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The question of social security privatization is at the core of the international
discussion regarding the future of social security throughout the world. Since Chile was the first
country in the world to fully privatize its social security system, important lessons can be
obtained from the 20 year old Chilean experience. The purpose of this paper is to present an
analysis of Chile’s fully funded, defined contribution system. The paper will emphasize the

impact of the reform on the state, the pension fund administrators and the insured.

The Financial Structure

The 1980 legislation introduced a number of substantial reforms which changed the very
basis of the financial system, altered the principle of solidarity, and reinforced individualism. It
involved the elimination of employer's contributions to the social security system, and the
transformation of the common fund into individual funds.

The reduction of the employers contribution to the pension system had began in 1975
when contributions were reduced from 43.3 percent of the taxable wages to 20.3 percent in
1980.' The 1980 legislation maintained only a 1 percent contribution to the workmen's
compensation fund, and a temporary, 2.85 percent tax to finance the family allowance and the
unemployment insurance programs. By 1988 all the employers contributions had been
eliminated. The purpose of these reductions was to lower the cost of labor and in turn reduce
unemployment rates. Employees and workers contributions to the system were also reduced, but

only for those workers who transferred their social security funds to the new system, providing a
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very strong incentive to do so. The insured pays a 10 percent contribution to the old age pension
system. Additional contributions of 2.5 percent to 3.7 percent are required to finance the
invalidity and survivors pensions. The insured can also make additional contributions of up to 10
percent to augment the old age pension fund and they have to deposit another 7 percent of the
wages to obtain health and maternity benefits. Consequently, the total compulsory contribution
in the private sector amounts to 19.5 percent to 20.7 percent, while the contribution in the public
sector is of about 27 percent.

The large reduction in the contributions to the pension plan resulted from the reduction in
social security expenditures that was mandated by the D.L.2448. Specifically, the elimination of
the pensions based on years of service; the increase in the retirement age to 60 years for women
and 65 for men; and the elimination of the desahucio or cash benefit paid in relation to the years
of service produced a sizable reduction of expenditures. Better fiscalization and compliance with
the laws will also produced an increase in revenues.’

The common fund system, sistema de reparto, which had been under the attack of the
neo-liberals since 1974 was replaced by the individual capitalization fund, or fully funded system.

For Pifiera the common fund had not only failed to achieve its fundamental purpose, social
solidarity, but it had generated and encouraged the inequalities, inefficiencies, and insufficiencies
that characterized the whole social security system.® The elimination of the common fund
system, in fact, complemented the elimination of the social security tax and established a system
that might be defined as compulsory private insurance system.

There is little doubt that the prime reason behind the replacement of the common fund by
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the individual fund was s the individualistic ideology sustained by the regime. What Piiiera calls
the collectivist philosophy of the past is what had served as the foundations for the prevailing
social narrative: the notion that the state could be used to bring about a better society for all.
Pinera’s argument was that the old system failed to achieve its goal and instead of creating a
better society for all, it created a better system for those with enough power to get the benefits
from the politicians. For the others it created simply a hope and also a deception; a myriad
formed by unattainable benefits.

Why was the military excluded from the system? Here the issues of modernity and self-
reliance were conveniently abandoned. It appears that in this case the old system was not as bad
as depicted by Pifiera. It is quite obvious that the military would rather have the safety and
security provided by state instead of the uncertainty of a system based on one’s personal effort.

That the military acted as an interest group within the regime it is also quite obvious.

The Administrative Reform

The principle of subsidiarity of the state; the need to enhance the role of the private
sector; and the need to improve the administration led Pifiera to argue that the social security
funds should be put in the hands of the private sector. The administrative reform was expected to
reduce the administrative costs and integrate the social security system into the national
economy.

It is important to note that for the government economists one of the major obstacles to

150



Chile's economic development, and one that the market approach had proven unable to resolve
was the low savings rate. The low savings rate resulted from the underdevelopment of the local
capital markets. The social security reform was crucial both for the development of the capital

markets and to achieve economic growth. As Martin Céstabal argues.

