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SOLVING THE PROBLEM OF
COVERAGE IN PERU
EDUARDO MORÓN1

1 Eduardo Morón is a Licenciate in Economics from the Universidad del Pacifico del Peru and has a Master’s 
Degree in Economics from CEMA University in the Argentine and a PhD in Economics from the University 
of California (UCLA) United States. He is currently Director of the Centre for Research at Universidad 
del Pacífico (CIUP) in Peru, where he also teaches in the Department of Economics. This document was 
prepared for the International Seminar “Pensions for the Future: Developing Individually Funded Programs” 
organized by the International Federation of Pension Fund Administrators” (FIAP) and Asociación de 
Administradoras Privadas de Fondos de Pensiones de Perú, which took place in Lima, Peru, May 28-29, 
2008. Our appreciation for the efficient work of Martin Rostagno and Edgar Salgado in the preparation of the 
simulations presented in this work. The opinions given in this document are personal and do not necessarily 
reflect the position of the Universidad del Pacifico.
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I. THE CHALLENGE WE HAVE YET TO FACE

Over the years, the focus of concern on the issue of social security has changed 
drastically. After the establishment of the first social security systems, the first 
concern was the financial and fiscal sustainability of the pay-as-you-go (PAYG) 
systems. Such schemes quickly revealed several problems, notable among them 
being: (i) disproportionate benefits compared with the level of the contributions; 
(ii) an evident lack of ability in managing the funds under management, including 
corruption problems; and (iii) abuse on the part of the governments, both implicitly 
and explicitly, given that, at the end of the day, they were in charge. This abuse 
occurred both through the placement of these funds in investments that were not 
profitable or were inappropriate for a retirement fund, and by liquefying non-
indexed pension liabilities through higher inflation rates.

The answer to this first group of concerns was to privatise the management of the 
portfolio of assets and change the PAYG model for one of individually funded 
accounts, in which each member could go building up his/her own retirement fund.  
After the initial euphoria of the reform, another set of concerns emerged. This time, 
these came primarily from an apparent lack of competition and the administrative 
costs of the new system, caused to a large extent by regulations that prevented the 
new administrators from differentiating their products.  Likewise, questions arose 
about the new scheme’s ability to generate pensions with high replacement values 
when the yield of the finds required a greater density of contributions from the 
members in order to have any impact.

In my opinion, today’s concern should be about the challenge we have yet to face. 
Fifteen years have passed since the reform and what we see as the most noteworthy 
characteristic of the Peruvian pension system as a whole is the existence of a deep 
inequality in terms of the access to pensions (see Figure 1). The levels of coverage 
for the aged population are low, as  a result of the high level of informality there has 
been over the past decades in our labour market.
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FIGURE 1
COVERAGE BY INCOME QUINTILES

SOURCE: NATIONAL HOUSEHOLD SURVEY
PREPARED BY: CIUP

At the time, it was thought that the positive aspects of the new system (greater 
security and yield) would attract those self-employed workers who were not 
obliged to enrol. The truth is that this has not taken place in the necessary numbers. 
Therefore, the issue demands special attention.

The risk of ignoring this issue is double. On the one hand we are leaving a vast sector 
of the population without any economic support when they enter the retirement 
stage. On the other hand, the majority of the working-age population does not feel 
identified with the reform because it does not participate in the new system and 
is willing to support any attempt to backtrack on what has been achieved. To this 
group are added those who, although forming part of the reformed system, are not 
satisfied as clients.

II. CURRENT STATE OF THE PERUVIAN PENSION SYSTEM

Peru chose to reform the pension system by leaving the institutions managed by 
the State as substitutes for the new scheme rather than opting for a strategy of 
complementing efforts. In addition to the Private Pensions System based on the 
AFPs, there still remain the Military and Police Pension Fund and those regimes 
associated with Legislative decree 19990 and Legislative decree 20530 (Live Bond), 
managed by the Oficina de normalización Previsional (OnP).
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The presence of the State has not served to guarantee greater coverage, better 
pensions or a more efficient system. The worst thing is that the country has opted 
to subsidize people with resources belonging to other people who do not even have 
access to pensions. It is completely false that state intervention necessarily means 
solidarity. To use resources belonging to the poorer sectors of the population to 
pay pensions to those who have more resources is not an acceptable definition of 
solidarity.

