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Ever since the private pension systems (PPS) were created, most models have 
included certain explicit yield guarantees, in order to generate confidence in the 
new systems and offer security to members and interest groups, in addition to 
reducing conflicts of interest between principal and agent.

Minimum yield has therefore been conceptualised as a mechanism that allows 
managers to produce a good performance all the time and be committed to the 
management of the fund and, if the performance is negative, they are also committed 
to assuming the losses.

At this point in time, various countries continue to have yield guarantees.  Countries 
such as Chile, Colombia, Peru and Argentina still have the minimum yield scheme.  
Mexico does not have a minimum yield but does have a minimum pension, which 
is another coverage scheme that comes into play at the end, when the accumulation 
stage is over and the provision of the benefits is taking place.

This article discusses yield guarantees and is divided into six parts: historical 
perspective; some of the criticisms levelled against yield guarantees; the development 
of the minimum yield scheme; some practices found in the industry worldwide; 
the new Peruvian model (which includes an alternative proposal for the minimum 
yield issue) and, finally, the conclusions.

I.  HISTORICAL PERSPECTIVE

An analysis is given below of some of the main reasons used to support the existence 
of minimum yield:

a. Yield bands and lower volatility.  In international defined-benefit schemes, the 
accounting provision of yield fluctuation (maximum and minimum) has always 
existed.  In fact, it is standard accounting practice for pension funds, meaning that 
long-term yield is what matters and volatilities can be handled by accounting 
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procedures in the short term.  This concept was also transferred to the defined-
contribution systems, where the member pays a monthly contribution and is 
therefore entitled to buy units of the fund at market value and not necessarily at 
accounting value.

b. to mitigate moral risk.  The other reason for the existence of minimum yield is 
to mitigate moral risk, so that the fund-manager is committed to good portfolio 
management in a way similar to banks and insurance companies.  It is essential 
to align the interests of the fund with those of its manager, so that administrators 
(AFPs) that consistently produce very bad yields will also share in the losses.

c. to give security and confidence to the new private pension systems. If there is a 
safety mechanism in the case of bad management in a new scheme for managing 
pensions, the stakeholders of the system (members, politicians, interest groups) 
will feel that it is a prudential system, with hedging (similar to the requirements 
concerned with capital, provisions, solvency margin and the guarantee fund in 
banks and insurance companies).

d. restrictions of the initial context. In most countries, the financial markets were 
at a highly risky stage of development when the private pension scheme was 
implemented, with shallow capital markets and problems in valuation, and this 
made it necessary to be more conservative at the beginning, which contributed 
to the existence of yield guarantees.

Financing minimum yield guarantees

In the various countries with private pension systems, the financing for the minimum 
yield may be taken from three different sources:

•	 With	resources	from	the	fund	itself.		In	the	case	of	countries	that	have	a	maximum	
yield scheme, there is a yield fluctuation reserve that is used as a guarantee of 
minimum yield.

•	 With	capital	belonging	to	the	manager	of	the	pension	fund.		This	may	work	by	
monetary guarantees such as the obligatory reserve fund, which is the amount 
the administrator (AFP) earmarks to guarantee achieving the minimum yield, or 
alternatively, through non-monetary guarantees such as letters of hypothecation. 
If the obligatory reserve is invested in the fund, the moral risk is also reduced, 
whereas letters of hypothecation do not have the same effect.  Another important 
aspect of the obligatory reserve’s being invested in the fund is that the growth of 
the administrators’ net worth runs in parallel with the growth of the fund.



132

C
H

A
P

TE
R

 II
I. 

R
EG

U
LA

TI
N

G
 IN

VE
ST

M
EN

TS

•	 With	government	funding.		In	the	case	where	administrators	go	bankrupt	and	
the aforementioned resources are not sufficient to cover the minimum yield, 
the government may find itself obliged to cover the difference out of the public 
budget.

