, that although this event
is predictable, there is a whole range of flaws in the market and
economic restrictions that prevent this risk being mitigated to any
large-scale extent by decisions to save individually.

Social security, and pension systems in particular, arose in order to
confront these problems. Inspired by mutual aid movements and
union solidarity at the dawn of the industrial revolution, the
pension systems imposed obligatory contribution on the workers,
under schemes backed and regulated by the state, with the aim of
financing benefits for those who were retiring from active work.

For a number of decades, solidarity and efficiency seemed to be
mutually compatible. While the population of working age was
growing, and older adults represented a small, stable fraction of
the population, pay-as-you-go systems were not only able to fund
the pensions of those in the passive sector, but were in a position
to ensure benefits with a predetermined value. In this context,

1 President Advisory Council for Pension Reform in Chile.
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demographics provided a solid base for supporting a pension
system structured on reciprocity and support between generations
of workers.

The change in demographic trends and in the labour market altered
this marvellous arithmetic significantly. All of a sudden, forecasts
began to indicate that the contributions would be insufficient to
finance the promised benefits. With that, the social contract that
sustained the pension systems began to be called into question,
due to the type of reforms that would be required in order to
maintain their actuarial balance.

The main contribution made by the 1981 social security reform in
Chile was demonstrating that the investment of the workers’
contributions in the capital market could provide an alternative
principle on which to support a pension system and sustain it over
time, regardless of the demographic trends.

The Chilean reform was not the first scheme to contemplate the
capitalization of workers’ contributions. In many countries, the
pay-as-you-go systems began with a limited body of beneficiaries,
who capitalized the contributions of the early years collectively in
order to build up a stock of money with which to contribute
towards funding future pensions. In other cases, private schemes,
conducted from companies or sectors, complemented the public
schemes which offered more limited benefits. In a third group of
cases, national pension systems were inspired from the very
beginning by the principle of capitalization (or funding).

In this sense, the greatest contribution of the Chilean reform was
to show at one and the same time (a) that individual capitalization
was a scheme capable of sustaining a nation-wide, mandatory
pension system; (b) that it was possible to move towards that
system from a defined benefit scheme that was already in place,
and (c) that a funded system could rely on private participation in
the management of the workers’ savings funds, concentrating
public responsibility on reinforcing the mandatory nature of the
contributions and regulating the fund-management in such a way
as to balance risk and yield appropriately, in accordance with the
public objectives of the pension system.
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Once it had been demonstrated that the individually funded scheme
was viable, three advantages were especially noteworthy, when
compared with the traditional pay-as-you-go schemes. The first is
that the funded scheme offers dynamics of accumulation for the
calculation of pensions that are substantially superior to those of
PAYG. In fact, in a strict pay-as-you-go scheme, where the benefits
of the pensioners are funded entirely with the contributions of the
workers then active, the pensions will grow in accordance with the
growth rate of the payroll of active workers, corrected by the ratio
between passive and active workers. In relatively mature economies,
this growth is unlikely to be more than 3% per year, representing the
long-term return on the workers’ contributions. By contrast, in an
individually funded scheme, the accounting unit of the pension
funds should grow according to the return offered by the capital
market, or the interest rate, which, in a considerable variety of
scenarios, should be over 5% per year.

A second advantage is related with the ability of individually funded
systems to overcome the problems of demographic transition. This
phenomenon, which is currently affecting all countries in one way or
another, results in an increase in the proportion of passive workers to
active. This, in a strict funded system, means reducing the value of
the benefits for the passive sector, raising the contributions paid by
active workers, postponing the age of retirement, or a combination of
the three. If the principles of pay-as-you-go are not respected, the gap
between contributions and benefits has to be covered by the state, and
it is not possible to expect that there will always be sufficient
resources to do so. In a funded scheme, the financial performance of
the pension funds is not affected –at least directly– by the
demographic transition. In such a regime the demographic transition
undoubtedly affects replacement rates for people retiring at the same
age, but these changes can be neutralised by an individual decision to
postpone retirement, which would theoretically make it unnecessary
for the state to intervene.

