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A review of the non-contributory
pension pillars in Latin America: first
steps in Peru

On the back of improving economic conditions in Latin America,
governments have in the last decade made progress towards increasing
the quality and quantity of their social protection programs. These policies
have included the decision to expand the coverage of the pension systems.
A number of studies such as Favre et al (2006), Albo et al (2007), Bernal
et al (2008) and Mufioz et al (2009), have dealt with the problem of low
pension coverage and the need to construct a solidarity pillar.

This solidarity pillar should in general focus its attention on those
segments of the population that receive no assistance in old age
Attention should also be paid to the capacity of people who, while active
in the labor force, do not have sufficient capacity to save for a pension.
A solidarity pillar for pensions, according to 2009 BBVA report, should be
founded on four columns: (i) it must not create disincentives for saving;
(i) it must focus resources; (iii) it must be responsible in terms of fiscal
resources; and (iv) it must be manageable.

The importance of the solidarity pillar has been studied in a number
of publications

Two World Bank reports, “Keeping the promise of social security in Latin
America” and “Old age income support in the 21st Century”, emphasize
the importance of the solidarity pillar in preventing poverty in old age and
also point out that if the reforms of the pension systems only focus on
the contributory pillar a significant part of the elderly population could be
excluded from access to a pension. They also recommend that governments
in the region should place more importance on the low coverage of the
pension systems in order to enhance the role of social security in reducing
poverty. To achieve this aim, some of the suggested proposals are based
on designing a social safety net for the elderly population financed through
taxation and also on constructing optional schemes that help those excluded.


http://serviciodeestudios.bbva.com/KETD/ketd/Descargas?pais=CHIL&tematica=/OBPE/&canal=web&tipocontenido=LIBR&idioma=ESP&pdf=/fbin/mult/AMAR_0603_DocumentosChile_01_tcm268-107915_tcm346-189524.pdf&ididoc=es&tipopublicacion=null
http://serviciodeestudios.bbva.com/KETD/ketd/Descargas?pais=CHIL&tematica=/OBPE/&canal=web&tipocontenido=LIBR&idioma=ESP&pdf=/fbin/mult/AMAR_0603_DocumentosChile_01_tcm268-107915_tcm346-189524.pdf&ididoc=es&tipopublicacion=null
http://www.bbvaresearch.com/KETD/fbin/mult/WP_0913_tcm346-212788.pdf?ts=1792010
http://web.worldbank.org/WBSITE/EXTERNAL/NEWS/0,,contentMDK:20511866~pagePK:64257043~piPK:437376~theSitePK:4607,00.html
http://web.worldbank.org/WBSITE/EXTERNAL/NEWS/0,,contentMDK:20511866~pagePK:64257043~piPK:437376~theSitePK:4607,00.html
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The fact is the problem of neglect is extensive. For example, a study by Rofman y Lucchetti (2006),
based on an analysis of survey data, points to the enormous lack of protection in Latin America, above
in population segments with lower resources. The case of Peru is particularly striking according to this
research, with particularly low levels of coverage even among the high-income population (under 40%).
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In its studies on Chile, Colombia, Mexico and Peru, BBVA came to similar conclusions with respect to
the coverage problems of pension systems. As can be seen in the chart below, the coverage levels in
countries in the region have not changed significantly and are currently at very precarious rates, except
for Chile. Even more alarming is the case of Peru, where coverage is not over 20%. This could be
attributed to characteristics of the Peruvian economy such as the high level of informality and the high
dispersion in wealth distribution, in addition to the country’s low level of pension culture.

Chart 2

Contributors as percentage of the EAP

70~

60 -

50~

40

30+

207 M

104 = e

0
N~ o] (o] o by N ] < 0o © N~ e (2]
()] ()] ()] o o o o o o o o o o
()] ()] ()] o o o o o o o o o o
-~ -~ -~ N N N N N N N N N N
——— Chile Colombia Mexico —se«— Peru