II.  CRITICISMS LEVELLED AT YIELD GUARANTEES

Herd effect

The herd effect refers to the fact that the minimum yield guarantee leads to similar 
portfolios being constructed, because managers prefer not to take the risk of being 
different, in order to avoid losing capital.  The consequences are low levels of 
competition and portfolios that are less than the best.  In this context, the penalty for 
bad performance encourages most portfolio managers to aim at having the average 
portfolio of the system.

nonetheless, the herd effect is not a situation that corresponds exclusively to private 
pension systems with minimum yield.  In general, if one looks at the international 
market and the way that institutional investors operate in developed countries, 
using market benchmarks and not benchmarks of the system, it is possible to see 
systematic behaviour that is very similar.  This occurs because a large percentage of 
the investment portfolio with a long-term horizon is held without trading, in other 
words, the portfolio is managed passively, attempting to replicate the indexes, to 
avoid returns that are inconsistent with their development.  Furthermore, managers 
work actively with a small percentage of the portfolio and try to anticipate changes 
of direction, to obtain high returns and outperform their benchmarks. So, portfolio 
managers on a worldwide scale, regardless of whether they are managing pension 
funds, mutual funds or other types of resources, are attempting to replicate 
benchmarks and at the same time to have active policies.  This is why we have been 
able to see herd behaviour on a global scale in the latest financial crises: each time 
that there have been pronounced slumps, most investors have behaved in a similar 
way.

This herd effect, however, is exacerbated when there are investment restrictions.  
With restrictive regulations, and these include minimum yield and even a guarantee 
reserve fund like the obligatory reserve, asset managers are prepared to copy 
portfolios even more.  In a system with market benchmarks, administrators still 
follow the benchmarks, but they have a larger percentage of their assets earmarked 
for active management, meaning that there is more flexibility and differentiation in 
the portfolios (see Figure 1).
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Another situation that reinforces herd behaviour is when a pension system has one, 
or a couple of very large funds and the minimum yield is based on the average yield 
of the system (see Figure 2).  Where there is a system in which the portfolios are 
more uniform and there are none that are dominant, there are more possibilities for 
greater differentiation.  In most countries that have a private pension system, there 
is one very large fund, a second that is close to it and all the others trail behind.  In 
other words, there is a high level of concentration in this industry.

With restrictive regulation

Active management

Without restrictive regulation

Permanent position

 FIGURE 1
 DIFFERENT ASSET ALLOCATION PER TYPE OF REGULATION

      SOURCE: AUTHOR
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FIGURE 2
IMPACT OF FUNDS’ MARKET SHARE

SOURCE: AUTHOR

 

On the other hand, the AFPs’ commercial policies also accentuate the herd effect, 
due to the fact that the commercial area puts pressure on the investment area to 
make the funds achieve higher levels of yield than the competition or, at least, levels 
that are over the system average, in order to obtain a larger share of the market.  This 
fact obliges the portfolio managers to maintain portfolios that are similar to those of 
the other administrators.

How the original model was conceived

Initially, when these private pension models were launched, minimum yield 
served to introduce a concept that properly belongs to defined-benefit schemes in 
developed markets: that of limiting volatility by considering long-term instead of 
short-term yield.  This is an accounting practice that is used quite frequently in 
countries that have defined-benefit systems, even in those funds that are managed 
by corporate firms.  However, in a defined-contribution system, the member buys 
fund units each month and should therefore buy at market price and sell at market 
price (mark to market) and not at accounting values standardised to avoid volatility.  
In this context, the minimum yield and fluctuation reserve correspond to a different 
model.
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Increased costs of the system

The introduction of minimum yield also increases the costs of the system. We need 
to remember that the pension fund administrators have to deposit a permanent 
amount of money in the obligatory reserve fund, resources that obviously generate 
costs, and these have to be funded with the commission that the administrators 
charge their members.  There is therefore a cost which, in the end, is transferred to 
the member in the form of a higher commission.  In the second place, the volume 
of these immobilised resources in the obligatory reserve is becoming increasingly 
important in the administrators’ net worth, which reduces the financial flexibility 
of these companies.

The fund belongs to members with different risk profiles

Within the portfolio of the funds there are members with different risk profiles, 
especially when there is only one single fund.  In this situation, yield bands, and 
particularly the maximum yield, are prejudicial for those agents who are seeking 
high risk levels and therefore high yields.  It is felt that there should not be a penalty 
when the manager has a good yield, but if the yield is bad, then, in the view of the 
politicians and general public, the PF administrator should at least share the losses.

