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In the year 2008, Chile brought in a comprehensive reform of its pension system, the main 

change being the introduction of a New Solidarity Pillar designed to eliminate the 

incidence of poverty among elderly adults.  This new program sets a floor of around 50% 

of a minimum monthly income for the poorest 60% of the population by means of non-

contributory benefits for people without pension rights and a solidarity top-up payment 

for people who have not accumulated enough in the way of pension rights.  Although 

special attention was given in the design of the new scheme to minimize the adverse 

effects on incentives to take part in the contributory scheme, the theory suggests that 

both the level of benefits and the gradual reduction of these, conditional upon the self-

funded pension, could affect contributory participation.  On the one hand, greater future 

wealth is likely to reduce the incentive to save in the present (income effect); this effect is 

magnified by the fact that the future subsidy is partially reduced if the person saved more 

in the present (substitution effect).  Internationally, however, there is little empirical 

evidence about the real impact of these effects on people’s behavior with regard to 

pensions.  The Chilean reform could constitute an opportunity to measure these effects in 

a real case.  This paper describes the main characteristics of the solidarity pillar, the 

background that gave rise to its creation, presents some preliminary results of the 

program in terms of beneficiaries and amounts, and discusses the theoretical effects on 

incentives to pay into the contributory system, relative to the poverty-prevention 

schemes that were present prior to the reform. 

                                                      
1
 This article was originated on a consulting report prepared by the author for the Interamerican 

Development Bank. 
2
 Assistant Professor, School of Government, Universidad Adolfo Ibáñez, Chile. Email: 

eduardo.fajnzylber@uai.cl. 



 

2 
 

 

1.- Introduction 

In the year 2008, Chile brought in a comprehensive reform of its pension system, the main 

change being the introduction of a New Solidarity Pillar designed to eliminate the 

incidence of poverty among elderly adults.   

This new program sets a floor of around 50% of a minimum monthly income for the 

poorest 60% of the population by means of non-contributory benefits for people without 

pension rights and a solidarity top-up payment for people who have not accumulated 

enough in the way of pension rights.   

Although special attention was given in the design of the new scheme to minimize the 

adverse effects on incentives to take part in the contributory scheme, the theory suggests 

that both the level of benefits and the gradual reduction of these, conditional upon the 

self-funded pension, could affect contributory participation.  On the one hand, greater 

future wealth is likely to reduce the incentive to save in the present (income effect); this 

effect is magnified by the fact that the future subsidy is partially reduced if the person 

saved more in the present (substitution effect).   

Internationally, however, there is little empirical evidence about the real impact of these 

effects on people’s behavior with regard to pensions.  The Chilean reform could constitute 

an opportunity to measure these effects in a real case.   

This paper describes the main characteristics of the solidarity pillar, the background that 
gave rise to its creation, presents some preliminary results of the program in terms of 
beneficiaries and amounts, and discusses the theoretical effects on incentives to pay into 
the contributory system, relative to the poverty-prevention schemes that were present 
prior to the reform. 

2.- Description of the new solidarity pillar 

2.1.- The Chilean pension system before the 2008 reform 

The Chilean pension system can be decomposed into three main pillars: a poverty 

prevention pillar, a contributory pillar and a voluntary pillar. 3 

The poverty prevention pillar, before the 2008 reform, was based on two components: a 

means-tested assistance pension (the PASIS) and the Minimum Pension Guarantee (MPG) 

                                                      
3
 Parts of this section were adapted from Rofman et al (2008). 
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for individuals who contributed for at least 20 years to the individual capitalization 

scheme, but that were not able to finance a minimum amount for their retirement. 

Together, these two programs corresponded to the main government programs aimed at 

avoiding old age poverty, and were financed by general revenue.4 

The contributory pillar was drastically reformed in 1980. The previous system was based 

on a number of PAYG schemes, that provided defined benefits calculated as a proportion 

of the wages received during the last period of working life. These schemes were running 

increasing deficits, caused by large imbalances between the benefits that were promised 

and the contributions that were made into the system. In 1980, a unique national scheme 

was created, that was based on individual accounts where each worker’s savings are 

deposited and invested in financial instruments, accumulating returns until retirement. 5 

Workers who had contributed to the previous system when the original reform was 

passed could opt between staying in their previous scheme or switch to the new program, 

in which case their previous contributions were acknowledged through a recognition 

bond. The new workers could only participate in the individual capitalization system. 

Management of the new scheme became the responsibility of private specialized firms, 

the Pension Fund Administrators (AFP), under the supervision of the Pension Supervising 

Authority. 6 These firms can freely set an administrative fee in exchange for the different 

services they provide (collection, record-keeping, investment, benefit calculation and 

payment, and customer service) and individuals can switch at any time between AFPs.  

In this type of system, benefits depend directly on the funds accumulated throughout the 

working life and the investment returns.  

At any moment after reaching legal retirement age (65 for men and 60 for women), or 

before if certain requirements are met, participants can decide to transform the 

accumulated balance in their accounts (potentially including the recognition bonds) into a 

                                                      
4
 One could argue that there is another important component of the old-age social protection network: free 

and guaranteed access to the public health system for the elderly poor. However, this is not discussed in this 
paper as it concentrates on the pension system. 
5
 Only the armed forces, military and police, remained in their previous PAYG schemes. 

6
 Desde la reforma de 2008, la Superintendencia de AFPs adoptó nuevas funciones de supervisión sobre la 

componente previsional pública, pasándose a llamar Superintendencia de Pensiones. 
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pension stream.7 To do so, there are two basic options (and some variations around 

these): the person can buy a life annuity from an insurance company or choose to receive 

monthly payments from the AFP, according to a “programmed withdrawal” schedule, 

financed by the funds in the individual account. In both cases, benefits are calculated 

following actuarial criteria, as a function of balance at retirement, expected interest rates, 

and the (age and gender specific) life expectancy of the pensioner and the group of 

potential beneficiaries.8 

To complement the compulsory savings made into the contributory scheme, tax incentives 

are provided for individuals who make additional voluntary savings in a special set of 

financial products: voluntary savings accounts managed by the AFPs, mutual funds offered 

by banks, insurance-plus-savings products provided by insurance companies, etc. The 

scheme is set so that the part of the individual’s income that is allocated into these special 

products is exempt from income taxes during the years the deposits were made. Interest 

income from these savings is also tax-exempt, but pensions financed by these savings pay 

regular income taxes when they are received by the worker. Individuals are allowed to 

withdraw funds before retirement, but with a penalty, and in addition to the income taxes 

that ought to be paid at the time of this withdrawal. 