Source: BBVA Research

REFER TO IMPORTANT DISCLOSURES ON PAGE 5 OF THIS REPORT PAGE 2


http://siteresources.worldbank.org/INTLACREGTOPLABSOCPRO/Resources/Pension_Coverage_in_LAC.pdf
http://www.bbvaresearch.com/KETD/fbin/mult/INDICE-A25anosdelareformadelsistemaprevisionalchileno_tcm346-191301.pdf?ts=2892010
http://www.bbvaresearch.com/KETD/fbin/mult/Confianza_en_el_futuro_tcm346-219339.pdf?ts=2892010
http://www.bbvaresearch.com/KETD/fbin/mult/Haciaelfortalecimientodelossistemasdepensionesenmex_tcm346-189743.pdf?ts=2892010
http://www.bbvaresearch.com/KETD/fbin/mult/Unamiradaalsistemaperuanodepensiones_tcm346-189603.pdf?ts=2892010
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The Peruvian case

In fact, the most recent reform initiative has been taken in Peru, where the government announced the
introduction of a welfare pension for the elderly. At the end of August 2010, Urgent Decree No. 059-
2010 approved the creation of a pilot program called Asistencia Solidaria: Gratitud (Welfare Assistance:
Gratitude), thus establishing the framework for the provision of this pension. Initially, the measure will
be focused on adults over the age of 75 who live in extreme poverty' and who form part of the homes
benefiting from Juntos, the National Direct Support Program for the Very Poor, in three of the poorest
departments of the country? as well as the Metropolitan Lima area. The monthly subsidy will amount
to PEN 100 (about 25 euros) and the Ministry of the Economy has allocated PEN 2 million (about
510,000 euros) to this program in the budget for the public sector this year (2010). This amount is
planned to increase as the scheme is implemented more extensively, other departments of the country
are included and the scheme’s impact is evaluated.

In Peru, a study carried out by la Mesa para la Concertacion de la Lucha contra la Pobreza (the Board
for Organizing the Fight against Poverty) quantified the potential impact that a scheme of welfare
pensions of PEN 100 would have on the level of poverty among elderly adults and the poverty gap
in this group. The different scenarios presented by the authors suggest that poverty in this age group
could be reduced from the current 30.3% to 12% or 8%, depending on the level of coverage provided
by the program. Scenarios that consider more universal coverage could end up costing between 0.6%
of GDP in 2008 to close to 3% for projections up to 2050. The base scenario considered in the study
could cost 0.08% of GDP at the start and reach 0.1% of GDP by 2050. The key elements in these
projections are the expected gradual implementation of the program, the socioeconomic assumptions,
the management of the program (which limits “filtrations” to non-target groups) and the behavior of
pension systems in the future.

At the same time, care should be taken to implement fully the additional measures designed to extend
pension coverage in the country (in the private system the ratio of members to the urban economically
active population (EAP) is 44% and the ratio of contributors to the urban EAP is only 20%). These
include the Social Pension System (SPS), which targets workers in micro enterprises. Although it was
created in 2008, it has still not been implemented, despite its importance.

Bernal et al (2008) also propose the application of a variety of proposals to help extend the coverage
of the pension system. Among these are pension plans through contributions of PEN 1 or 2 per day,
which give workers a percentage of the pension after fifteen years. It is important to note that each year
of additional contribution would imply a higher subsidy and thus guarantee a greater percentage of the
minimum pension, as can be seen from the table below.

Table 1
Pension guarantee schemes by years of contribution
(Pension in PEN and as a percentage of the minimum pension)

Year P1 P2

15 218 (45%) 348 (72%)
16 230 (48%) 373 (77%)
17 242 (50%) 398 (82%)
18 256 (53%) 425 (88%)
19 270 (56%) 450 (93%)
20 289 (60%) 484 (100%)

Note: P1 refers to the program “Pension for PEN 1” and P2 to “Pension for PEN 2”.
Source: BBVA Research Peru

In assessing the impact of these programs on the level of pension according to the period of
contribution, it is worth noting that the workers newly covered by the Pension for PEN 1 and Pension
for PEN 2 programs can receive an income in old age that at least ensures them minimum levels of
consumption. Thus, for example, in 2050 low-income workers (beneficiaries of the Pension for PEN
1 program) would receive a pension that would allow them to acquire 1.5 times the minimum basket;
these pensions are equivalent on average to 50% of the minimum pension, or 60% of the minimum
wage. Something similar can be seen in the case of pensions under the Pension for PEN 2 program.