Finally, an individually funded scheme involves a set of
relationships with the political system that is substantially different
from the one which occurs under defined benefit schemes. In fact, in
the latter the parametric adjustments required to balance the system
from an actuarial point of view produce conflicts, require a long-
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term vision and must normally be applied over a period.
Adjustments of this type contrast with the short-term perspective
that tends to dominate political processes. This perspective in the
best case leads to the postponement of adjustments to the system
and in the worst, to short-term benefits being offered that are not
actuarially funded. Under an individually funded scheme, the
determining of the value of the pensions is transferred from the law
to the operation of market mechanisms and comes to depend on
density of contributions, the yield of the funds and individual
decisions on when to retire. At the same time, the fact that the
worker is the owner of his/her accumulated fund imposes limits on
the political system’s temptation to generate short-term benefits by
transferring resources between sectors or generations.

The merits of the individually funded system from the point of view
of economic efficiency have been widely documented in the
literature on the subject, but the accumulated evidence of the
operation of these schemes, as from the Chilean reform in 1981, has
generated sufficient evidence to evaluate their validity in practice.

There is no single, objective viewpoint for evaluating the
dynamics of accumulation and the financial performance of the
workers’ contributions in an individually funded scheme, and it is
possible to distinguish at least two differing points of view. The
first is that of the system’s managers, who necessarily concentrate
on the quality and performance of the investments, particularly on
the way in which these achieve a balance between risk and yield.
The second is that of the members, who can evaluate their
participation in the pension system as if it were an individual
investment. From this latter point of view, the subject of interest
will be the rate of return resulting from comparing the present
value of the costs incurred by the worker during his/her active
phase –in other words, contributions to the fund, yield of the fund
in the period close to the point of retirement and commissions paid
to the fund managers and insurance companies– with the present
value of the pension benefits, corresponding to the complete flow
of pensions received by the originator and his/her heirs.

When the comparison is made from the two suggested perspectives,
the resulting values may be considerably different. Thus in Chile’s
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case, the AFPs have for years been quoting a yield on the funds of
around 10% per annum, which corresponds to the arithmetic
average of the gross yields over the 25 years of the system’s
existence. From the worker’s point of view, this figure has to be
corrected, first, to weight the annual yield by the magnitude of the
accumulated funds - by doing this, the gross average yield falls to
figures of around 7% (Graph 1); second, to take into account the
commissions that the workers pay to the AFPs, by which the net
yield is situated between 4.5% and 6.5% per year, depending on the
worker’s income (Table 1); and third, to deduct the additional
commissions charged by the insurance companies when selling a
life annuity, which, according to certain studies, would reduce the
internal rate of return for members to less than 4% per year.

Though this last figure is still higher than the return to be expected
of a strict pay-as-you-go scheme, the difference becomes
considerably smaller, creating doubts as to the desirability of
undertaking reforms of the magnitude required to replace one
scheme with another.

Graph 1
YIELD OF THE PENSION FUNDS

Source: Report of the Presidential Advisory Council on Pension Reform, 2006.
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In order to increase the return on the worker’s savings in an
individually funded scheme and, consequently, the value of his/her
pension, the state has a number of alternatives, such as: creating a
macro and microeconomic climate that stimulates more growth
and therefore a higher balanced interest rate; deepening the capital
markets to increase efficiency in the intermediation and
investment of the funds; stimulating competition in the AFP and
life annuity industry to reduce administration costs and
commissions; generating mechanisms to protect the funds when
close to the point of retirement; adjusting the commissions
structure and designing innovative pension products.

All these measures are consistent with maintaining an individually
funded scheme as the basis of the pension system and might make
it possible to increase the return on the invested funds and
therefore the value of the future pension, and/or reduce the costs
involved for the worker in obtaining such pensions. Despite this,
there are demands on the pension system that these measures
cannot resolve. This is the subject of analysis in the next section.