2.2.- Context prior to the introduction of the solidarity pillar 

Pension reform, especially the modification to the non contributory component, was the 

result of a long study process on the extension and quality of predicted pensions for the 

system as a whole. The more recent studies that were published in 2005 and 2006 

suggested that large fractions of the population were not going to be able to finance a 

minimum pension and would not qualify for the minimum pension guarantee (that 

required 20 years of contributions).9 Figure 2.1 shows the results of one of these 

                                                      
7
 To be allowed to start withdrawing funds before retirement age (early retirement) the benefit must comply 

with two requirements: to be above a minimum level  and to imply a replacement rate (the benefit to prior 
earnings ratio) above a certain threshold. 
8
 A detailed description of the AFP system can be found in Berstein (2007), available in the English section of 

www.spensiones.cl. A significant number of articles have been written on the impact that the 1980 reform 
may have had on social security coverage, national savings and economic performance. See for example 
Corbo and Schmidt-Hebbel (2003), World Bank (1994), Holzmann et al (2005). 
 
9
 See Berstein, Larrain and Pino (2005) and Arenas de Mesa et al (2006) . 

http://www.spensiones.cl/
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projections, in terms of the projected level of coverage for the affiliates to the Chilean 

pension system (before the current reform). 

According to these projections, about half of the individuals who would reach legal 

retirement age between 2005 and 2029 would accumulate funds that would not allow 

them to finance pensions above the minimum pension level and only a fraction of these 

would be eligible for the minimum pension guarantee (because they would not comply 

with the 20 years of contribution requirement). 

Figure 2.1 – Pension projections for the Chilean pensions system (before the reform) 
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Source: Figure 7, Berstein, Larrain and Pino (2006). 

A second important factor that must have been considered in the decision to undergo a 

significant pension reform is the fiscal space that was being created by the gradual 

reduction in the transition costs generated by the original pension reform of 1980. Figure 

2.2 presents the evolution of the different components of pension-related public 

expenditure. It is possible to see that both the operational deficit associated with the 

phasing out process of the PAYG schemes and the fiscal obligations (recognition bonds) 

acquired with earlier participants who switched to the new system, had begun to decline 

by the year 2005. This represented an opportunity to introduce a much broader social 

safety net for old age, without the need to increase the fraction of the public budget 

dedicated to pensions.  
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Figure 2.2 – Pension related Fiscal expenditure in Chile 

0%

1%

2%

3%

4%

5%

6%

1
9
8
1

1
9
8
2

1
9
8
3

1
9
8
4

1
9
8
5

1
9
8
6

1
9
8
7

1
9
8
8

1
9
8
9

1
9
9
0

1
9
9
1

1
9
9
2

1
9
9
3

1
9
9
4

1
9
9
5

1
9
9
6

1
9
9
7

1
9
9
8

1
9
9
9

2
0
0
0

2
0
0
1

2
0
0
2

2
0
0
3

2
0
0
4

2
0
0
5

2
0
0
6

2
0
0
7

2
0
0
8

2
0
0
9

2
0
1
0

E
x
p
e

n
d
it
u
re

 a
s
 p

e
rc

e
n
ta

g
e

 o
f 

G
D

P

INP Operational deficit Recognition Bonds

Assistance Pensions State Guaranteed Minimum Pension  

Source: ECLAC (2006). 

2.3.- Main design characteristics of the solidarity pillar 

The individual nature of the AFP system creates a direct link between the frequency, 

timing and amount of the contributions made by an individual and the benefits he/she 

obtains. Pensions tend to be smaller when individuals face long periods without 

contributions, caused by occupational choices or informality, make a late entry into the 

formal labor market or make contributions that are not proportional to their actual 

income. Furthermore, actuarial calculations imply that life expectancy increases require 

higher savings to allow for reasonable replacement rates, either in the form of higher 

voluntary savings, extended working lives or reduced pension periods. The Chilean 2008 

reform addresses these concerns in a number of ways: replacing the poverty prevention 

pillar with a strong New Solidarity Pillar, making participation compulsory for a large group 

of self employed workers, facilitating the creation of employer-sponsored voluntary 

savings plans, creating direct incentives for voluntary savings from low and middle income 

workers, and a number of measures that improve gender equality in the system. 
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This article is centered on one of the main changes introduced by the 2008 reform, the 

New Solidarity Pillar.10 

As mentioned earlier, previous to the reform, poverty in old age was partially addressed 

by two main programs: the minimum pension guarantee, that provided a floor for 

pensions for individuals who contributed for at least 20 years, and the Assistance Pensions 

program (PASIS) for poor individuals with no pension entitlements.11  

The 2008 reform replaces these programs with a unique scheme that guarantees that all 

individuals in the 60% less affluent fraction of the population will have a guaranteed basic 

pension, regardless of their contribution history.12 This new program provides old age and 

disability subsidies, financed by general revenues of the State. 

Individuals with no contributions are entitled to an old-age Basic Solidarity Pension (PBS), 

once they reach 65 years of age, and fulfill the affluence and residence requirements.13 

Individuals who made contributions but will receive a pension below a certain threshold 

(the maximum pension with solidarity complement, PMAS) are entitled to a Pension 

Solidarity Complement (APS), with the same affluence and residence requirements14. The 

                                                      
10

 A detailed description of the different components of the reform, previous analysis and some impact 
projections can be found in Berstein et al (2009). 
11

 As of March 2008, the minimum pension guarantee is equivalent to US$222 (US$242 after age 70 and 
$257 after age 75) and the PASIS program provides old age, disability or mental deficiency benefits 
equivalent to US$110 before age 70, US$117 after age 70 and US$128 after age 75 (all US$ figures based on 
an exchange rate of 435.10 pesos per dollar, existing as of March 12, 2008, the day the reform was officially 
promulgated). For an analysis of this poverty prevention pillar and alternative designs, see Fajnzylber (2006). 
12

 The scheme will be introduced gradually: in the first year, beginning in July 2008, the Basic Solidarity 
Pension will be equivalent to US$138 (using the exchange rate on the day when the reform was 
promulgated) and restricted to the 40% less affluent population. This benefit will increase to approximately 
US$173 in July 2009, and cover up to the 45% poorest individuals. The final schedule of benefits will be in 
place in July 2012, covering up to the 60% poorest individuals. 
13

 The affluence test is a form of means-testing applied to determine that a person does not belong to the 
40% richest fraction of the population (60% in the first year). Initial implementation (2 years) has been based 
on the Ficha de Protección Social, a means-testing instrument that calculates the vulnerability of the 
members belonging to a household, based on information about their capacity to generate income, self-
reported earnings, administrative data on pensions and need adjustments based on age and disability 
status. More information about the instrument can be found in www.fichaproteccionsocial.cl. The residence 
test requires that individuals must have resided in Chile for at least 20 years since the age of 20, and at least 
3 in the 5 years prior to requesting the benefit. 
14

 The Pension Solidarity Complement will be first paid to those whose contribution financed benefits are 
below US$161 and belong to the poorest 40 percent of the population in July 2008, to progressively grow 
until 2012, when the benefit will reach those receiving less than US$586 on contribution financed pensions 
and belong to the poorest 60 percent.    
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disability program provides benefits under similar conditions, but for individuals between 

the ages of 18 and 64. Once disabled individuals reach the age of 65, they are eligible for 

old-age solidarity benefits. 