1: Estimates by the National Institute of Statistics and Computing (INEI) and information from the latest National Survey of House-
holds (ENAHO 2009) indicate that of the 624,390 people over the age of 75, 12.5% (around 80,000) live in extreme poverty.
2: Huancavelica, Apurimac y Ayacucho show poverty ratios of 77.2%, 70.3% y 62.6%, respectively.
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http://www.andina.com.pe/Espanol/Noticia.aspx?id=WITb6Nqnqa8=
http://www.mef.gob.pe/NORLEGAL/decretos_urgencia/2010/DU059_2010.pdf
http://www.mef.gob.pe/NORLEGAL/decretos_urgencia/2010/DU059_2010.pdf
http://www.mesadeconcertacion.org.pe/documentos/general/2009/libros/PNC_MCLCP.pdf
http://www.mesadeconcertacion.org.pe/documentos/general/2009/libros/PNC_MCLCP.pdf
http://www.congreso.gob.pe/ntley/Imagenes/DecretosLegislativos/01086.pdf
http://serviciodeestudios.bbva.com/KETD/ketd/Descargas?pais=PERU&tematica=/OBPE/&canal=web&tipocontenido=LIBR&idioma=ESP&pdf=/fbin/mult/Unamiradaalsistemaperuanodepensiones_tcm346-189603.pdf&ididoc=es&tipopublicacion=null
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Other experiences

The study by Melguizo et al (2009) review the solidarity systems in various countries. They cover
Mexico, Colombia and Peru, with particular emphasis on the system in Chile and on the recent
comprehensive reform introduced by the government in 2008 which has given the country one of the
soundest Solidarity Pension Systems (SPS) in the region. The creation of a improved solidarity system
in Chile mainly benefits: (i) those who do not have pension savings; and (ii) those who only have very
scarce funds. To access the benefits, each of these groups has to form part of the lowest-income
population (the poorest 60 per cent of the country’s population). Products have been designed for
them that will increase the benefits and amounts granted steadily until 2012.

Estimates in the study suggest that annual public spending on the solidarity pillar in Chile will be
between 0.8% and 0.9% of GDP in 2010 (0.9% under scenario A, which follows historical trends, and
0.9% under B, which includes the negative effects of the recent crisis). It will reach a maximum of
1.0% by 2016 and then fall off steadily to 0.7-0.8% in 2022. This would involve a permanent increase
in spending of around 0.7-0.8 pp of GDP per year compared to the previous solidarity pillar (the sum
of spending under the SEPM and PASIS schemes).

In Mexico, under the reform of 1997 the state added a social contribution of 5.5% of the minimum wage
in the Federal District into each worker’s individual account for each day of contribution. This was in force
until 2009. With the Social Security Law of 2009, the payment of the social contribution was authorized
only for workers who earned less than 15 times the minimum wage and a scheme was designed to
ensure that the social contribution should as far as possible benefit those on lowest incomes. Thus,
their pension would increase by approximately 17% as a percentage of salary contribution.

In Colombia, the approval of Law 1328 on Financial Reform provided some guidelines for the Regular
Economic Benefits Program (BEPS) created through Legislative Act 01 of 2005, although the regulation
required to make them operative is still not in place. Article 87 of this Law states that the BEPS are aimed
at “people with low levels of resources who have made regular or occasional contributions or savings
through such means or mechanisms as may be determined by the national government.” Thus, among
the aims of this scheme is to create incentives for saving through mechanisms that encourage loyalty.
These include making regular benefits depend on individual savings, loyalty and the total saved; and
allowing the funds in the accounts to serve as collateral for loans to be used to cover unexpected events
in the lives of savers or their families.
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http://www.bbvaresearch.com/KETD/fbin/mult/WP_0913_tcm346-212788.pdf?ts=1792010
http://www.pensiones.cl/pensiones/analisis/ley%2020255web.pdf
http://www.diputados.gob.mx/LeyesBiblio/ref/lss/LSS_ref10_26may09.pdf
http://www.dmsjuridica.com/CODIGOS/LEGISLACION/LEYES/2009/LEY_1328_DE_2009.htm
http://www.minhacienda.gov.co/portal/page/portal/MinHacienda/elministerio/prensa/archivo/2009_1/COMUNICADO%20034%20BENEFICIOS%20ECONOMICOS%20PERIODICOS%202009-JUN.pdf
http://www.minhacienda.gov.co/portal/page/portal/MinHacienda/elministerio/prensa/archivo/2009_1/COMUNICADO%20034%20BENEFICIOS%20ECONOMICOS%20PERIODICOS%202009-JUN.pdf
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DISCLAIMER

This document and the information, opinions, estimates and recommendations expressed herein, have been prepared by Banco Bilbao Vizcaya Argentaria,
S.A. (hereinafter called “BBVA”) to provide its customers with general information regarding the date of issue of the report and are subject to changes
without prior notice. BBVA is not liable for giving notice of such changes or for updating the contents hereof.