Discretion existing with regard to the calculation formula and average port-
folio

There is also discretion regarding the formulas for calculating the average yield 
which is used as a reference for fixing the minimum yield.  In several countries 
different periods and different forms of weighting are used, which can seriously 
affect and bias the behaviour of the portfolios.  For example, there may be a case 
where the largest portfolio is not the best, but because of its great weight in the 
average yield calculation, the smaller funds are not able to distance themselves from 
it.

III.  DEVELOPMENTS IN YIELD GUARANTEES

All the above criticisms have produced a series of changes in the different systems 
that have models of this type.  The first and most important, which has been seen in 
most experiences, is the elimination of the yield fluctuation reserve, in other words, 
the upper band.  The idea is to penalise the manager when he is a bad administrator, 
but if he is a good one, there is no need to reduce the return for the members.
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Then, in the case of the minimum yield formula, an effort was made to reduce the 
negative impact on the management of the portfolios, in order to improve yield and 
seek greater differentiation.  In order to do this, the calculation period was extended 
(from 12 months to 36 or 60 months), which smooths out the effect of short-term 
volatility, and the guarantee applied only in cases where managers systematically 
have a performance that is much lower than the average.

In the third place, the range of investment alternatives was increased.  In a market 
where there are few investment alternatives, in practice differentiation is almost 
impossible.  So, by expanding the range of investment alternatives, one would hope 
that some managers will seek a certain differentiation, due to the fact that they have 
greater availability of instruments in which to invest.

Another aspect was to change the reference index.  If the criticism states that herd 
behaviour occurs because the average yield of the system is taken as reference, then 
if we change the reference indices to market benchmarks, we are going to have 
different behaviour, not necessarily equivalent to that of the largest funds.  In the 
case of Colombia, the benchmark is already no longer the system average.  The 
minimum yield is obtained by combining the weighted average yield of the system 
with the average yield of the stock exchange and the yield of a reference portfolio.

IV.  INVESTMENT MANAGEMENT PRACTICES OF THE INDUSTRY
 WORLDWIDE

In the worldwide investment industry the situation is completely different.  There 
is no concept of yield guarantees, although there are investment alternatives 
that guarantee to return the capital investment at least (protected capital).  This 
means that no international pension fund, except those following the Chilean 
model, is required to produce a minimum yield, and the mechanism to penalise 
bad management is provided by the market itself.  The penalty is related with the 
damage to the manager’s reputation and the possibility that investors, workers and 
pension fund members may change their manager.

The more usual practice in the industry worldwide is to use benchmarks to evaluate 
the fund’s management (performance measurement, performance attribution, 
performance appraisal).  disciplined investment policies are also used, with 
the percentages of investment in each asset class being defined (strategic asset 
allocation) on the basis of long-term forecasts, and assets are chosen according to 
short-term directional expectations (tactical asset allocation).  There is also a whole 
range of best practices for negotiation and investment; best practices for measuring 
and managing risk; and a series of fiduciary obligations that mitigate conflicts of 
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interest and moral risks, meaning that there are effective compensation mechanisms 
in place in the event of damage caused by forbidden practices.

In other words, in the international market there has been a move from explicit 
or monetary guarantees concerning minimum yield, to contractual, institutional 
guarantees that discourage managers from systematically making mistakes.  This 
fact occurs because investors can change fund if they receive low returns, which 
means that eventually the badly-managed funds will become significantly smaller 
until they close down or are taken over by others.

V.  THE NEW PERUVIAN MODEL

Confronted with this situation of restrictions introduced by the minimum yield, the 
Peruvian model is trying to make use of all those advantages offered today by the 
industry worldwide, while bearing in mind the restrictions involved in our market, 
which is a developing market, and the nature of the PPS in Peru.

The model (see Table 1) is based on five conceptual aspects that are being 
implemented simultaneously:

a. to allow greater investment flexibility in order to optimise the portfolios, in 
such a way that the maximum possible number of instruments and alternatives 
becomes eligible and the regulations do not constitute a restriction that ends up 
damaging the long-term return of the funds. 

b. to carry out professional risk management. Investing is, in general, a balance 
between opportunity, return and risk.  This means that risk must be managed 
appropriately, especially in an environment of flexibility where, for example, 
alternative instruments such as real estate or private equity are introduced, 
which are relatively illiquid, and also derivative instruments.  Instruments of 
that type call for much more sophisticated and professional risk management.