2. What funded systems can and cannot do

In order to assess the contribution and limits of the individually
funded scheme in achieving the aims of a pension system, it is
necessary to identify what these aims actually are. The literature
and actual discussions taking place at local and international level
make it possible to identify five aims.

a. To cushion variations in income. As was stated at the
beginning, the main problem that pension systems seek to
solve is how to cushion the fall in income – and, consequently,
in people’s consumption – associated with retirement from
working life. That fall may be the result of limitations for
working in the conditions demanded by the market, physical
or mental disability, or even the desire to rest after a whole
lifetime of work, but it occurs precisely at a stage of life when
consumption needs may increase as a result of greater
vulnerability in people’s health and sociability. This ability to
cushion income is measured through the replacement rate. ILO
agreements have indicated a minimum replacement rate of



128

Funded Systems: Their Role in Solving the Pension Problem

45%, while many national systems encourage, or seek to
guarantee, replacement rates of 70%-80%.

b. To prevent the risk of poverty in old age. Even where a
worker obtains a reasonable replacement rate, it is possible
that this will not be sufficient to prevent the value of his/her
pension falling below the poverty line. This may occur when
the worker has had a low level of income in absolute terms
when active, or when the average income disguises large
lacunae in income and/or social security contributions.
Poverty in old age constitutes a particularly serious social
problem, because of the increased spending needs associated
with people’s health and their greater social vulnerability. For
this reason, the prevention of the risk of poverty in old age is
considered as a complementary aim of any pension system,
and generally justifies the setting up of non-contributory
minimum pensions or benefits, paid for by the state.

c. To avoid discriminations. In order for a pension system to be
fair, it is not enough for it to produce good replacement rates
on average. The scatter around that average should be as small
as possible, avoiding a priori differences arising from factors
beyond the worker’s control. Particularly sensitive in this area
are the discriminations that may arise between men and
women, between workers of different sectors and regions and
workers in different socio-economic situations.

d. To increase the perception of security. A pension system
exists to give workers security concerning the situation they
will face in old age. From this point of view, pension systems
are of interest not only to older adults, but also to those who
will become older adults in the future. If a pension system
produces security with regard to the continuity of the worker’s
income and provides adequate protection against the risk of
poverty in old age, it is likely that those insured will be
prepared to take risks, such as changing their job or initiating
independent projects.

e. Efficiency. Finally, all the above aims must be achieved at a
reasonable cost for the worker, the state and the economy. In
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this latter case, the costs are measured indirectly, in terms of
the distortions that a pension system might produce in the
operation of the markets, especially the labour market.

On checking the above list, it may be inferred that an individually
funded scheme can reasonably fulfil the first objective for all
workers who are capable of contributing regularly to their pension
fund. Depending on important aspects of its design, that scheme
can also aspire to operate efficiently. However, there are important
intrinsic factors in a funded scheme that impede it from fulfilling
the aim of preventing poverty in old age. Likewise, given that in
this scheme the final value of the pension depends on a complex
combination of: regularity and timeliness of contributions, the
financial performance of the funds and the demographic
parameters that determine life annuities, it is difficult to fulfil the
aim of providing security about benefits. Finally, the differences
between groups of workers – particularly between men and women
– may result from different patterns of insertion in the labour
market, which the pension system does not have sufficient strength
to change.

An individually funded scheme on its own is therefore incapable
of meeting all the demands made of a pension system. To do that it
needs to be supplemented with other schemes, norms and
regulations, thereby constituting what has come to be called a
multi-pillar system.

3. Structuring an effective multi-pillar system in Chile: the
proposals of the Presidential Advisory Council for
Pension Reform in Chile

The ability of a multi-pillar system to meet the five proposed
requirements does not depend so much on the coexistence of
different schemes within a single pension system, as on the design
of each scheme and the fact that they are consistent with one
another. Among the potential inconsistencies that it is possible to
find among pension schemes is, for example, the moral risk that
non-contributory schemes exert over contributory ones and the
optional co-existence of defined contribution and defined benefit
schemes.