This document and its contents do not constitute an offer, invitation or solicitation to purchase or subscribe to any securities or other instruments, or to
undertake or divest investments. Neither shall this document nor its contents form the basis of any contract, commitment or decision of any kind.

Investors who have access to this document should be aware that the securities, instruments or investments to which it refers may not be
appropriate for them due to their specific investment goals, financial positions or risk profiles, as these have not been taken into account to
prepare this report. Therefore, investors should make their own investment decisions considering the said circumstances and obtaining such specialized
advice as may be necessary. The contents of this document is based upon information available to the public that has been obtained from sources
considered to be reliable. However, such information has not been independently verified by BBVA and therefore no warranty, either express or implicit,
is given regarding its accuracy, integrity or correctness. BBVA accepts no liability of any type for any direct or indirect losses arising from the use of the
document or its contents. Investors should note that the past performance of securities or instruments or the historical results of investments do not
guarantee future performance.

The market prices of securities or instruments or the results of investments could fluctuate against the interests of investors. Investors should
be aware that they could even face a loss of their investment. Transactions in futures, options and securities or high-yield securities can involve
high risks and are not appropriate for every investor. Indeed, in the case of some investments, the potential losses may exceed the amount of
initial investment and, in such circumstances, investors may be required to pay more money to support those losses. Thus, before undertaking
any transaction with these instruments, investors should be aware of their operation, as well as the rights, liabilities and risks implied by the
same and the underlying stocks. Investors should also be aware that secondary markets for the said instruments may be limited or even not
exist.

BBVA or any of its affiliates, as well as their respective executives and employees, may have a position in any of the securities or instruments referred to,
directly or indirectly, in this document, or in any other related thereto; they may trade for their own account or for third-party account in those securities,
provide consulting or other services to the issuer of the aforementioned securities or instruments or to companies related thereto or to their shareholders,
executives or employees, or may have interests or perform transactions in those securities or instruments or related investments before or after the
publication of this report, to the extent permitted by the applicable law.

BBVA or any of its affiliates” salespeople, traders, and other professionals may provide oral or written market commentary or trading strategies to its
clients that reflect opinions that are contrary to the opinions expressed herein. Furthermore, BBVA or any of its affiliates’ proprietary trading and investing
businesses may make investment decisions that are inconsistent with the recommendations expressed herein. No part of this document may be (i) copied,
photocopied or duplicated by any other form or means (ii) redistributed or (iii) quoted, without the prior written consent of BBVA. No part of this report may
be copied, conveyed, distributed or furnished to any person or entity in any country (or persons or entities in the same) in which its distribution is prohibited
by law. Failure to comply with these restrictions may breach the laws of the relevant jurisdiction.

This document is provided in the United Kingdom solely to those persons to whom it may be addressed according to the Financial Services and Markets
Act 2000 (Financial Promotion) Order 2001 and it is not to be directly or indirectly delivered to or distributed among any other type of persons or entities.
In particular, this document is only aimed at and can be delivered to the following persons or entities (i) those outside the United Kingdom (ii) those with
expertise regarding investments as mentioned under Section 19(5) of Order 2001, (iii) high net worth entities and any other person or entity under Section
49(1) of Order 2001 to whom the contents hereof can be legally revealed.

The remuneration system concerning the analyst/s author/s of this report is based on multiple criteria, including the revenues obtained by BBVA and,
indirectly, the results of BBVA Group in the fiscal year, which, in turn, include the results generated by the investment banking business; nevertheless, they
do not receive any remuneration based on revenues from any specific transaction in investment banking.

BBVA and the rest of entities in the BBVA Group which are not members of the New York Stock Exchange or the National Association of Securities Dealers,
Inc., are not subject to the rules of disclosure affecting such members.

“BBVA is subject to the BBVA Group Code of Conduct for Security Market Operations which, among other regulations, includes rules to prevent
and avoid conflicts of interests with the ratings given, including information barriers. The BBVA Group Code of Conduct for Security Market
Operations is available for reference at the following web site: www.bbva.com / Corporate Governance”.
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