c. to introduce fiduciary management: what is known in the north American and 
European market as the prudent investor rule, with the purpose of aligning the 
interests of principal and agent by the use of best practices in negotiation and 
best practices in investment management, considering the member as principal 
and the administrators, in this case the AFPs, as the agent.

d. to modify the operating structure of the investment process, introducing the 
division between front office, which is the investment manager’s department; 
middle office, which is risk management; and back office, which is the 
management of custody, compensations and liquidations.
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Flexibility in 
Investments

•	 Public	and	private	
offering

•	 New	projects	
•	 Infrastructure
•	 Franchises
•	 Housing
•	 Exploitation	of	

natural resources 
•	 Currencies,	

commodities
•	 International	

funds
•	 Investment	grade	

and speculative 
grade

•	 Emerging	
markets

•	 International	
funds

•	 Private	equity
•	 Risk	capital
•	 Derivatives
•	 Securities	loan

Professional 
risk 

management

•	 Comprehensive 
Investment Risk 
System

•	 Separation	of	
functions of the 
risk unit (Middle 
office)

•	 Audits	of	risk	
units

•	 Risk	limits	and	
parameters

•	 Regular	risk	
report

•	 Risk	indicators
•	 Models	of	risk	

estimation

High 
standard of 
professional 

diligence 
(prudent 

investor rule)

•	 Professional 
and ethical 
ability

•	 Best practices 
in negotiation

•	 Efficient costs 
in investments

•	 Regulation 
of  conflicts of 
interest

•	 Fiduciary 
governance

•	 Elected 
directors

•	 Confidentiality 
of information

Structure of 
investment 

process

•	Multi-funds 
    (1 -  conservative, 
    2 -  balanced, 
    3 -  growth)
•	 Disciplined	

investment policy
•	 Performance	

analysis (yield 
adjusted by risk)

•	 Benchmark	per	
asset class

•	 Yield	guarantees	
(minimum yield 
and obligatory 
reserve fund)

•	 Scheme	of	
investments in 
the CPMP

Management 
supervision

• Daily investment 
reports

•	 Daily	control	
of limits and 
guarantees

•	 Inspections	and	
audits of multi-
funds 

•	 Evaluation,	
review and 
registration of 
new financial 
products

•	 Assessment	of	
risks of financial 
instruments

•	 Market	watch
•	 Generation	of	

pension fund 
statistics

1 2 3 4 5

TABLE 1
NEW PERUVIAN MODEL

SOURCE: AUTHOR

e. to change the supervision model from a supervision of limit control to a 
supervision of management. In management supervision, more training and 
a greater level of understanding is required of the supervisor, because it is no 
longer simply a question of following numerical rules.  We are now also talking 
about monitoring strategic decisions in the handling of the funds.
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In Peru, the multi-fund system was launched in december 2005 and has evolved 
quite positively.  In fact we can see that the size of the fund rose from more or less 
US$9,000 million in 2005 to US$20,000 million in August 2008.  Furthermore, Fund 3 
(which seeks the highest yield) has had massive growth, from US$65 million to over 
US$4,000 million.  This is explained to a large extent by the fact that equities have 
performed well in Peru in that period, but also because the members of the Peruvian 
system have an average age of 36 years, with an investment horizon of 20 to 30 
years, which makes them candidates for buying the aggressive portfolio.

Implications of the new Peruvian model

The new Peruvian model has important implications as far as yield guarantees are 
concerned, which we shall group in three parts: management evaluation, using 
benchmarks per asset class; flexibility of investments; and alignment of interests 
and member protection.

A. Evaluation of managers – benchmarks per asset class

The Peruvian legal framework that regulates the pension fund investments 
stipulates that it is the AFPs’ responsibility to select the yield reference indicators, 
or benchmarks, for each asset class.  The proposal allows each AFP to choose five 
benchmarks, one for each class: local equity securities, international equity securities, 
local debt securities, international debt securities and cash assets (see Table 2).  It is 
also important to mention that an AFP may define different benchmarks for each 
of the funds under its management.  The regulator’s job is to carry out effective 
supervision of the investment policies and benchmarks that are chosen, to ensure 
that they are consistent with the different type of fund.

In this way we incorporate the global trend of using benchmarks applicable to the 
different asset classes in portfolio management between administrators, since this 
practice encourages a more professional, disciplined and efficient handling of the 
investment portfolio.