130

Funded Systems: Their Role in Solving the Pension Problem

In the recent discussion of a reform to the Chilean pension system,
the search for a more balanced and consistent structure of pension
schemes has resulted in reform proposals that point towards a true
multi-pillar system in the country.

In order to analyse these proposals, it is worth remembering that
the Chilean pension system that originated in the 1981 reform does
not consist only of an individually funded scheme with private
management, but also of a state-guaranteed minimum pension, to
which all workers are entitled who have accumulated at least 20
years’ worth of contributions over the course of their working life.
As time has gone by, the welfare pension program has also come
to be considered part of the pension system. This offers a basic
benefit equivalent to half the minimum guaranteed pension to
older adults and disabled people who have no pension, living in
poverty-stricken households. This latter benefit was traditionally
rationed according to the budget, and people had to apply for it
through the municipal authorities.

Although some people describe the guaranteed minimum pension
(PMG) and the welfare pension (PASIS) as a non-contributory
pillar of the Chilean pension system, there are at least three factors
that allow one to question the validity of that concept, as also how
effective and consistent these benefits may be with the
individually funded scheme.

The first of these refers to the importance of the 20-year
contribution requirement for entitlement to the PMG. The changes
that have taken place in the labour market, which have produced
high job turnover, seasonal jobs, alternating periods of wage-
earning jobs and self-employment and the precarious insertion of
women in the paid labour market, mean that only a small fraction
of low-income workers will actually achieve that requirement
when they come to retire.  Thus forecasts made by the
Superintendency of AFPs in Chile on the basis of the workers’
social security and work history indicate that when the first
generation of workers who have lived entirely under the scheme
created by the 1981 reform retire in 2025, only 2% of them will be
entitled to the PMG, while 46% will obtain pensions below that
value (Table 2).
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The second factor refers to the lack of continuity and distortions
introduced by the PMG with regard to the operation of the
individually funded scheme. These distortions occur as a result of
defining the PMG on the basis of a time threshold of contributions
and also on the way in which the state guarantee operates. The result
of this is that a low-income worker who accumulates 20 years’
contributions has very little incentive to continue paying money into
his/her fund, because the additional contributions will only increase
the self-funded component of his/her pension, reducing the input
required of the state in order to achieve the value of the minimum
pension. In other words, the current system imposes the equivalent
of a 100% tax on the contributions of low-income workers who
exceed the 20 years required for entitlement to the PMG.

All Men Women

Higher than the minimum pension 52% 67% 37%

With guaranteed minimum pension 2% 1% 2%

Lower than the minimum pension 46% 32% 61%

Total 100% 100% 100%

Source: Report of the Presidential Advisory Council for Pension Reform, 2006.
Based on Berstein, Larraín and Pino (2005).

Table 2
PENSION FORECASTS BASED ON WORKERS’ WORK AND SOCIAL

SECURITY HISTORY – 2025

The third problem lies in two fundamental aspects of the design of
the PASIS. The first refers to the fact that, since it is granted on
the basis of an evaluation of the socio-economic condition of the
potential beneficiary’s household, the PASIS contradicts, in
practice, the essentially individual logic characterising most social
security systems, including that of individual funding. In practice,
it means that the greater the solidarity within the family, the less
the likelihood of the older adult obtaining a PASIS, because he/she
will be included in a household where the conditions may be
above the extreme poverty line.
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The second problem with the PASIS has to do with its exclusive
nature, in other words, the fact that it is incompatible with any
other pension, regardless of its value. Thus a worker who has
contributed sporadically for less than 20 years and has
accumulated a very small fund, meaning that he/she is only
eligible for a programmed withdrawal pension, possibly worth less
than the minimum, cannot obtain a PASIS until his/her fund is
completely exhausted, regardless of the value of the self-funded
pension that he/she has obtained in the meantime.

In this way, both the PMG program and the PASIS, despite their
limited coverage, actually weaken the incentives to contribute for
a considerable band of workers by producing lack of continuity in
benefits, which reduces the efficiency of the system as a whole
and therefore its ability to respond adequately to the objectives
demanded of it. In other words, even if we consider the PMG and
PASIS to be a non-contributory pillar, it would be a weak pillar
with little integration in the individually funded scheme.