The growth of the capital markets produced by the new pension system will be

oriented, by and large, to produce long term effects. The long term characteristics

of the social security savings will be geared to develop long term credit

instruments, which would contribute to structure a more integral capital market,

something we have not had until now.

The development of these long term capital markets would bring stability and

longer terms to the credit system, improving credit conditions for activities such

as housing, and for medium and small entrepreneurs, who are intensive credit

users.’

The transference of the administration of social security funds to the private sector
involved the creation of a new type of enterprise: The Administadoras de Fondos de Pensiones,
or AF.P. (Pension Funds Managing Corporations). They are exclusively charged with the
administration of the individual funds and the provision of the social security benefits established
in the law.

In order to understand the nature and functions of these new private entities, one has to
keep in mind that the D. L. 3500 contains both free market and regulatory principles. The free
market principles encouraged the formation of a plurality of A.F.P. that would compete among

themselves, offering the highest interests in the capital accounts, and charging the lowest

commissions. The A.F.P. is a lucrative corporation, whose profits results from the commissions
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they charge for the administration of the funds. Originally, those commissions could be
structured, either as a flat rate, as a percentage of the insured deposit, or as a combination of both.
In order to insure efficiency and the lowest commissions, the insured was free to more from one
A.F.P. to another.

Given the underdevelopment of the Chilean economy, and especially the
underdevelopment of the capital markets, the state chose to regulate the investments of the newly
created corporations. The law establishes that each A.F.P. has to maintain two separate funds: a
minimum capital fund required to establish an A.F.P., and a second one formed by the individual
deposits. The law also prescribes investment policies and the profitability of the latter fund.®

In regard to benefits, the 1980 legislation and the modifications to the law approved in
August of 1987 established that once the basic requirements to obtain a pension has been
fulfilled the pensioneer has three different options: a) to buy an immediate life annuity from an
insurance company with the funds accumulated in the account, b) to obtain the pension directly
from the A.F.P. Howeuver, in this case the capital fund has to be large enough to provide for a
pension that is at least equal to 120 percent of the value of the minimum state pension and c) to
combine a temporary annuity paid by the A.F.P. with a deferred life annuity bought from an
insurance company. In the case of disability and survivors pensions caused during the active life
of the insured, the pension received by the beneficiary is a proportion of the taxable income of
the last 12 months, fluctuating between 50-100 percent of the taxable income. The benefit is
paid by the A.F.P. directly.’

Finally, the D.L. 3500 created a system of minimum pensions for those affiliated to the
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new system to be applied in case of depletion of the individual capital account, or if the rent
produced by the fund is smaller than the minimum pension. In order to qualify for this pension
the insured must have at least 20 years of contributions. The original value of the pension was

about U.S. $45 monthly.
Launching the Fully Funded System

Launching the new system involved the actions of both the private and the public sector:
the former had to create the A.F.P. and the later had to make the affiliation to the new system
compulsory for all those that became employed, for the first time, after December of 1982; and to
ensure that all transference to the new system was permanent. The state also created two new
agencies, the Superintendencia of A.F.P. and the Instituto de Normalizacién Previsiénal, or
Institute for the Normalization of the Social Security System, charged with coordinating the
transition from the old to the new system. |

The launching of the reform on May 1, 1981, was followed by the massive adoption of
the new system. In the first month, half a million people changed to the new system and by
December of 1981 1,604,908 persons, out of an economically active population of 2,890,000,
had moved to the new social security system. Neither the government nor the leadership of the
AF.P.s had predicted such large move.®  Four elements seem to have prompted people to
abandon the old social security system: a) a very expensive and well orchestrated propaganda

campaign; b) the net increase in income of those that moved to the new system; c) the desperate
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situation of the pensioneers, and d) the pressure applied by some employers.