The schedule of subsidies is best described in Figure 2.3, which presents solidarity 

subsidies and total pensions, as a function of self-financed entitlements, both for the old 

age and disability benefits. 

The horizontal corresponds to the contributory pension, originated in the contributions 

made by the individual to a pension system. In the case of pensioners of the PAYG regime, 

the contributory pension corresponds to the public pension paid by the system until death. 

In the case of participants in the AFP scheme, the contributory pension is calculated as an 

equivalent lifetime annuity based on the accumulated balance in the individual account. 

Survivorship pensions are also included in the concept of contributory pension (they are 

added to the other pensions). 

The vertical axis corresponds to the total pension that the individual would receive, given 

the benefit structure of the Solidarity Pension System (SPS). In the absence of subsidies, 

the total pension would be equal to the contributory pension and the relationship would 

lie on the 45 degree line. With the existence of the SPS, however, total pension 

corresponds to the sum of the contributory pension and government subsidies. In 

particular, individuals who were not entitled to a pension under any pension retirement 

scheme (individuals with zero contributory pension) could be eligible – if they comply with 

age, affluence and residence requirements – to a basic solidarity pension (PBS), and their 

total pension would be equivalent to the PBS level. 

Similarly, people who did accumulate pension rights but for whom the contributory 

pension lie below the PMAS level could be eligible to a solidarity complement (APS), which 

would increase the pension level but in an amount lower than the PBS. The magnitude of 

this complement depends on the contributory pension: individuals with pensions close to 

zero would receive a complement similar to the PBS and participants with pensions close 

to PMAS would receive a complement close to zero. Workers with contributory pensions 
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above PMAS would not be eligible for subsidies (for that reason the benefit schedule lies 

on the 45 degree line when pensions are above the PMAS level). 

Figure 2.3 – Subsidies and final pensions under the New Solidarity Pillar 

 

 

It is worth noticing two particular elements of this design: the strong integration between 

the contributory system and the solidarity pillar and the concern for contributory 

incentives that this integration raises. Integration allows guaranteeing that everybody in 
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had been established with a cap (as in the disability case), there would be strong 

disincentives to contribute for low income individuals, as their retirement income would 

not increase with the number or amount of contributions. With the chosen design, old-

age total pensions are monotonically increasing with self financed savings, i.e. every dollar 

saved always increases retirement income, but not by a full dollar.  

In the final report of the Advisory Council that made the original proposal, an alternative 
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pension entitlements would receive an increase in their pension by the full PBS amount, 

without reduction. This way, the incentives to participate in the system were at least 

partially preserved for individuals with low attachment to the formal labor market. These 

better incentives come, given a certain level of projected public expenditure, at the cost of 

having to start at a lower PBS level or with a more aggressive phase-out schedule. As 

mentioned in the Appendix, the council opted for the current design on the basis of 

greater simplicity, greater initial benefit (the PBS) and placing lower importance to the 

potential incentive effects of the current design. 

This is certainly the most important component of the 2008 reform, both in terms of 

extension of coverage and assurance that every old person in Chile, who does not have 

other sources of financing in old age, will have access to some form of protection. The 

main challenge is, of course, the ability to develop sound fiscal policy to be able to finance 

the additional cost of the reform over the next decades, during which the country will be 

exposed to a significant increase in its demographic dependency ratio. This challenge will 

be partially compensated by the gradual reduction in the fiscal pressure generated by the 

transition from the PAYG system to the AFP scheme. Since the 1980 reform, the 

government has been financing the fiscal deficits generated by the previous regime (as 

pensions are still being paid to those who opted to stay in the scheme but contributions 

from new workers and from those who switched are no longer used to pay for these 

benefits) and the obligations contracted with the workers who switched to the new 

system (the recognition bonds). These obligations are now starting to phase-out leaving 

fiscal space to finance the new pillar. 

Consistent with this slow reduction in pension-related fiscal obligations, the new SPS was 

introduced gradually over time. As the following table shows, the covered population will 

be gradually extended over time, originally reaching the target 60% poorest individuals in 

July 2012. In 2009, however, some of the deadlines were moved forward, and the system 

will reach the target in July 2011. 
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Table 2.1 – Gradual coverage of SPS benefits 

Period  Coverage Verification mechanism  

July 1st 2008 to June 30th 2009 40%  11734 points or less in the Ficha de 
Protección Social  

July 1st 2009 to June 30th 2010  45% 12185 points or less in the Ficha de 
Protección Social 

July 1st 2010 to June 30th 2011 
(moved forward to 1/9/2009)  

50% According to future regulation* 

July 1st 2011 to June 30th 2012 
(moved forward to 1/7/20010)  

55% According to future regulation* 

From July 1st 2012  
(moved forward to 1/7/2011)  

60% According to future regulation* 

* The law established that poverty could be established by means of the FPS during the 

first two years. Accreditation mechanism after July 1st 2010 will be established on future 

regulations. 

The PBS benefit was initially set at Ch$60 thousand (approximately US$138 at the time of 

promulgation of the law) starting on July 1st 2008, and increased to Ch$75 thousand 

(US$173) from July 1st 2009.15  

Finally, the PMAS will be increased gradually, according to the following table. 

Table 2.2 – Gradual increase of the PMAS (in Ch$ and US$) 

Period PMAS 

July 1st 2008 to June 30th 2009 $70.000  (US$161)) 

July 1st 2009 to June 30th 2010  $120.000  (US$276) 
July 1st 2010 to June 30th 2011  
(moved forward to 1/9/2009)  

$150.000  (US$345) 

July 1st 2011 to June 30th 2012  
(moved forward to 1/7/20010)  

$200.000  (US$460) 

From July 1st 2012  
(moved forward to 1/7/2011)  

$ 255.000  (US$587) 

Note: The US$ equivalent was calculated using the Exchange rate on the date law 20.255 
was passed. 