The situation described here forms part of the context within which
proposals were drafted by the Presidential Advisory Council for
Pension Reform, called by President Bachelet in Chile. That
council, made up of 15 experts with different disciplines and
political sensibilities, worked for a little over three months,
producing in July 2006 a report containing an assessment of the
pension system’s operation and 70 proposals for reform. The
government included most of these proposals in a bill, which is
currently under discussion in the National Congress. This
constitutes the most important reform to the Chilean pension system
since the individually funded scheme was created 25 years ago.

The declared objective of the Council was to “renew the Chilean
people’s social contract with the pension system”, applying principles
of universality, fairness, efficiency and sustainability. In particular,
the council set itself the goal of raising the system’s replacement rate
significantly, preventing the risk of poverty in old age and minimizing
the differences in replacement rates between men and women. The
sum of the above objectives involves a journey from a scenario in
which the pension system is seen as an extension of the labour market
to one of universal social security coverage.
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On the basis of these objectives, the Council made proposals
aimed at: a) replacing the current PMG and PASIS benefits with a
new solidarity pillar; b) reinforcing the contributory pillar; c)
extending the coverage of the voluntary pillar and d) adapting the
institutional structure of the system to reflect its multi-pillar
structure.

New Solidarity Pillar

The New Solidarity Pillar (NPS) proposed by the Council is
directed towards the poorest 60% of the population and is
structured on the basis of a basic solidarity pension (PBS), with a
value of US$150 per month, equivalent to 180% of the income
corresponding to the poverty line, which will be gradually reduced
on the basis of the value of the pension self-funded by the worker
out of his/her pension fund.

This scheme is illustrated in Figure 1, where the self-funded
pension (PAFE) is shown in relation to the final pension. In this
diagram, the PBS begins with a maximum value for those workers
whose PAFE is equal to zero, and this value is gradually reduced
by 35% of the PAFE for workers who have accumulated larger
funds, until it disappears altogether for a PAFE of US$400 per
month, known as the “maximum pension with solidarity support”
(PMAS).

According to this design, about 60% of future older adults,
equivalent to a million and a half people, should receive benefits
from the NPS by the end of the transition.

As may be seen, unlike the PMG and PASIS, the NPS is fully
integrated with the contributory pillar, this being reflected in the
fact that it is designed in such a way as to avoid debilitating the
incentives to contribute. So, according to the proposed design, the
gradual withdrawal of the NPS contribution takes place at a rate
that makes it possible to ensure that a greater effort to save on the
part of the worker always results in a larger pension, avoiding the
lack of continuity currently introduced by the PMG (Figure 2). For
this reason, the incentives to contribute in the proposed system are
necessarily greater than those of the present one.
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Figure 1
NEW SOLIDARITY PILLAR

Source: Report of the Presidential Advisory Council for Pension Reform (2006).

Figure 2
FISCAL COST AND REPLACEMENT RATE UNDER CURRENT AND

PROPOSED SYSTEMS, ACCORDING TO DENSITY OF CONTRIBUTIONS
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On the other hand, by fixing the PBS above the poverty line, the
goal of preventing the risk of poverty in old age in assured, even
for people who were unable to pay contributions during their lives
and including housewives who never worked for pay. This latter
case illustrates the fact that the NPS will mostly benefit women
who, even though they have not worked as housewives all their
lives, may register long periods without contributions due to
having dedicated themselves to looking after their children as a
result of the distribution of responsibilities in the home. For this
reason, the Council eliminates the “years of contribution”
requirement for entitlement to a pension.