Both the A.F.P. and the government launched, what was the most expensive publicity
campaign in Chile's history.” This campaign stressed the issues of modernity and self-reliance
involved in the new system, as opposed to the politicization, chaos, and crisis involved in the old
one. Just during the months of May and June of 1981 all of the A.F.P. spent over US $8 million
in advertising.'°The acceptance of the new system can be explained in terms of the skillful
propaganda campaign, the changes in societal values stressed in the publicity, and the importance
of propaganda in the context of a tyrannical regime in which the society is deprived of alternative
views or ideas.

The net salary increase obtained by those workers that chose to move the new system also
contributed to the decision to move. The salary increase ranged from 7.6 percent, for those that
belonged to the Blue-Collar Workers Fund, to 17.1 percent for the Bank Employees. The salary
increase was well publicized by both the government and the AF.P. It is reasonable to believe
that the desperate situation of the retirees might have also acted as an incentive for people to
move to the new system. The combined effect of several years of high inflation, declining real
wages, and the system used to compute the pensions, had withered away their pensions.

The beginning of the new system was preceded by the creation of several A.F.P.
However, the large degree of concentration of the Chilean economy, thwarted the free market
principles that inspired the reform. Of the 12 corporations that were originally created, 9 of them
were owned by Chile's largest economic groups and they covered 91.99 percent of the affiliates

that changed to the new system." Furthermore, the two largest A.F.P., Provida and Santa Maria,
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owned by the two largest economic groups, captured 63 percent of the insured. By the end of
1987, Provida had 30 percent of the affiliates while Santa Marfa had 20 percent. By the end of
1998 1/3 of the insured were using Provida while about of the insured had their funds in Habitat.

Santa Maria ranked third with about 1/6 of the affiliates."

The Role of the State

The social security reform did not eliminate the role of the state as one might be led to
believe by the neo-liberal rhetoric, but simply transformed it. The new role of the state exhibits
three important characteristics. Because of the compulsory nature of the fully funded system, the
state had to enforce the system. The law established that all the new workers are obligated to join
while the old workers are forced to remain in it once they have decided to change. In order to
enforce the new rules and facilitate the transition from one system to the other two new
bureaucracies were created: The Superintendecia de Administradoras de Fondos de Pensiones
and the Instituto de Normalizacién Previsional. From a financial perspective the role of the state
changed and the reform entails a massive budget deficit.

The establishment of a state enforced private insurance system is certainly unique. Its
creation reflects some of the contradictions that the application of neo-liberal principles with
extensive state involvement can exhibit, especially in the context of authoritarian politics.

From an institutional perspective, the new system involved the creation of two new social

security bureaucracies: the Superintendencia de Administradoras de Fondos de Pensiones, and
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the Instituto de Normalizacién Previsiénal. The Superintendencia de Seguridad Social was
maintained to control the old system.

The Superintendencia of AF.P. was created to supervise and control the newly
established A.F.P’s., authorize their constitution, supervise the structure of commissions, control
the pension funds, regulate the agreements with the insurance companies, and dissolve the A.F.P.
in case of violation of the law. Why did a government create this new supervisory agency? The
question is particularly relevant since the regime had done the outmost to reduce the size of the
civil bureaucracy and reduce government involvement in the economy. Behind the stated
technical reasons seems to be a political motive: to create an institution responsive to the needs
and ideas of the neo-liberal economists, and to put an end to the life of the old superintendencia.’®

The Instituto de Normalizacién Previsional has financial functions. It was created to
facilitate the transition from one system to another. Its fundamental function is to administer a
social security fund formed with all the funds received by the different Cajas. The old Cajas had
ceased to be autonomous and are under the financial control of this institute. The creation of the
institute is the culmination of a process of fiscal centralization that had began in 1978 and that
drastically reduced the power and functions of the Cajas. The Instituto also administers the Bono
de Reconocimiento, or recognition bond. The bond represents the number of years that the
insured contributed to the old system and is given to the A.F.P. at the time of retirement

invalidity or death.'

The Impact of the Reform
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As Pifiera correctly argued,

The social security reform has been one of the most important steps taken by the
present regime. It constitutes a new and original scheme which will contribute
decisively to change the economic, social and political culture of all Chileans.”
The impact of this reform has to be analyzed in at least two ways: From an economic
perspective, regarding both the public and the private sector of the economy; and from a

socio-political perspective. In order to assess the economic impact we will look at data from the

late 1980’s and the late 1990’s.