                                                      
15

 On July 1st 2010, the PBS will have an adjustment equivalent to the 12-month inflation rate. From that 
point on, similar adjustments will be made every 12 months, unless inflation surpasses 10% before that 
period, in which case the benefit is automatically adjusted. 
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2.4.- Coverage and public expenditure projections 

Given its design, the SPS should increase both the level and the quality of pension 

coverage of the system as a whole. In terms of the coverage level, the PBS should reach a 

vast segment of the population that did not participate in the formal contributory system 

and who were not covered by the limited PASIS scheme. At the same time, the APS will 

allow a significant improvement in average pensions in the bottom part of the 

distribution. 

In fact, figure 2.4, taken from Berstein et al (2009), shows an estimation of the reduction 

in the fraction of the population above 65 without pensions originated in the introduction 

of the SPS. At the same time, the fraction of individuals with mixed financing (individual 

savings and State subsidies) would significantly increase as a consequence of the reform. 

Figur2 2.4 – Coverage of the pension system, with and without SPS 

 
Source: Figure 8.1, Berstein et al (2009) 
 
As was previously mentioned, the decision to introduce the new solidarity pillar was taken 

in a very particular context in which pension-related public expenditure was starting to 

decline as a consequence of the 30-year long transition from the previous system. This is a 

non trivial matter, as the previous figure shows, the new benefits imply a significant role 

of the State in pension financing. 

Current projections suggest that only the introduction of the SPS (without taking into 

consideration other benefits introduced by the reform) will imply over the next few years 

a gradual increase in public expenditure, going from 0.65% of GDP in 2010 until reaching 
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1.2% of GDP by 2025.16 However, it is important to remember that the SPS replaced other 

programs (the assistance pensions and the minimum pension guarantee) which would 

have implied their own public expenditure, had the reform not been passed. The reform 

implied an “incremental” expenditure of approximately 0.3% by 2010 and 0.8% by 2025. 

Both measures are presented in figure 2.5. 

In sum, the implementation of the SPS, with its constitutional right guarantee, implied a 

significant increase in the contingent liabilities of the Chilean state. 

Figure 2.5 – Public Expenditure (total and incremental) on Solidarity Pension System 
(%PIB) 
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Source: Author’s calculations based on Arenas de Mesa et al (2008). 
 
According to the financial report that accompanied the reform bill that introduced the 

SPS, these liabilities would be financed out of the following different sources, always in 

the context of maintaining the fiscal discipline base on structural surpluses:17  

¶ The Pension Reserve Fund (created in 2006, and funded with fiscal surpluses), 18 

                                                      
16

 These figures were calculated based on projections included in Arenas de Mesa et al (2008). That 
document also includes public expenditure projections associated with other components of the 2008 
reform, like the bonus to women for every live birth or the pension subsidy to young low-income workers, 
among others. 
17

 Dirección de Presupuestos (2006). 
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¶ Reduction of fiscal liabilities originated in the transition from the PAYG to the fully 

funded system, formed by the operational deficit of the Instituto de Normalización 

Previsional (INP, currently called Instituto de Previsión Social, IPS)19 and the 

interest accrued from recognition bonds issued by the State to workers from the 

previous system who switched to the new one, 

¶ Resources originated in reallocations, expenditure efficiency and economic 

growth, 

¶ During the first few years (the transition period), part of the interest earned on 

financial assets owned by the State. 

2.5.- Preliminary results of the solidarity pillar  

Benefits from the SPS started being paid on July 1st 2008. During the first few months, 

only old age and disability PBS benefits were paid, mostly to individuals who were 

receiving assistance pensions prior to the reform.20 From October 2008, APS benefits 

started being paid, even if they represented only a small fraction of the SPS beneficiaries.  

As the following table shows, in September 2009, 623,296 solidarity subsidies were paid, 

of which 95% corresponded to PBS associated with old age (62%) and disability (33%). 64% 

of all benefits were paid to women. 

                                                                                                                                                                  
18

 The Pension Reserve Fund was created in 2006, with the original goal of “acting as a complement in 
financing public obligations derived from the minimum pension guarantee … and the assistance pensions…”.  
The fund would be financed by contributions originated in effective surpluses with a ceiling equivalent to 
0,5% of GDP of the previous year and a floor equivalent to 0.2% of GDP, in addition to the investment 
returns. The Fund will continue to be funded until reaching a target of 900 million Unidades de Fomento 
(equivalent, at the date of promulgation to almost US$31 billion). Source: Ministerio de Hacienda (2006). 
19

 The INP is the institution in charge of administering the PAYG regimes that are still in place for workers 
who decided to stay in their previous schemes. With the reform, pension related activities of the INP are 
transferred to a new institution, the Instituto de Previsión Social, responsible for the administration of 
benefits under the New Solidarity Pillar. 
20

 Between January and June 2008, on average 228,065 old age assistance pensions and 212,327 disability 
assistance pensions were paid (www.suseso.cl). Some of these disability pensions were paid to individuals 
over 65, making them not directly comparable to PBS figures from July 2008 onwards. 

http://www.suseso.cl/
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Table 2.3 – Number of PBS and APS paid by month, July 2008 - September 2009 

 Men Women Total 

 PBS  
old age  

PBS 
disability  

APS  
old age  

APS 
disability  

PBS  
old age 

PBS 
disability  

APS  
old age  

APS 
disability  

PBS  
old age  

PBS 
disability  

APS  
old age  

APS 
disability  

jul-08 101,418  84,277  -    -    189,152   108,433      -    -    290,570   192,710      -    -    

aug-08 101,669    84,831      -    -    190,467   109,473      -    -    292,136   194,304      -    -    
sep-08 108,162    84,559      -    -    221,383   108,959      -    -    329,545   193,518      -    -    
oct-08 110,075    84,437    955        229  230,808   108,604      2,444        217  340,883   193,041      3,399        446  

nov-08 111,136    84,286      1,159        294  236,178   108,404      3,067        290  347,314   192,690      4,226        584  
dec-08 113,630    84,823      1,234        348  244,815   109,628      3,251        352  358,445   194,451      4,485        700  
jan-09 114,748    85,291      1,765        481  249,383   110,901      4,434        468  364,131   196,192      6,199        949  
feb-09 115,183    85,481      2,132        584  251,808   111,775      5,048        596  366,991   197,256      7,180     1,180  

mar-09 115,759    85,609      2,584        703  254,074   112,459      5,703        787  369,833   198,068      8,287     1,490  
apr-09 116,177    85,787      3,131        922  255,795   113,104      6,499     1,119  371,972   198,891      9,630     2,041  

may-09 116,638    86,085      3,842     1,125  258,094   114,003      7,208     1,372  374,732   200,088    11,050     2,497  
jun-09 116,982    86,441      4,373     1,346  260,086   114,983      7,817     1,674  377,068   201,424    12,190     3,020  
jul-09 117,124    86,710      4,882     1,670  261,334   116,028      8,395     2,118  378,458   202,738    13,277     3,788  

aug-09 117,348    87,229      5,603     1,969  261,917   117,514      9,052     2,469  379,265   204,743    14,655     4,438  
sep-09 117,430    87,678    15,010     2,203  267,244   118,761    12,193     2,777  384,674   206,439    27,203     4,980  