The AFPs, in their investment policies, will define the percentage of their portfolio 
to be invested in each of the five asset classes that have been decided and will carry 
out the performance analysis of the pension funds’ yield (performance attribution) 
to determine the yield of each of the classes that make up the portfolio.
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TABLE 2
BENCHMARKS PER ASSET CLASS

SOURCE: AUTHOR

Asset Class Equity Securities Debt Securities
Cash Assets Fund Type 1

Yield Indicators Local 
Market

Intenational 
Market

Local 
Market

Intenational 
Market

Nominal Yield (NY) Benchmark Benchmark Benchmark Benchmark Benchmark Benchmark

Real Yield (RY) Benchmark Benchmark Benchmark Benchmark Benchmark Benchmark

Nom. Yield/St. Dev. Benchmark Benchmark Benchmark Benchmark Benchmark Benchmark

Sharpe Ratio Benchmark Benchmark Benchmark Benchmark Benchmark Benchmark

Tracking Error

Information Ratio

The new scheme of evaluating managers using benchmarks for each asset class has 
the following advantages:
 
•	 The	chosen	benchmarks	make	it	possible	to	follow	international	standards,	with	

characteristics of validity that are not found in the system-average benchmark: 
they are specified before the period of evaluation and known to the interested 
parties (specified in advance); they are not ambiguous (unambiguous), given 
that the identity and weight of the securities are clearly defined. They are 
replicable (investable) because it is possible to pursue a passive strategy with 
them, and they can be estimated over time (measurable).

•	 This	allows	a	more	efficient	management	of	the	portfolio.	There	is	no	restriction	
on optimising the portfolio subject to the minimum yield based on the average 
return of the system, and this makes it possible to reach more efficient frontiers.

•	 It	allows	a	greater	differentiation	of	portfolios:	given	that	each	AFP	chooses	its	
own benchmarks, it encourages greater differentiation between different AFPs 
for the same type of fund (1,2 or 3).  Furthermore, it provides greater freedom 
for tactical asset allocation and the possibility of producing active returns.

•	 It	 allows	 a	 better	 evaluation	 of	 the	 administrators,	 since	 they	 are	 assessed	 in	
relation to the strategy that has been established and the benchmarks that fit 
those strategies (the benchmark is not imposed), in a similar way to that used by 
the global investment asset-management industry.

B.  Making investments more flexible

In the Peruvian PPF, there is quite wide flexibility as regards investments.  The funds 
can be invested in traditional (liquid) assets such as shares, bonds and mutual funds 
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in different markets and in non-traditional (non-liquid) assets such as shares and 
bonds of new projects (project finance), alternative investment funds (private equity 
funds, hedge funds, commodities funds, real estate funds, etc.), securitization of real 
estate assets (mortgage & asset-backed securities) and of other assets, structured 
instruments (protected capital papers plus derivatives based on various underlying 
assets), etcetera.

Furthermore, negotiation of derivative instruments is allowed, to enable the AFPs 
to handle the volatility of the investments more efficiently, and the risks associated 
with existing investment alternatives.  Also, the use of both public offering and 
private offering markets is authorised for all kinds of instruments, in both primary 
and secondary markets, in order to provide access to all the available opportunities 
for investment.

This increased flexibility makes it possible to reach new frontiers of investment 
efficiency (greater yield adjusted by risk) and encourages greater differentiation of 
the pension fund investment portfolios.

C. Alignment of interests and member protection

C.1  Fiduciary governance

Fiduciary governance occurs as a result of the whole series of top professional 
standards in investment and risk management applicable to administrators of third-
party funds (directors, managers and operating personnel), such as the AFPs. The 
application of these standards minimises moral risk by aligning the administrator’s 
interests with those of the members, in addition to encouraging administrators 
to regulate themselves.  By providing the pension fund system with calm and 
confidence, it acts as a social contract that guarantees a professional, diligent 
handling of the funds.

Best practices applied in the PPS include the use of codes of ethics, professional 
ability, appropriate handling of conflicts of interest, monitoring of trading operations  
(market watch), the establishing of forbidden negotiation practices, efficiency in 
investment cost, best negotiation practices, and others. 