The Economic Impact

It is useful to distinguish two levels of the reform's economic impact: the impact on the
pensions and on the general economy. Regarding the first we will look at the reform’s effects on
coverage and the value of pensions, as well as, the impact on women. Regarding the second one,
the analysis will focus on those areas identified as critical by the proponents of the reform such
as the impact on the state, and on the capital and labor markets.

The question of coverage under the new system appears to be quite complex. While in
the old system Chile had about 80 percent of the labor force covered in the new one the
measurement of the coverage has been problematic. In 1996 the Superintendencia reported that
107 percent of the labor force was covered by the new system, and that figure did not take into
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account that 89 percent of the self-employed were not covered, that a small percentage remains
in the old system, and that the armed forces have their own separate system. After a preliminary
revision of the data the Superintendencia argued that the figures were marred by statistical
deficiencies produced by the constant changes from one AFP to another one. The agency now
estimates that about 80 percent of the labor force is covered and 90 percent of that is in the
private system. However, this data is still being revised.'® The data for 1998 indicates that the
total number of people registered in the AFP system amounts to 5,966,143 while the active
contributors to the system are 3,149,755. This means that only 62 percent of the insured was
actually paying the monthly contribution, which entails a substantial reduction of the number of
people actually covered by the private pension system.!’

Since the basic statistics regarding coverage remain unclear it is impossible to analyze the
impact of the reform in terms of coverage. Tentatively, one can conclude that the actual
percentage of population covered has decreased due to the fact that only 62 percent of the insured
is actually paying the monthly contributions. The self employed which, by and large, did not
have coverage in the past remains outside the system.

The value of the pension received by the insured depends on the deposits made by the
insured plus the interest accrued, less the commissions charged by the A.F.P. The pensions
awarded under the new system are therefore the direct result of the level of wages and the real
rate of capital return. Between 1981 and 1987 one observes at least two contradictory
phenomena: the decrease in the real value of wages, which by 1985 were estimated to be 13

percent below their 1970 level, and the high real yield of the pension fund investments which in
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the average amounted to 13.8 percent per year. The situation changed dramatically in the 1990’s.
Between 1990 and 1998 the real value of wages increased by 35 percent.”® On the other the real
yield of the investments decreased. The performance of the pension funds has been quite
unstable oscillating from a real yield of 28.6 percent in 1991 to -2.5 in 1995.There were
moderate gains in 1996 and 1997 and the real yield was again negative in 1998 (-1.6 percent).
The average yield since the inception of the system until December of 1998 has been 10.9

percent.”

A recent study indicates that the replacement ratio is 80 percent in the case of the old age
pensions and 67.9 percent for those who opt for early retirement® On the other hand, the value of
an average old age pension provided by the fully funded system is only slightly larger than the
average pension provided by the old system. The old system pension equals 89 percent of the
value of a pension in the fully funded system. In other words, the pension in the fully funded
system is 12 percent higher than the value in the old system. However, in the case of disability,
the pension provided by the old system is 23 percent higher than the pension provided by the
fully funded system.”

The Superintendencia de Administradoras de Fondos de Pensiones, in 1987, estimated
that the average value of a pension paid by the new system was 1.24 times higher than those paid
by the old system, while the invalidity pensions are 2.23 times higher. However, it is important
to note that by the time this estimate was done the A.F.Ps. had granted only 10,099 old age
pensions and 12,383 invalidity pensions out of an insured population of almost 3 million people.

By the end of 1998 the system was paying 290,000 pensions and the average value of a
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retirement pension was of about US$200, while the average value of an invalidity pension was
about US $280.”

A very interesting issue raised by the reform is the question of gender inequities. The
central issue here is that the reform reinforces the existing gender inequalities. To the extent that
the value of the pension depends on the value of the wages, the years of contributions and the life
expectancy after retirement, the situation of women is certainly worse than that of the male

retirees. As Arenas de Mesa and Montecinos argue,

"women should clearly understand that. .. every year in the labor market is
considered in the calculation of their pensions. This means that women who take
time off the labor market. . .will receive lower pensions than those who have
worked without interruptions.