Source: Author’s calculations from information available in www.spensiones.cl 

The relatively small fraction of APS benefits in comparison to PBS benefits can be 

explained by the following transitory phenomena: 

• Most of the current PBS beneficiaries came from assistance pension holders. Many 

of these were originally AFP system participants who accumulated small funds 

and used them until exhaustion. When the system is in its steady state, low 

balance participants will be entitled to APS benefits from the beginning. 

• During this transition phase, participants who were at least 65 years old when the 

reform was passed and who were receiving a programmed withdrawal 

schedule can request APS benefits at any time. APS benefits are then 

calculated given the balance in that moment. This implies that many individuals 

might choose to postpone the moment of requesting the benefit. In particular, 

a large number of individuals with low balance might prefer to receive  a 

pension adjusted to the minimum pension (currently close to US$200) until 

exhausting their funds and then requesting a benefit equivalent to the PBS.21 

This process will occur over time, gradually increasing the number of APS 

beneficiaries.   

Average benefits being paid are presented in figure 2.4. The law established that PBS 

benefits would start at approximately US$120, to be raised to US$150 in July 1st 

2009.22  

                                                      
21

 For example, a person whose pension according to formula should be equivalent to US$60 could opt to 
apply for APS and receive US$192 until death or request his benefit to be adjusted to US$200 during 4 years 
and receive the PBS (US$150) from that moment on. 
22

 Average monthly benefits include in some cases payments made retroactively from the moment the 
application was made. If a person applied on July 1

st
 2008 and the first payment is made in October, that 

payment will include 4 monthly benefits. That explains why some of the average payments are greater tan 
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Table 2.4 – Average PBS y APS payments per month (equivalent in US$)23 

 Men Women Total 

 PBS  
Old age  

PBS 
Disability  

APS 
Old age  

APS 
Disability  

PBS  
Old age  

PBS 
Disability  

APS 
Old age  

APS 
Disability  

PBS  
Old age  

PBS 
Disability  

APS 
Old age  

APS 
Disability  

jul-08 120 120    120 120    120 120   
aug-08 120 120     120 120     120 120     
sep-08 120 120    120 120    120 120   
oct-08 126 121 401 314 132 120 316 326 130 121 340 320 

nov-08 124 121 148 134 128 121 126 142 127 121 132 138 
dec-08 129 125 175 116 132 129 122 120 131 127 137 118 
jan-09 124 125 221 182 125 130 174 163 125 128 188 172 
feb-09 123 124 147 150 124 129 118 158 124 127 126 154 

mar-09 123 124 156 135 123 129 116 157 123 127 129 147 
apr-09 122 125 180 173 122 129 146 195 122 127 157 185 

may-09 122 126 172 148 123 131 121 151 122 129 139 150 
jun-09 122 127 140 140 123 133 113 147 123 130 122 144 
jul-09 152 157 174 207 152 164 151 210 152 161 160 209 

aug-09 154 159 207 183 152 168 163 187 153 164 180 185 
sep-09 152 159 132 169 158 166 157 173 156 163 143 172 

Source: Author’s calculations from information available in www.spensiones.cl 

In general, APS benefits should always be smaller than PBS benefits. This does not always 

occur in this transition period due to the inclusion of first payments which often include 

more than one monthly benefit. This should tend to normalize over time. 

                                                                                                                                                                  
the maximum benefit ($120 before July 1st 2009 and US$150 from that point on) and during the first 
months of APS benefits being paid, some of the figures are substantially higher than this maximum. 
23

 An exchange rate of Ch$500 per dollar was used in the calculations. 
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3.- The New Solidarity Pillar and contribution incentives  
The contributory pension pillar introduced in Chile in 1980 eliminated the various 

underlying forms of redistribution in the pay-as-you-go and defined-benefit systems. In a 

system of individual capitalization, an additional unit of saving always increases the 

balance when the saver retires, and therefore the member’s self-funded pension.23 This 

alignment of contributions and benefits creates a greater incentive to take part in the 

contributory scheme (and to contribute a proportion of people’s real income), compared 

with the schemes based on pay-as-you-go and defined benefit.24 

In principle, these incentives to take part in the contributory system could be affected by 

the non-contributory benefits designed to prevent poverty among elderly adults.  In fact, 

insofar as the State, under certain conditions, guarantees the population a basic level of 

benefits, people may decide to reduce their savings by a certain proportion due to the 

increase in their future wealth (income effect).  On the other hand, the fact of benefits 

being focused on a particular sub-group of the population may affect incentives to engage 

in activities that reduce the probability of being eligible for such benefits (substitution 

effect): if the criteria on which the benefit is granted to people are based on poverty, this 

will affect the incentive to acquire goods (including pensions) that will be included when 

poverty is measured; if individuals are awarded the benefit on the basis of the pension 

that they receive (low pensions, as is the case of the minimum pension schemes or the 

Solidarity Pillar introduced in the 2008 Chilean reform), there is a direct effect on the 

incentive to pay into the contributory scheme. 

Before explaining how the new design alters incentives to participate, it is important to 

ask oneself for whom incentives are significant in this context or, in other words, who has 

the possibility of deciding whether to pay contributions, or not to do so. 

