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Summary

1. The Public Finance Perspective
2. Is coverage too low in Chile?
3. Trends in fiscal expenditure for solidarity 

with the old poor in Chile.
4. Solutions for the Middle Class.
5. Coverage for the lifetime poor: 

– Is it desirable?
– Is it possible to minimize labor market 

distortions for the lifetime poor?
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The Public Finance Perspective

• Some observers fear that the reforms that 
replaced payg-financed pension plans for 
funded and privately managed pension plans 
may turn out to pay pensions that are 
unacceptably low to many workers. 

• For example, Gillion and Bonilla (1992, p. 187) 
argued that, because the ratio of covered 
workers to employment has been 60% in Chile, 
then pensions that its private pension system 
would finance would be below the minimum 
pension for 65% of its members.
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The Public Finance Perspective

• Therefore, a dilemma emerges: as the benefit 
formula is reformed to give credit to more and 
possible to all years of service, the likelihood of 
regressive redistribution falls, but the number of 
poor workers that fail to self-finance an 
adequate pension for old age rises.

• A strand of the literature has attacked this 
dilemma by seeking methods to raise the 
"coverage of contributions", i.e. raise the density 
(proposals by Bonilla and many others).
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The Public Finance Perspective

• In contrast, the optimal taxation literature in 
Economics argues that the dilemma just posed 
is misleading. What matters for old age poverty 
and social welfare is “coverage of benefits”.

• Defined as the share of people above the 
normal pension age whose total pension income 
(including complements, top-ups and pension 
subsidies for the old poor) is below some 
subsistence level.

• More exactly, what matters is old age poverty, 
and efficiency in the labor market and in taxation
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The Public Finance Perspective

Lessons from the public finance perspective:
• If a country forces poor active workers to raise 

their density of contributions for old age, then 
self-financed pensions will rise and pension 
subsidies for the old will be reduced. 

• In that case poor workers will reduce their 
consumption in order to allow future taxpayers to 
pay less taxes. 

• As future taxpayers are for the most part the 
middle classes and the rich of the future, then 
raising the density of contributions is regressive 
(Valdés-Prieto, 2002).

• Low withdrawal rate for benefits raise efficiency.
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Is coverage too low in Chile?
¡¡Coverage of Benefits is what matters!!
Existing means to cover old age needs:
1. Solidarity programs (1st pillar programs)
• 1.1 Assistance Pensions
• (since 1975, Augusto Pinochet): 
• Eligibility: age 65 or more, other income 

below 50% of the minimum pension 
amount, average household income 
below 50% of the minimum pension 
amount.



8

Is coverage too low in Chile?

1.1 Assistance Pensions: 

• Incentives: When other pensions stop, poor 
person switches to Assistance Pension.

• =>  as the age at which other pensions stop 
rises, annualized PDV(benefits) falls.

• => Incentive to contribute to other pensions is 
muted by the withdrawal of PDV (Assist. 
Pension). Withdrawal rate PDV: 50-60%. BAD

• Coverage: 11% of those above age 60F/65M.
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Is coverage too low in Chile?
1.2 Minimum Pension Subsidy in Old System, since 1952 

– when Salvador Allende headed the Social Insurance Committee
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Is coverage too low in Chile?

1.2 Minimum Pen. Subsidy in Old System

Eligibility: (a) Age 60F/65M; (b) Level of 
Formula pension below MP, with no control for 
other income sources; (c) 50% density over 
lifetime and 15,8 years of contribution, or 20 
years of contribution with no density 
requirement. 
Those that do not meet (c) get zero benefit. 
Go on immediately to Assistance Pension.
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Is coverage too low in Chile?

1.2 Minimum Pens. Subsidy in Old System
• Incentives: For those that expect to meet 

density requirement, withdrawal of additional 
contribution is 100%!! For those in doubt about 
meeting req., marginal incentive to fulfill them 
is about ∞. For those way below requirement, 
contributions are lost and withdrawal of 
additional contribution is 100%. BAD!!

• Requirement based on Service, not Money, 
discriminates against women that earn 
intensively on a seasonal basis (fruit pickers)

• Coverage: about 24% of age group (+ 2ndP).
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Is coverage too low in Chile?

1.3 Minimum Pens. Subsidy in new system, 
funded, individual accounts

• Eligibility: same as old syst, but 2 differences:
– (c’) at least 20 years of contributions. 
– All contributions are returned, + financial returns, 

as a dividend equal to the MP amount. Thus, only at 
expiration, will the participant go on to Assistance 
Pension. Delay in drop from MP level to  Assist. P.