Women should also know that the actuarial factors used to calculate their pensions

are different from the one’s used for men’s pensions. The pensions that women

receive in the new system are lower than the pensions of men, because the average

life expectancy of women is longer than men’s life expectancy. Women should

consider that although the system allows them to retire five years earlier than men,

early retirement reduces even further the amount of their pensions."®

The government, the women, and those interested in women rights have entirely ignored
this critical issue. The value of the pensions has a direct effect on the life of women and also on
the state finances. One can expect that a very large number of women will not qualify for a
retirement pension due to the fact that they earned less, took time off, or simply because they live
longer than men and that they will have to obtain a minimum pension from the state.

Consequently, women are being penalized and discriminated upon by the system and nothing has

been done to remedy the problem.
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The structure and size of the commissions charged by the A.F.P. for the administration of
the fund also impinges directly on the pensions. Originally the law established that the A.F.P.
could charge a flat rate, plus a percentage of the deposit to administer the fund, plus an additional
commission geared to finance invalidity pensions which amounted to a percentage of the wages.
Changes in the law introduced in January of 1988 eliminated the percentage over the deposit.
Although this change makes it easier for the insured to know how much he or she is paying for
the administration of the fund, it does not deal with the main problem in this area which is the
regressive nature of the flat rate. For instance, at the beginning of 1988 Provida charged $954 to
administer the fund when the taxable wage was $20,000 and $3,728 when the taxable wage was
$100,000.% This regressive element affects not only the poorest sectors of the population, but it
also has an impact on the fiscal deficit given the fact that the government has to subsidize those
pensions that are smaller than the minimum pension.

1998 data indicates that the regressive effects and the high administrative costs continue.
For instance for an insured with an income of about US $160 the administrative costs fluctuates
between 25.6 percent and 37.9 percent, while the cost for an insured with an income of US
$1,300 the cost fluctuates between 24.1 percent and 30.2 percent.” The data also indicates that
in spite of the reforms and the freedom of the insured to move from one AFP to another one the
administrative costs have not declined. "What has decreased is the premium for disability and
survivor insurance which is managed by commercial insurance companies. . . the premium
decreased from 1.22 percent to 0.62 percent from 1990 to 1998, but the commission rose from

1.73 percent to 2.34 percent from 1990 to 1995 and then declined to 2 percent (still higher than
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in 1990). Conversely, the commission for old-age insurance has oscillated but tended to increase
in the long run. The net result has been rising or at best stagnant administrative costs, a strong
indication that competition does not work properly."*

Strongly related to the question of commissions is the overall nature of the administrative
system designed by the framers of the program. Essential to the reform was the notion that the
private sector would create the pension fund managing companies and that the public will be free
to choose among them, and to change from one to another one. Ideally this would create a system
characterized by low administrative costs and high coverage and efficiency. In practice, the
number of AFPs has not changed much. There are today thirteen AFPs (initially there were
twelve) and the three largest concentrate 69 percent of the insured. The insured is permitted to
change A.F.P.s as often as he or she wishes and the data indicates that people have massively
changed from one A.F.P. to another one.

According to Mesa-Lago between 1984 and 1996 the proportion of insured changing
from one A.F.P. to another one increased from 10 percent to 52 percent which amounts to a total
of 1.3 million transfers. Since most of these changes are the result of the promotional activities of
the A.F.P.s the key element in the change is the action and numbers of sales personnel involved
in the process. The number of salespeople reached almost 19,000 by 1996 or one per 160 insured.
The cost of this amounted to 37 percent of the total operating costs of the A.F.P.s and 60 percent
of the commission charged by the A.F.P. to the insured.”