In the first place, there is a group of workers who are not obliged to pay contributions into 

the pension system because of the nature of their activity: the independent (or self-

employed) workers.  In point of fact, those workers who engage in activities without any 

clear dependence on an employer may decide whether they wish to be involved in the 

pension system, or not.  In practice, this means that only a small proportion of these 

workers (around 5%) actually pays pension contributions into an AFP.25 

In the second place, there are workers who are in an employment relationship.  In 

principle, these workers are obliged to contribute an amount equivalent to 10% of their 

                                                      
23

 Parts of this section were adapted from Fajnzylber (2006b) 
24

 See for example, Cox-Edwards and Edwards (2002) 
25

 See Berstein, Larraín and Pino (2006) 
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assessable income, plus the fees for administration and for financing the Disability and 

Survivorship Insurance (SIS).26  Insofar as there is limited capacity (and political inclination) 

to check on whether this obligation is being carried out, some workers are able to reach 

an agreement with their employer to declare the minimum income allowed by law or 

simply to not pay a pension contribution. The first type of evasion (under-stating of the 

assessable income) is particularly attractive in situations where pensions depend to a large 

extent of the number of contributions and to a lesser degree on their amount (as tends to 

occur in defined-benefit systems where only the assessable incomes of the final working 

years are included in calculating pensions).  The second type of evasion (non-declaration) 

is more generally a response to a series of factors pertaining to the issue of informality 

(taxes, work standards, health coverage), but may also be influenced by the generosity 

and access requirements of the non-contributory benefits of the system. 

Finally, people who do not have a paid economic activity (such as people who are in 

process of education or are occupied in home-making tasks) would be able to opt to work 

and pay contributions or simply pay pension contributions voluntarily.27 This last group 

has traditionally had very little involvement in terms of paying contributions, for reasons 

that generally fall outside the social security field alone, so the various benefit schemes 

are expected to have little effect on their incentive to participate. 

Given below is our review of the main characteristics of the poverty-prevention pillars in 

existence before the 2008 reform: the guaranteed minimum pension (PMG) and 

assistance pension (PASIS) programs.  Then a comparison is made of the features of these 

schemes and of the New Solidarity Pillar, in terms of their effect on the incentive to 

contribute. 

 

3.1.- The guaranteed minimum pension program (PMG)  

Prior to the 2008 reform, an individual who retired on age grounds from the individual 

capitalization system could apply for the state-guaranteed minimum pension, which 

                                                      
26

 In January 2010, the commissions currently in force varied between 1.36% and 2.36% of the assessable 
income.  The deduction for the item DSI corresponds to 1.87% of the assessable income.  When the system 
is fully functional, this latter amount will be payable by the employer, but during a transitory period it will be 
applied only to businesses with more than 100 workers.  In the case of women, as a result of the 2008 
reform, a fraction of the DSI premium (0.2% of the assessable income) is deposited in the individual account 
as a contribution in addition to the mandatory 10% contribution.  In other words, women pay 10.2% of their 
assessable income into the individual funding account, and added to that is the management commission 
and a premium of 1.67% under the item DSI. 
27

 Prior to the 2008 reform, the only way of paying voluntary contributions was via the figure of the self-
employed worker’s contribution.  In the reform, the figure of voluntary contribution was introduced,.  This 
can even be paid by the worker’s spouse. 
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would be paid to him/her monthly as long as he/she lived, always provided that the 

following requirements were met: 

¶ To have retired for reasons of old age 

¶ To have reached legal retirement age (60 years for women and 65 for men) 

¶ To have a pension lower than the guaranteed amount.28 

¶ To have paid at least 240 monthly contributions (20 years, not necessarily 

continuous) into the individual capitalization account. 

¶ Not to be in receipt of income or other financial input adding up to an amount 

equal to or greater than the minimum pension in force on the date of applying for 

the benefit. 

The application of the requirement to have a pension lower than the guaranteed amount 

depends on the type of pension chosen: a pension by programmed withdrawal or a life 

annuity. 

¶ In the case of a pension by programmed withdrawal, the funds in the mandatory 
capitalization account must be used up first.  Once this has happened, the State 
finances a monthly pension equivalent to the guaranteed amount. 

¶ Where a life annuity pension is concerned, the pension must be lower than the 
guaranteed amount, in which case the State funds the difference between the 
(annuity) pension and the minimum pension. 
 

In addition to the minimum pension guarantee for old-age pensions, there are similar 

guarantees for people receiving disability pensions, widow’s and orphan’s pensions and 

for the originators’ parents, though the requirements are slightly different. 

The 2008 reform establishes a series of transitory provisions, which allow certain people 

to choose between the benefits of the minimum pension scheme (state old-age 

guarantee) and those of the SPS: 

¶ People who are receiving the state guarantee on grounds of old age or disability on 
1st July 2008 will continue to receive that guaranteed pension. 

¶ People who are fifty years old or more on 1st July 2008 and are enrolled in the 
individual capitalization system will be eligible for the state old-age guarantee. 

                                                      
28

 The State-Guaranteed Minimum Pension is fixed at: $104,960 for pensioners under 70 years of age 
(approximately 64% of the minimum wage currently in force), $114,766 for those between 70 and 75 years 
of age and $122,451 for those over 75 years of age (values current as from 1

st
 December 2008). 
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¶ People who are beneficiaries of survivorship pensions under Decree Law Nº 3,500 
(1980) on 1st July 2008 will continue to receive that guaranteed pension. 

¶ People who, until the last day of the fifteenth year following the enactment of the 
law, meet the requirements to qualify for a minimum disability or survivorship 
pension, will be eligible for the state guarantee.  

 

In every case, people who are eligible for the state-guaranteed minimum pension will be 

able to change to the SPS, but only on one occasion. 

In terms of incentives, the guaranteed minimum pension represents an incentive to 

contribute for those people who expect to benefit from it and have not yet reached the 

minimum 240 contribution requirement and a disincentive for those people with a low 

balance who have already met the requirement.  The scale of the incentives to contribute 

(for those people who have not reached the 240 contributions) and the disincentives to 

contribute (once these are achieved) can be seen in the following figure.  In preparing this, 

a construction was made of the accumulated balances and resulting equivalent life-

annuity pensions for 4 different types of individuals:29 

¶ Single man, who retires at age 65. 

¶ Married man with a wife two years younger, who retires at age 65. 

¶ Single (or married) woman, who retires at age 65 

¶ Single (or married) woman, who retires at age 60. 
 

Shown on the horizontal axis is the number of years in which a person paid contributions.  

On the basis of the assumptions mentioned above, a calculation was made of the pension 

that such contributions would be able to finance.  If contributions were paid for less than 

20 years, the person will not be entitled to the state guarantee and would therefore 

receive only the amount corresponding to his/her savings.  In the case of a person who 

contributed for 40 years, his/her savings would make it possible to fund a pension higher 

than the minimum pension, so he/she would receive no help from the state.  It is in the 

                                                      
29

 In every case, the monthly income is given for a wage of $120,000, assuming a constant yield of the funds 
of 5% per year.  By way of reference, between September 2002 (the date when the multi-funds scheme 
began, in which each AFP offers 5 funds with different levels of risk) and December 2009, the pension funds 
earned between 8.9% per year in real terms (Fund A, the riskiest) and 3.47% per year in real terms (Fund E, 
the most conservative).  The risk chosen corresponds to Fund D, known as conservative (4.99% per year in 
real terms).  It is assumed that the worker had a constant contribution density between 20 years of age and 
retiring age; a wife who contributed for 20 years between the ages of 20 and 60 would present a density of 
50%, which is assumed to be constant.  In other words, she pays contributions in half the months of each 
year.  The fees charged by the fund-management companies are excluded from the analysis because, 
following the 2008 reform, they are not allowed to charge on the fund under management but as a fixed 
percentage of the declared income, over and above the 10% accumulated in the individual account. 
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intermediate range (20 or more years of contributions but with a pension below the 

guaranteed amount) that a state subsidy takes place. 