C.2  Endogenous minimum yield – relative VaR

In the case of minimum yield, the Peruvian proposal being developed constitutes 
an application of the concept of relative VaR (value at risk).  In concrete terms, it is 
very simple: it involves calculating each month, for periods of twelve months, based 
on daily returns, the difference between the current yield of the portfolio and the 
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target yield (tracking error), taking into account the benchmarks.  Once one has the 
distribution of the daily differences, it is possible to calculate the relative VaR.  In 
this scheme, the AFP would choose the level of confidence to determine the relative 
VaR: for example, if this level of confidence is 95%, the relative VaR would be fixed 
at a level of 5%, which would be the minimum yield (see Table 3).

Both the benchmark and the relative VaR method are chosen by the administrator and 
validated by the Superintendence of Banks, Insurance and AFPs (SBS), meaning that 
this yield guarantee becomes an endogenous variable and should allow appropriate 
optimisation of the portfolio.  It is a risk-management tool and no longer an external 
restriction that limits management efficiency, avoiding many of the criticisms that 
have been levelled at the concept of minimum yield.

TABLE 3
ESTIMATION OF MINIMUM YIELD PROPOSED IN THE NEW PERUVIAN MODEL 
(RELATIVE VaR)

Nominal yield of current 
portfolio

Nominal yield of target 
portfolio

Difference in return
(tracking error)

WHERE:
RP: Nominal Yield of 
Current Portfolio.

WI: Percentage of Current 
Investment in Asset Class I.

RI: Current Nominal Yield 
of Asset Class I.

WHERE:
RLTP: Nominal Yield of Target 
Portfolio, Long Term

WI : Target Investment 
Percentage in Asset Class I as 
Stated in the Fund’s Investment 
Policy.

RBI: Current Nominal Yield of 
Benchmark of Asset Class I.

WHERE:
E: Active Returns 
(Tracking Error)

RP: Nominal Yield of 
Current Portfolio

RLTP: Nominal Yield of 
Target Portfolio, Long 
Term.

(For i = 1,2,3,4 and 5; where 1: local equity securities, 2: international equity securities, 
3: local bond securities, 4: international bond securities and 5: cash assets).

5

1
P i i

i
R w R

=

= ×∑
5

1
LTP i i

i
R W RB

=

= ×∑ P LTPE R R= −
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Relative VaR

Relative VaR measures the 
risk that the portfolio will 
have a much lower yield than 
the target portfolio.
It will be calculated with 
the distribution of the 
differences in daily returns.  
To do this, at least 250 
observations will be used, 
and it will serve to determine 
the minimum yield of the 
portfolio for a given level of 
confidence (see graph)

SOURCE: AUTHOR

Among the main advantages of relative VaR, it is worth mentioning the following:

•	 It	 does	 not	 harm	 the	 optimisation	 process:	 	 It	 is	 a	 product	 of	 the	 investment	
process of each AFP (an endogenous variable) and for that reason it imposes 
no regulatory restrictions on the optimisation process and allows more efficient 
portfolios.

•	 It	allows	better	evaluation	of	administrators.	 	Each	administrator	is	evaluated	
according to the strategies that have been established and the investment style 
stated in its investment policies.  Long-term investment targets must be set up 
so that they are consistent with the investment horizon of the members.

•	 It	avoids	the	herd	effect,	minimising	the	incentives	for	different	AFPs	to	have	
similar portfolios, because each manager pursues differentiated strategies, 
according to the benchmarks that are chosen.

•	 It	gives	 the	 system	security	and	calm.	 If	administrators	are	 really	bad	within	
the terms of their benchmarks, the yield guarantee must be put into effect 
(obligatory reserve, sureties or charge on capital).

C.3  Obligatory reserve requirement for yield guarantee

The obligatory reserve is a variable that still remains in the Peruvian system, for 
three basic reasons.  In the first place, it minimises the administrator’s moral risk, 
since if the administrator invests its own capital in the same investment portfolio 

5% 95%

Losses 
Relative VaR

Gains

DISTRIBUTION OF ACTIVE 
RETURNS (TRACKING ERROR)
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as the fund, depositing a percentage related with the size of that fund (about 1%), 
the AFP has incentives to manage it efficiently.  Secondly, there are capital charges 
to cover operating risk caused by inappropriate processes, staff shortcomings and 
IT failures, or external events, which cover losses generated by errors on the part of 
the AFP.  Finally, the obligatory reserve will be useful as a capital charge to cover the 
deficit between the yield of the fund and the minimum yield.  But the difference of 
the relative VaR, compared with the current scheme, is that it minimises the impact 
of the minimum yield, in terms of probability, to such an extent that it does not 
damage portfolio optimisation.  What is more, the minimum yield, considered as a 
relative VaR, is part of a professional risk-management scheme.