Perceptions about the efficiency of the A.F.P.'s have changed since the inception of the

system. A survey conducted in 1987 indicates that the public image of these institutions is
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declining. For instance, over 50 percent of the interviewees indicated that they believed the state
was more likely to pay a higher pension and an indexed pension than the A.F.P., while only 9
percent preferred to leave the administration of the pension programs to national private
enterprises.”

It is interesting to note that during the 1980°s the three largest A.F.P.s charged the highest
commissions, however that has changed and currently they exhibit the lowest costs. During that
same period the largest institutions had the lowest rate of return. Consequently, it appears that the
selection was not made on the bases of performance or cost, but a s a result of the actions of the
sellers and the publicity. It could also be the result of a generalized dissatisfaction with the
performance of the AFPs

The economic effects of the reform have not been limited to the pensioneers; the reform
has had also a large impact on the private sector at large, representing a huge transference of
funds from the public to the private economy. By the end of 1985, the capital accumulated by
the A.F.P.'s amounted to 9.73 percent of GDP and by the end of 1998 the capital accumulated in
the hands of the A.F.P.’s was about US$30 billion which amounts to about 40 percent of the
GDP.®

In order to protect the fund the law closely regulates the investment of the pension funds
and establishes that the A.F.P.s has to distribute their investment among government instruments,
fixed term deposits, mortgage bonds and stocks. By the end of 1985 42.6 percent of the funds
were invested in government instrument, 35.3 percent in mortgage bonds and 20.5 in fixed term

deposits.” In 1987, 1990 and in 1993 some of these regulations were modified in order to
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liberalize the investment opportunities, reducing the investment in government paper while
increasing the investment in stocks and allowing investment in foreign stocks and bonds. By
December of 1998 40.9 percent of the funds were invested in government bonds, 16.6 percent in
mortgage bonds, 14.5 percent in stocks and 13.6 percent in fixed term deposits.”*

The Chicago trained economists argued that the private pension system would be a
critical element in the establishment of a local capital market. Although there is no question
about the growth of the capital markets in Chile there is a strong debate about the role of the
A.F.Ps in that process. Some analysts argue that the pension funds have had a critical role in that
process, promoting foreign investment in the local market and reducing the foreign debt by
transforming debt into a capital investment. Others argue that the growth of the Chilean capital
market is not different from that of other Latin American markets during the same period and
that the pension system did not make a strong contribution to that growth.”> The most complete
study to date has been made by Robert Holzmann. He suggests that the pension funds made the
financial markets deeper and more liquid and that the pension fund activities enhanced efficiency
and risk allocation. Holzmann’s econometric studies also indicate that the overall impact of the
pension fund on growth rates fluctuates between 1 and 2.9 percent.*®

Finally, the expected positive impact on national savings is also a matter of intense
debate and there is no conclusive evidence that the new system has had a positive impact on the
rate of savings. In fact a recent study shows that the net effect on national savings has been
negative since the fiscal cost was higher than the capital accumulation.*

Ministers Pifiera and Kast argued that the elimination of the employers contribution
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would reduce the price of labor and that, in turn, would produce a drastic reduction of
unemployment. The behavior of the unemployment rates between 1981 and 1985 show, that the
social security reform did not produce this effect. Again, the neo-liberals seemed to have ignored
the fact that the high unemployment rates were linked to the very nature of the economic model
and its consequences. Unemployment was the result of the reduction in the size of the industrial
sector due to the combined effect of the policy of trade liberalization, the reduction or
elimination of subsidies to the industrial sector, and the reduction in the internal demand
produced by the shock therapy. In fact, between 1975 and 1983 unemployment rates were at
least 3 times higher than in the previous decade while the price of labor had dramatically
decreased. Since unemployment was not the result of the price of labor, as Kast and others
repeatedly argued, there was very little the reduction or elimination of the social security tax
could accomplish. By the same token the growth of employment between 1986 and 1997 cannot
be attributed to the social security reform, but to the modifications introduced in the model and
the success of the export sector.