Figure 3.1 – Effect of current minimum pension on different individuals 
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Source: Fajnzylber (2006b) 
 
As may be seen, women with low incomes who retire at age 60 (the figure closest to the 

horizontal axis) have strong incentives to reach the 20.year requirement.  In fact, by 

moving from 19 to 20 years of contributions, the access to the state-guaranteed minimum 

pension means that the woman in this exercise would almost double her pension.  The 

scale of this jump (represented by the size of the “step” occurring at 20 years) is relevant 

to the incentive to pay contributions in order to reach this requirement.  On the other 

hand, once this objective is reached (the 20 years of contributions), the incentives to stop 

paying contributions are also very strong due to the fact that, in principle, the amount of 

the final pension will not increase if the person pays more contributions.  If the woman in 

the exercise pays contributions for three more years (to complete 23 years of 

contributions) her self-funded pension would still be below the guaranteed amount and 

therefore her final benefit would not increase.  In point of fact, the woman would receive 

the same final pension, whether she pays contributions for 20 or for 33 years.  Only after 

33 years would this woman benefit from the additional saving (her pension would 

increase).  Ultimately, the scale of the disincentive is related to the length of the period in 

which the figure is flat, which is greatest in this exercise for women who retire at 60 years 

of age. 

At the other end of the scale, a single man who retires at age 65 is practically unaffected 

by the presence of the GEPM because, if he is entitled to it, the increase in pension is 
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marginal (little incentive to achieve the 240 contributions because the size of the step at 

twenty years of contribution payments is very small) and, at the same time, with 3 

additional years of contributions, the self-funded pension overtakes the minimum pension 

(little incentive to stop contributing, because the range in which the final pension is not 

affected by more contributions is also small). 

At an intermediate point are married men and women who continue paying contributions 

up to the age of 65. 

To sum up, the GEPM tends to create a focal point around 20 years, encouraging people 

to reach this number of contributions but discouraging interest in contributing beyond this 

level. The scale of these forces depends on the pension level that can be funded by such 

contributions: the incentives tend to be stronger when the pension is lower due to a long 

retirement period (retirement at 60 years) or the presence of a spouse (which means 

keeping back part of the balance to finance a survivorship pension). 

3.2.- The Assistance Pensions program  (PASIS) 

The Assistance Pensions (PASIS) that existed until June 2008 were non-contributory 

pensions given to people over 65 years of age, disabled people over the age of 18 and 

mentally challenged people of any age, who met a series of requirements. 30 In the case of 

the Old-Age PASIS, the basic requirements were31: 

¶ To be 65 years of age or older. 

¶ To be without resources (without personal income over 50% of the minimum 
pension and with an average family income below that amount) 

¶ Not to be a beneficiary of the social security system, in other words, not to be 
receiving any retirement benefit from the INP or AFP systems.  

 

A fundamental element in determining eligibility for a PASIS was its total incompatibility 

with pensions from any of the social security schemes, “grace and favor” pensions or 

pensions granted by insurance companies.  An individual who had accumulated funds in 

his/her individual capitalization account and was not entitled to a minimum pension had, 

as a matter of principle, to use up his/her funds before applying for a PASIS. 

Once allocated, a PASIS could be received for life, provided the requirements were still 

met.  As of June 2008, the PASIS benefit was worth about 50% of a minimum pension, 

                                                      
30

 Initially, the PASIS had a contributory component because the benefit increased with the period in which 
contributions were paid into the contributory scheme.  This characteristic was eliminated by Law Nº 18,611 
(1987). 
31

 There were other requirements, such as having been resident continually in the country for the 3 years 
prior to making the application. 
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meaning that a person who was entitled to the latter had no incentive whatsoever to 

apply for a PASIS (since they were incompatible). 

A second central element in the PASIS program is that, until March 2006, it did not 

necessarily constitute people’s right (unlike the minimum pension, which did, provided 

the requirements were met). There were a limited number of places and a person who 

met the requirements had to apply to the Municipality corresponding to his/her place of 

residence.  The socio-economic level of the applicant and his/her family group was 

assessed, using the Social Protection Record (FPS).  Applicants were therefore competing 

for the available places on the regional lists and the new PASIS were finally awarded on 

the basis of a “ranking” generated by the points on the FPS.  As from March 2006 the 

waiting lists were eliminated as a matter of principle. 

In terms of incentives, it can be argued that the low level of the PASIS benefits implied 

very little disincentive to pay contributions, and also targeted a relatively small spectrum 

of the population.  Comparatively speaking, the Basic Solidarity Pensions (PBS) show 

characteristics similar to those of the PASIS (designed for people with no pension rights 

under any social security scheme) but for a higher amount ($75 thousand of the PBS, 

compared with $48 thousand of the PASIS paid until June 2008) and dealing with a wider 

spectrum of the population (potentially up to the poorest 60%). 

3.3.- Comparison of incentives  

Unlike the PMG and PASIS programs prior to the reform, the SPS benefits affect incentives 

to contribute similarly over the whole coverage spectrum: every unit of mandatory saving 

made by a potential beneficiary is offset by a reduction in the state subsidy, equivalent to 

the proportion PBS/PMAS.  When up and running, that underlying tax will be equivalent to 

29.4% ($75,000/$255,000) of the individual savings.  That disincentive is valid for all those 

people who might hope to benefit under the program (people with self-funded pensions 

lower than PMAS who are included in the poorest 60% of the population). 