C.4  The effect of reputation (market discipline)

The analysis of the pension funds’ performance, which will be available to the public 
and is carried out by comparing the real returns obtained by the administrators 
with the benchmarks chosen for each asset class, will make it possible to identify 
those managers that are doing better than their reference indexes.  This analysis 
produces an effect in terms of reputation that will produce a substantial impact on 
market discipline, meaning that administrators will have permanent incentives for 
successful management.

It is extremely costly to have a reputation for being a bad manager.  There are the 
costs of member mobility, because members migrate to other administrators, and a 
high cost in terms of reputation.  Stiff competition and aggressive publicity magnify 
the defects of other administrators, so it takes time and effort to build up a good 
reputation but it is very easily lost.

VI.  CONCLUSIONS

At the start of the private pension systems there were certain structural characteristics 
(under-developed capital market, low liquidity, little expertise, public ignorance 
about the system), which made the existence of yield guarantees relevant as 
mechanisms to create confidence in a new and unknown approach to managing 
pensions.  It was important to give the new system security and create confidence 
among members, politicians and other interest groups, especially because the 
administrators are private companies that manage money belonging to the public 
(banks and insurance companies have requirements of capital as a best practice).  
For this reason, most systems included the concept of minimum yield.

The private pension systems have developed and improved over time.  Furthermore, 
members have more experience and stakeholders are better acquainted with how 
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the system works.  For this reason, more flexible schemes are being sought, which 
favour the optimisation of portfolios and produce more value for members.  This is 
why the minimum yield schemes are being made more flexible.

The concept of yield guarantees is not present in the investment-management 
industry worldwide.  Instead, the performance of the portfolio is measured against 
benchmarks, and for this reason it is important that fiduciary governance and risk 
management are developed and reinforced.

In the case of private pension fund systems, it is important that yield guarantees 
do not harm the optimisation of investment portfolios.  Minimum yield must 
therefore be related with a variable that is endogenous to the optimisation model 
(the benchmark no longer corresponds to the average of the PPS), and at the same 
time there must be adequate hedging of operating risk.

In the Peruvian proposal, minimum yield is a variable that is endogenous to 
the optimisation model and is turned into a risk-management tool (with the 
introduction of relative VaR), which also increases the feasibility of achieving more 
efficient portfolios that provide members with greater value.  In this new scenario, 
the administrators have incentives to manage their portfolios well, because the cost 
to their reputation if they fail to do so is very high.  This acts as a complement to the 
explicit incentives, such as benchmarking and fiduciary obligations.
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Country Minimum yield Guarantee of minimum yield

CHILE1/

For pension funds that have been operating for 36 months or more:
A and B-type Funds (whichever is (lower between : )1. 

The real annualised yield of the last thirty-six (36) months, averaged for all the funds of a) 
the same type, as appropriate, minus four percentage points (4%).
The real annualised yield of the last thirty-six (36) months, averaged for all the funds of b) 
the same type, as appropriate, minus the absolute value of fifty percent (50%) of that yield.

In the case of the C, D and E-Type Funds:2. 
The real annualised average yield of the last thirty-six (36) months of all the funds of the a) 
same type, as appropriate, minus two percentage points (2%).
The real annualised yield of the last thirty-six (36) months, averaged for all the funds of b) 
the same type, as appropriate, minus the absolute value of fifty percent (50%) of that yield.

For pension funds that have been operating for 12 months or more and less than 36 months:
A and B-type Funds (whichever is lower between):3. 

The real annualised average yield of the last 36 months? of all the pension funds of a) 
the same type, as appropriate, for the period equivalent to the new fund’s months of 
operation, minus six percentage points (6%).
The real annualised average yield of all the funds of the same type for the period b) 
equivalent to the new fund’s months of operation, minus the absolute value of fifty per 
cent (50%) of that yield.