Unemployment has again increased since 1997 and in May of 1998 reached 10 percent is
highest level in a decade. The main reason is the collapse of Asia’s demand for copper, which
accounts for about two-fifths of Chile’s exports. Chile’s exports of manufactures have also
suffered due to the recession in Argentina and Brazil.*

The effects of the social security reform on the public sector are just as important as those
it produced on the private sector. However, the financial impact of the reform on the fiscal

finances was never estimated,” in fact, the social security reform is having and will continue to
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have a large budgetary impact, which will seriously affect the finances of the Chilean state.

The reform carries a budget deficit which is the result of the transference of the
administration and payment of contributions to the private sector, while at the same time the state
maintains a high level of expenditures. The transference of about 90 percent of the economically
active population to the new system involved a net decrease of the government social security
receipts which were previously received by the state. But this reduction in government receipts
was not accompanied by a decrease in social security expenditures due to a number of reasons.
First, in order to allow the AF.P. to capitalize, the law established that they will not pay
retirement pensions during the first five years. As a result, during those five years, the state was
faced basically with the same social security expenditure, since workers close to retirement chose
not to move to the new system.

After the first five years the state continues paying pensions to those who chose to remain
in the old system and is has to pay also the bono de reconocimiento (or recognition bond) of
those that begin to retire in the new system. This bond, which represents the number of years
that the insured contributed in the old system becomes effective at the time of retirement,
invalidity or death.”

The pattern of transfer to the new system added a new financial burden. Those affiliated
to the civil servants fund, which required the largest state contribution, were reluctant to move to
the new system, while those affiliated to the self-financed funds such as white collar workers and
bank employees have moved in a very large proportion because of the increase in the take-home

pay. In brief, "the state contributes to the private pension fund through two mechanisms: the
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acted from within the government. Very much favored by the reform are those who own or
control the pension industry, as well as the major banking and publicity concerns involved in the
reform. The real measure of their economic power is that they control more than 40 percent of
the country’s GDP. On the other hand, there are those with temporary, low-paying jobs, those
that have to abandon the labor market either because of a downturn in the economy or for
personal reasons, and those who are not even in the system. What is their freedom? I suppose
they are free to choose between a state pension of about US$50 or no pension at all.

The real rate of return of the pension funds will also affect the size and impact of the
budget deficit. Here a new study done by C.B. capitales estimates that the Superintendecy of
AFPs has consistently overestimated the rate of growth of the pension funds since it has not
considered the negative impact that the value of the commissions has on the funds. Since the
average commission for 1998 was estimated to be 18 percent of the contribution, only 82
percent enters the fund. Consequently, the actual real rate of growth of the fund between 1982
and 1998 was 5.1 percent and not 11 percent which is the estimate of the Superintendency for the
same period. According to the same study, if the affiliate would have invested in 90 days
certificates of deposit.*

In August 1999, presidential candidate Ricardo Lagos declared that “during the next
administration we are going to have to deal with the problem of the AFP...since the majority of
the pensioneers will not be able to [save enough] obtain a pension that is equivalent to the

minimum pension. Who is going to pay the difference? The state.*’
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CONCLUSION

The Chilean experience with a fully funded, defined contribution system indicates that
this type of reform has profound effects on both the state and the society. The reform has entailed
the elimination of the social security tax, the transference of the administration of the funds to
private corporations and the creation of private medical insurance institutions. The state’s role,
on the other hand, has been transformed. The state pulled out from the direct management of the
new funds, centralized the administration of the old ones, and it has continuously regulated the
operations of both the old and the new systems. Most importantly this is a state enforced private
insurance and the state has important supervisory and budgetary functions.

On the other hand, after 20 years of experience one can conclude that the pensions have
not increased substantially, that women’s pensions are much lower than the pensions of their
male counterparts and that the role of the state has not been eliminated. The real winners have
been the Pension Fund Administrators who control over 50 percent of the country’s GDP.

Thus, as more and more countries face the dilemma of how best to provide for their
ageing populations it will be very important to consider the costs and inequalities involved in the
establishment of fully funded, defined contribution systems. As shown above, this type of system
enhances social and economic inequalities, eliminates the notion of solidarity, does not reduce

the fiscal cost, and has not increased substantially the value of pensions.
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