By contrast, under the previous scheme, people in the poorest quintile with little 

participation in terms of contribution (low or zero contribution density) were facing a 

small income effect (as a result of the modest PASIS benefits) but an underlying tax of 

almost 50%.  This last is the result of the benefit structure of a person who retires having 

accumulated a very small balance in his/her account; in these cases, the pension is 

calculated according to the programmed withdrawal formula, which generally means a 

decreasing profile over the course of time.  Since small amounts are involved, the pension 

is adjusted to the amount of the minimum pension from the beginning and is paid until 

the funds in the individual account are exhausted.  In the following figure, it is possible to 

see the case of an individual whose balance is only enough to finance 9 months of 
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payment for an amount equivalent to the minimum pension.  As from that moment, the 

person could apply for a PASIS, the amount of which would be equivalent to less than half 

the minimum pension.  If the person had made an effort to save an additional $100 

thousand, he/she would only manage to postpone by one month the point when the fund 

would run out and the PASIS start to be received.  In net terms, the total pension received 

is only increased by $55 thousand (not including adjustments for the fact that this greater 

pension is received in the future and with a probability of less than one). 

Figure 3.2 – Underlying tax in PASIS 
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Source: Author. 
 
In order to discover more precisely the impact of the various incentives, the following 

figure makes it possible to compare the simulated marginal effect of an additional US$1 of 

savings on the expected present net value (VPNE) of the pensions received under the 

PASIS scheme and under the New Solidarity Pillar.32 

                                                      
32

 The simulations were constructed on the basis of a single man who retires at age 65 in the year 2009, 
applying the mortality tables and interest rate structure in force at that point, in order to calculate the 
programmed withdrawal.  In the PASIS simulation, a programmed withdrawal pension is calculated, adjusted 
to the minimum pension (if the amount according to the calculation is less than the MP), followed by a PASIS 
once the fund in the individual account is exhausted.  In the case of the NPS, an initial pension was 
calculated using the same assumptions, to which was added the Solidarity Pension Payment calculated on 
the basis of the parameters currently in use, and the total pension is paid for life. 
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Figure 3.3 – Marginal effect of US$1 of additional savings on ENPV(pensions) for 
individuals with different initial pensions, under the PASIS scheme and NPS  
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Source: Author. 
 

Various conclusions can be drawn from the above figure: as was mentioned earlier, the 

PASIS scheme produces a considerable underlying tax (up to 60%) on people who have 

accumulated a low balance (initial pensions of under US$250).  This is explained by the 

fact that, for these balances, the pensions are adjusted to the minimum pension from the 

beginning, which implies that the additional savings only postpone the moment of starting 

to receive the PASIS (without increasing the initial pensions).  That underlying tax is 

reduced from the point where the initial pensions are higher than the minimum pension, 

because the larger amount of savings means a higher initial pension (which has a greater 

effect on the VPNE of the pensions).  Ultimately, for balances greater than US$250, the 

marginal effect tends to converge in the case of this simulation at a value of around 

US$0.83.33 This originates in the fact that, in the programmed withdrawal scheme, the 

person does not receive the initial balance at VPNE because if he/she dies before the 

balance is exhausted, he/she leaves an inheritance to his/her beneficiaries. 

By contrast, the benefit scheme of the NPS shows an underlying rate equal to 29.4% over 

the whole range of initial pensions lower than the PMAS.  As from that moment, due to 

there being no state subsidy, it is assumed that individuals purchase a life annuity, with 

                                                      
33

 If it is assumed that, as from a certain salary level, people not eligible for PASIS would choose a life-
annuity, the marginal effect would be equivalent to the additional savings. 
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which each unit of savings is transferred directly to an additional unit of pension wealth in 

terms of the VPNE. 

Finally, by being strongly focused, the PASIS produced a series of additional disincentives 

to the accumulation of wealth in the form of better housing, durable goods or higher 

pensions.  These disincentives are also present in the case of the focusing of the NPS, 

though their effect would apply to the population in the middle-income bracket (around 

the cut-off point between the third and fourth quintiles) and not to individuals without 

resources. 

Meanwhile, the PMG program, as was mentioned earlier, produces a considerable 

incentive to contribute (to achieve the 240 contributions) and a strong disincentive to 

contribute (implicit tax of 100%) from the moment that the requirement is met.  The 

importance of these effects, however, depends on the probability of the two main 

requirements of the program being achieved simultaneously: the 20 years of contributions 

and a pension below the minimum pension.  In practice, the conjunction of these 

requirements constitutes a strong restriction on the program’s coverage, because those 

individuals with relatively stable work histories (density at or over 50%) tend to be those 

with higher income-levels, who usually fund pensions higher than the amount of the 

guaranteed minimum pension.  For this reason, the forecasts made prior to the reform 

estimated a low proportion of beneficiaries in this program (see section 2.2).  From the 

analysis of the previous section, it emerges that those who might see their incentives to 

participate affected would be women, insofar as they retire at an earlier age and with 

lower balances. 

4.- Future agenda  
This document presents the main characteristics of the new program introduced in Chile 

to prevent poverty in old age, explaining how this should, in theory, affect incentives to 

pay into the contributory pension system. 

The next step consists in evaluating quantitatively whether these effects result in changes 

in the pension behavior of Chilean workers.  To do this it is necessary to identify sources of 

variation that can be exploited to construct control groups, identify appropriate databases 

(self-reported or originating from administrative data) and apply existing methods of 

impact evaluation (methods of differences in differences, “matching” methods based on 

observable features, discontinuous regressions, etc.). 

These activities form part of the future agenda of research in this area. 
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APPENDIX ɀ Alternative design for the Solidarity Pillar  
Source: Inset V.2, Final Report. Presidential Advisory Council for Pension Reform, July 

2006. 

An alternative design 

In addition to the design proposed for the new solidarity pillar, the Council studied an 

alternative in which the mechanism has two phases of operation.  In a first phase, where 

the estimated self-funded pension (PAFE) is between zero and the equivalent of the basic 

universal pension (PBU), the PBU is added to the PAFE in its entirety, thereby establishing a 

predetermined amount of Final Pension (known as the guaranteed minimum pension for 

the regular contributor, PMGCR).  In a second phase, the subsidy of the NPS is gradually 

reduced, disappearing completely at a new level of the PMAS. 

This design reinforces the incentives to pay contributions during the first PAFE phase, 

because all the additional benefit of contributing to the system is added to the PBU in its 

entirety, only being reduced on the basis of the PMGCR. This design is illustrated in the 

following graph. 

Alternative Representation of the New Solidarity Pillar 

 

PF  Final pension 
PMAS  Maximum pension with solidarity payment 
PMGCR Guaranteed minimum pension for regular contributors  
PBU  Basic universal pension 
PAFE  Estimated self-funded pension 

In order for this design to be comparable to that proposed by the Council, the 
corresponding PBU will have to be lower than the linear discount proposal explained 
earlier. The Council decided in favor of the linear discount alternative, because of its 
greater simplicity; the higher value of the PBU; and the doubtful effectiveness of a greater 
marginal incentive to contribution in low accumulation segments 