• Coverage 2005: about 4% of age group.

Total Solidarity programs (1st pillars): about 39%
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Is coverage too low in Chile?

2. Second Pillar Pensions (mandatory contribution) 
Coverage: partial or total, depending on size of self-
financed pension.

Coverage of cases with zero 1stP, in 2004/2005:
• Old System: about 26% of age group.
• Military and Police Occupational System (minimum 

service of 20 years): about 8%
• New System: about 25% of age group. However, 2/3 

are early pensions, and some of the remainder are 
receiving dividend equal to the MP amount, but will 
drop to Assistance. Applicable figure about 5%.

Total 2nd pillars: about 39%.
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Is coverage too low in Chile?

3. Voluntary pensions (tax favored or not): according 
to CASEN 2000 survey, about 17% of age group does 
not receive any pension, but yet self-finance an 
individual income above the minimum pension. 

4. Intrafamily Transfers: Substantial Nº of married older 
women without a pension rely on the husband’s 
pension, just as they relied when young on the 
husband’s salary. According to CASEN 2000, 11% of 
age group here (of which 95% are women).

“Preference principle”: “co-residence with husband should be an option, not an obligation” 
(ECLAC, 2006). Given divorce option, this is irrelevant. Living alone is a luxury => 
absurd for the poor. As it neglects the history of these systems, it cannot be used 
to evaluate them. Alternative: split contribution of every married person, crediting 
50% to spouse. I suspect that in that scenario many women would still rely on 
husband money.
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Is coverage too low in Chile?

Summary: 1st pillar + 2ndP:  39%
2nd pillar pensions stand alone: 39%

Voluntary + Intrafamily: 28%
sum is 106% => Some double counting of benefits, someMisreporting.

Alternative Data Source: according to 
CASEN survey, only 6.7% of those aged 
65 or more are below the poverty line. 
For general population, the figure is 20%. 
For children < 14, figure is 30%. Priority!!
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Is coverage too low in Chile?

Granted that coverage of benefits is high in Chile, 
How is Coverage of contributions? 

(= Nº Contributors/Employment)
Much lower, precisely because 1stP is 

substantial.

Problems: Heterogeneity.
Employees in formal sector: 95%
Self-employed that report honoraria to Internal 

Revenue Service (formal): unclear. 5-40%?
The poor: 10-50% (see PRIESO for details) 
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Trends in fiscal expenditure for 
solidarity with the old poor in Chile

• Size of Minimum Pension: Set by law in 
which the Executive Branch has exclusive 
initiative. Set in nominal terms, so inaction 
leads to erosion at about 3% real per year. 
In practice, has been raised as fast and at 
times faster than average wages. In 
crises, the donor has limited the amount.

• Size of Assistance Pension: same.
=> Fiscal expenditure on 1stP is discretionary
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Trends in fiscal expenditure for 
solidarity with the old poor in Chile
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Trends in fiscal expenditure for 
solidarity with the old poor in Chile
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Trends in fiscal expenditure for 
solidarity with the old poor in Chile

• Fiscal expenditure in pension solidarity rises 
merely 0,26% of GDP in the next 20 years. 

• => In Chile, coverage is a micro, not a macro-
fiscal problem.

• But, health subsidies for the old may be much 
larger than these. ¡No figures available!

Longer term: ageing will take its toll. Obvious 1st 
step solution: equalize women’s eligibility age 
to men’s. Also acknowledge that the poor have 
shorter lives, so eligibility age should be cut for 
the old poor, as measured by a means test.
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Solutions for the Middle Class

• Is low coverage of contributions for the middle 
class a social problem? Yes, if it leads to large saving 
mistakes, that imply a large fall in the standard of living when the 
mistake sinks in.

• Surveys and Focus Group: 50% improvident.

Solutions: the self-employed middle class is formal 
already, because payers of honoraria must retain 10%, and to 
get part or all of it back, the payee must file an income tax claim.

• Berstein,Reyes and Pino (2005): Contribution 
by omission: IRS would retain part of the return 
(10% of Min Salary x 12), and contribute it in 
behalf of individual, unless he takes the trouble 
of claiming it back.
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Labor Mkt distortions for the lifetime poor

Can the State force them to Contribute? No 
credible income information for the self-
employed poor; huge collection cost.