Reinforcing the contributory pillar

The reinforcement of the contributory pillar proposed by the
Council includes, in the first place, the full incorporation of
workers who are not wage-earners. In this respect, the Council’s
proposal includes eliminating the current distinction established in
Chilean legislation, which makes contribution mandatory for
employed workers and voluntary for the self-employed. In order to
achieve this objective, the proposal includes making the obligation
to contribute equal for both groups, while at the same time
offering equal rights in terms of family allowances, protection
against industrial accidents, right to membership of labour welfare
institutions, contribution while receiving the benefits of the
unemployment insurance and the right to receive equal tax
treatment. In order to achieve the full assimilation of the two
groups, a five-year transition period is proposed, in which the state
will be able to use the various points of contact with self-
employed workers – taxes, permits, patents – to reinforce the aim
of achieving their full incorporation into the social security
system.

With the same aim of expanding the coverage of the pension
system, the Council proposed various measures for including
women and young people, consisting of the right to childcare and
a bonus paid into the capitalization account with a year’s
contributions for each child, for the former, and a subsidy of 50%
of contributions for the first 24 months of membership, for the
latter.
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The Council also proposed various measures to step up
competition in the AFP industry and thereby reduce costs for the
members. Of these, the most important are (i) the automatic
awarding of the membership of all workers who join the pension
system during a year to the AFP offering the lowest contribution
rate in a tendering process, and (ii) the separation, by outsourcing,
of the management of accounts and funds, functions which are
currently integrated vertically, in order to reduce the economies of
scale that create barriers for new competitors wishing to enter the
industry.

Finally, in order to reinforce the contributory pillar, various
measures were introduced to raise the yield of the funds’
investments, including the simplification of investment limits for
issuer and instrument, which means the virtual elimination of the
limit on investments abroad; the reduction of the obligatory
reserve and the broadening of the band of yield variability; the
obligation for AFPs to make their investment policies explicit and
the beginning of a process leading to regulation based on risk.

Expanding the voluntary pillar

The voluntary pillar of the pension system still has a relatively
short, but highly successful history, expressed in the voluntary
social security savings scheme (APV). The very success of the
system has revealed the existence of limits to its expansion, which
the Council proposed making more flexible. With this in mind,
together with eliminating certain tax distortions, it was proposed
to bring in a system of collective voluntary social security saving
(APVC), which makes it possible for employers and workers to
reach agreements whereby both parties pay contributions into
voluntary capitalization accounts, to complement the mandatory
capitalization account.

Towards a new institutional framework

The consolidation of a multi-pillar system such as that proposed
for Chile requires the system’s institutional framework to be
consistent. With this in mind, the Council proposed creating a
single Superintendence of Pensions, with responsibility for
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supervising the operation of the three pillars of the system,
through specialised departments. At the same time, it was
proposed that the management of the NPS be separated off in a
public institution, the Institute of Social Pensions.

The new institutional framework that has been proposed also
includes spaces for the users of the system to take part, through a
User’s Committee with responsibility for evaluating the system’s
operation and coordinating initiatives for educating the population
on social security issues. This last function will fill an important
gap in the Chilean pension system, which is characterised by a
high level of ignorance on the part of the members about the basic
aspects of its operation. The User’s Committee would also be the
first instance for checking the actuarial studies which, according to
the Council’s proposal, should be carried out regularly by the
government, in order to monitor the fulfilment of the reform’s
goals.

Figure 3 summarises the architecture of the system that would
result from the reform proposed by the Council. At the top are the
reform’s goals, which include raising the replacement rate
produced by the system to 70%, fixing a PBS above the poverty
line and drastically reducing the difference in the replacement
rates of men and women. As was commented earlier, this is
equivalent to transforming the Chilean system into a system of
universal coverage, capable of sustaining its benefits over time,
and relying for the purpose on regular monitoring of its operation
and the carrying out of actuarial studies.

In order to achieve these objectives, the proposal requires that the
state’s long-term commitments to the pension system be doubled,
through the NPS, that the contributory pillar be reinforced with
measures that would enable the density of contributions to be
raised by ten percentage points and the net yield of the member’s
contribution to be raised by one percentage point per year, and the
coverage of the voluntary pillar be doubled, all this supported by a
new institutional framework.

Figure 4 summarises the expected impact of the various reform
measures for different groups of members, which have been
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Source: Report of the Presidential Advisory Council for Pension Reform (2006).