In the case of the C, D and E-Type Funds:4. 
The real annualised average yield of all the funds of the same type, as appropriate, for a) 
the period equivalent to the new fund’s months of operation minus four percentage points 
(4%).
The real annualised average yield of all the funds of the same type, as appropriate, for the b) 
period equivalent to the new fund’s months of operation, minus the absolute value of fifty 
percent (50%) of that yield.

Obligatory reserve, i.e. 1% of the value of each fund.  This 
requirement is invested in units of the fund concerned.
The Government, if the resources in the obligatory reserve 
fail to cover the shortfall in the yield of the pension funds.

COLOMBIA2/

The mandatory minimum yield for the pension funds shall be whichever turns out to be lower, 
between:

The simple average, reduced by thirty percent 30% of:1. 
The weighted average of the actual annual accumulated yields during the calculation a) 
period concerned.
The weighted average of i) the actual annual percentage variation during the calculation b) 
period concerned, according to the Colombia Stock Exchange, weighted by the percentage 
of the portfolio of the funds invested in shares; ii) The actual annual percentage variation 
during the calculation period concerned of the index representing the exterior stock 
market, as indicated by the Financial Superintendence of Colombia, weighted by the 
percentage of the funds’ portfolio invested in shares of foreign issuers and in international 
investment funds, in the proportion invested in shares; iii) the real accumulated annual 
yield  produced for the calculation period concerned  by a reference portfolio valued 
at market prices, weighted by the percentage invested in the remaining permitted 
investments.

The simple average of the factors mentioned in letters a) and b) above, reduced by two hundred 2. 
and sixty base points (260bp).

Yield stabilisation reserve (similar to the obligatory reserve) 
corresponding to 1% of the value of the funds.  This capital 
requirement is invested in the funds under management.
The administrators must have the guarantee of the Financial 
Institutions Guarantee Fund, payable out of their own 
resources, to ensure the reimbursement of the balance in 
the individual accounts of pension savings, in case of the 
dissolution or liquidation of the administrator concerned, 
without exceeding, for each member, the hundred percent 
(100%) corresponding to mandatory contributions, 
including their respective interest and yields, and 150 
monthly legal minimum wages  corresponding to voluntary 
contributions.  The guarantees may in no case by lower 
than those established by the Superintendence of Banks 
for the institutions in the financial system.  Furthermore, 
the aforementioned fund shall guarantee that the balance 
in the individual accounts of pension savings may not be 
lower than the historic value of such contributions, adjusted 
by the variation of the CPI of the currency from the date on 
which each of them was deposited until the date used for 
the calculation.

ARGENTINA3/

Decided by the minimum between (basis of annual calculation):

Seventy percent (70%) of the average yield of the system, or1. 
The average yield of the system minus two percentage points (2%).2. 

The minimum yield requirements shall not be applicable to administrators with less than twelve 
months in operation.

Obligatory reserve, i.e. 1% of the Retirement Benefit and 
Pension Fund, which cannot be less than one million five 
hundred thousand pesos ($1,500,000).  The amount of the 
obligatory reserve must be invested separately from the 
funds in the same instruments authorised for the fund, and 
with exactly the same limitations.

PERU

The AFPs are responsible for seeing each month that the real annual yield of the last twelve (12) 
months of the fund that they manage, calculated monthly, is no lower than:

The real average yield of the last twelve (12) months of all the funds, less 3 percentage points.1. 
Twenty-five percent (25%) of the real average yield of the last twelve (12) months of all the 2. 
funds.

Obligatory reserve equivalent to one percent (1%) of the fund.

Letter of surety equivalent to 0.5% of the fund, issued by 
a bank in the name of the Superintendence:  This must 
consider the value of the portfolio under management and 
the obligatory reserve held at the close of the previous 
quarter, and must cover a period of validity of no less than 
95 calendar days.

MéxICO Has no minimum yield or yield guarantee.  The only guarantee that exists is the minimum pension paid by the federal government to those who, after 24 years of 
paying contributions, do not have a sufficient balance in their account to obtain a pension of at least a minimum wage.

NOTES:
1/ DECREE LAW 3,500, MODIFIED BY LAW 20,255 (THE FLUCTUATION RESERVE CEASED TO BE APPLICABLE AS FROM 1ST OCTOBER 2008.)
2/ DECREE 2664 (2007) AND LAW 100.
3/ INSTRUCTION FROM SAJFP 19/2007 AND LAW 24,241
SOURCE: AUTHOR
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