Should they be forced to contribute in active life? 
NO! Public finance perspective shows that this 
is Regressive; negates 1stP purpose. 

Should the lifetime poor be protected from labor 
market distortions? YES. When they eschew 
formal sector, they also loose option for training 
and learning by doing. Productivity suffers.
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Labor Mkt distortions for the lifetime poor

Proposal 1: Partial Liquidity for SS saving.
• Illiquid saving is welfare-decreasing for those 

on variable income (self employed) and with no 
financial assets (the poor).

• Allow withdrawal, no cause asked, of up to: 
Min (3 Minimum Pensions; 70% of 

contributions in last 3 years)
• Cannot withdraw again until loan is returned.
• If not returned by pension age, the first pension 

payments are sequestered to pay off the debt 
(highly successful in Philippines SSS)

Impact: raise value of saving; airline mileage effect: 
go on flying (contributing) to keep liquidity.
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Labor Mkt distortions for the lifetime poor

Proposal 2: Reduce withdrawal rate in 1stP

Two extremes:
• Universal pension: zero withdrawal rate => 

smallest distortion on beneficiaries (not zero; 
voluntary saving falls) and largest fiscal cost => 
maximal tax distortion.

• Highly targeted benefit: high withdrawal rate, 
low tax rate.

Intermediate cases: γ = withdrawal rate.
• Subsidy = max [ 0; S0 – γ x Income in Old age]
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Labor Mkt distortions for the lifetime poor

Understanding intermediate withdrawal rate in 1stP
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Labor Mkt distortions for the lifetime poor

Saving Distortion with intermediate withdrawal rate in 1stP 
(Source: Valdés-Prieto, 2002).
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Labor Mkt distortions for the lifetime poor

Saving Distortion with Universal (flat) Benefit in 1stP 
(Source: Valdés-Prieto, 2002): smaller distortion, but present.
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Labor Mkt distortions for the lifetime poor

Proposal 2: Reduce withdrawal rate in 1stP: 
• Current withdrawal rates: 50-60% for Assist. P. 

and 100%/-infinity for Min Pension Subsidy.

• Theoretical study by Valdés-Prieto and Poblete
(2005) finds that, for countries where main 
distortion is switch to informal labor market, the 
socially optimal withdrawal rate is around 20%.

Critical: also withdraw the 1stP benefit from people 
that live in high income-per-capita households, 
even if individual pension income is low.

New MP Subsidy = max [0; S0 – 0.20 x per capita 
household income]
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Labor Mkt distortions for the lifetime poor

Proposal 3: 
Cut contribution rate for the young poor.

• When age-income profile is rising (the young under age 30), it is 
welfare-decreasing to save for old age.

Replace 10% contrib. rate, for those < 30, for:
• 2% of Min Salary + 10% (Earnings- Min Salary)
Impact: the young rich still contribute almost 10%, 

and reduce their eligibility for 1stP subsidies. 
The young poor contribute much less, only 2%.

• coverage for disability and death is retained, 
thanks to the residual 2% contribution rate.

(adapted from rules in Switzerland and the Netherlands)
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Labor Mkt distortions for the lifetime poor

Proposal 4: Match contributions one for one (in $), 
but ONLY for poor above age 30.

• Why match, if a higher pension reduces access 
to 1stP subsidies? The match is a 1stP subsidy 
too, financed with taxation.

• Why stimulate contributions from the poor? To 
compensate labor mkt distortion that induces 
switch to self-employment. Training lost.

• Why after age 30? Because Proposal 3 ends at 
that age. Why match in $? To help fruitpickers.
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Labor Mkt distortions for the lifetime poor
Prop. 4: Match contributions 1 for 1, bound to target the poor.
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Summary of Conclusions

1. Is coverage too low in Chile? Not at all, in the sense 
that matters for solidarity (public finance perspective).

2. Are trends in fiscal expenditure for solidarity with the 
old poor worrying? Not at all. Increase = 0.26% GDP.

3. Are there solutions to raise coverage among the 
Middle Classes? Yes. Contribution by omission using 
IRS retentions of honoraria of the self-employed.

4. Is it possible to minimize labor market distortions for 
the lifetime poor? Yes !! Grant partial liquidity, 
Reduce withdrawal rate in 1stP, Cut contribution rate 
for the young poor, Match contributions 1 for 1 for 
non-young, within bounds that target the poor.