Figure 3
ARCHITECTURE OF THE PROPOSED MULTI-PILLAR SYSTEM

New institutional framework: Superintendence of Pensions, Institute of Social
Pensions, Users’ Committee, Technical Investment Council
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arranged in quintiles of the accumulated fund, the replacement
rates being compared in the bars in relation to the average earnings
of the workers in the three years prior to retirement, as the
components of the proposed reform are gradually added.

In this way, the figure illustrates in the first place the considerable
differences that exist at present in replacement rates for workers
with different fund accumulation ability. These begin to be
significantly reduced as the “harder” components of the reform
proposal are included. The incorporation of these components is of
particular benefit to those workers with lower accumulated funds,
and this is reflected in an increase of the replacement rate for this
group from less than 10% to over 70%. However, the other groups
will also benefit from the reinforcement of the contributory pillar,
which shows that all sectors have something to gain with the
proposed reform.

Figure 4
REPLACEMENT RATES BY QUINTILES OF ACCUMULATED FUND,
ACCORDING TO THE INPUT OF VARIOUS COMPONENTS OF THE

REFORM PROPOSAL

Highest
quintile

Source: Report of the Presidential Advisory Council for Pension Reform (2006).

Pension/ average earnings for last 3 years before retirement

Lowest
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The fact that replacement rates will tend to even out does not
eliminate the differences in the absolute values of the benefits, but
these will become more similar to the scatter of earnings
observable in the labour market. That this may be a result of a
possible reform also draws attention to the fact that the present
system could generate inequalities in pensions that are even higher
than the considerable inequalities in work income that are already
observable in Chile.

4. Concluding thoughts

The proposals of the Presidential Advisory Council for Pension
Reform respond clearly to the objective of structuring an effective
multi-pillar system in Chile. This results not only in the design of
a new solidarity pillar that is more solid and effective, but also one
that is better connected with the contributory pillar. In the same
way, the reforms proposed for reinforcing the contributory pillar
will make it possible to raise the accumulation of social security
funds and thereby limit the cost of the solidarity pillar. Finally, the
expansion of the voluntary pillar will offer an attractive
mechanism for workers who wish to achieve higher pensions, on
the basis of an additional effort to save which is shared with the
employer, reducing the demands on the two remaining pillars.

This way of structuring the system is especially helpful in
demarcating the responsibilities of each pillar, which also makes it
easier to insist on the results expected of each one. In this way the
contributory pillar is no longer required to make itself responsible
for the needs of workers who have not contributed regularly, while
the solidarity pillar can concentrate its attention on those groups,
avoiding being transformed into a vehicle for channelling pressure
for higher pensions from various interest groups, which led in the
past to the creation of privilege schemes. In fact, for workers with
higher incomes, the proposed design offers the possibility of
improving their pensions, but only by means of an additional
effort to save.

If the Council’s recommendations are followed ( which has
already been reflected in a bill that is currently under discussion in
Congress), the reformed Chilean system will have important
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similarities with the one that would result from the proposals for
reforming the system in Great Britain, and with the one that has
been in process of implementation in Sweden since a few years
ago.

This indicates to us that the transformations in the labour market
throughout the world as a product of the globalisation process, the
development of capital markets, the demographic transition and
the equalling of rights and opinions of men and women, are
imposing a new pragmatism, expressed in a gradual convergence
of pension systems with very different starting points, but which
have discovered that they could not be viable while relying on a
single accumulation scheme, whether pay-as-you-go or individual
funding.

As regards the developing countries that are studying how to make
a good pension system work, the Chilean experience indicates that
although the individually funded scheme cannot change the world
all on its own, especially the labour market, it is capable of
providing a powerful accumulation mechanism, meaning that
solidarity can be fiscally sustainable, and sustainable over time. To
achieve this, however, it is crucial to ensure that the individually
funded scheme operates efficiently, with low costs for the member,
and that the solidarity objectives are structured into a non-
contributory solidarity pillar that is adequately integrated with the
remaining components of the pension system.