The greatest deficit of the pension system as a whole is the fact that it has failed so far 
to achieve the goal of providing coverage to the majority of the population. As you 
can see in Figure 2, less than 20% of the work force and only slightly over 40% of the 
total of employed workers is covered. One out of every ten self-employed workers 
has decided voluntarily to go for coverage under one of the existing schemes. 

FIGURE 2
COVERAGE IN PERU

SOURCE: NATIONAL HOUSEHOLD SURVEY
PREPARED BY: CIUP

An alternative way of examining pension coverage is to look at the group of 
people who have already reached retiring age (65 years old in Peru for both men 
and women). In the Peruvian case, (see Table 1) only 32% of elderly adults have 
that protection. When we divide the population by income quintiles, we can see 
that such coverage practically only benefits those adults of retirement age who are 
not poor. Only a small percentage of relatively poor people are covered (i.e. not 
extremely poor), and practically no one in extreme poverty has coverage. This is the 
reality of pension coverage in Peru. If you are poor, there is no possibility of aspiring 
to social security pension coverage.
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TABLE 1
PERU: PENSIONS COVERAGE FOR ELDERLY ADULTS

Extremely 
poor people

Poor 
people  (not 
extremely)

People who 
are not 

poor  

Total

Total 13% 21% 66% 100%

Was enrolled in some system. 0% 3% 28% 32%

Was not enrolled 13% 17% 38% 68%

Has social security coverage 
or is working

10% 15% 46% 71%

Without social security 
coverage and without work

90% 85% 54% 29%

SOURCE: NATIONAL HOUSEHOLD SURVEY
PREPARED BY: CIUP

The worst mistake is to place the responsibility for these results on the social security 
reform. no social security reform in Peru has had the aim of expanding coverage. 
The low coverage figures depend on the characteristics of the labour market as well 
as on the country’s companies and institutions. Over two thirds of the work-force 
work informally or are self-employed. The majority of companies are small or micro-
sized family-owned companies with a low productivity and therefore are incapable 
of formally hiring their workers. The vast majority of workers have no competitive 
skills and therefore their wages reflect low productivity. Also, there is no real way of 
controlling the contributions made by the companies. To complicate things further, 
the country has opted for labour laws that render this formalization unnecessarily 
costly, granting the formally-employed immediate access to many benefits. This 
combination generates firms with low productivity and little ability to formalize 
their status: the perfect recipe for failure in expanding social security coverage.

One point that I believe is important to point out and which is rarely mentioned 
is the regressive nature of public expenditure on pensions. The idea is that public 
expenditure should fulfil the role of equalizing opportunities. For this reason there is 
State intervention in health and education. This intervention should focus on those 
who have less, but when we see the situation in all of Latin America, this does not 
occur. As we can see in Figure 3, there is a marked bias towards dedicating resources 
to the highest income quintile.
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FIGURE 3
PENSION ExCLUSION IN LATIN AMERICA

SOURCE: UTHOFF (2006).

The most striking point is that, faced with this situation, the institutions responsible 
for the matter have not been capable of leading a process of reform. For over a year 
now, a pension reform, based on the one implemented recently in Chile, has been 
announced in Peru. However, the only announcements are those postponing the 
launching of such a venture. We believe it is indispensable for the country to assume 
the enormous challenge represented by these figures and to form a commission 
answerable directly to the President of the Republic and the country, about what 
can actually be done to tackle this situation head-on.

III. THE RESULTS OF LOW COVERAGE

The fact that a million and a half adults of retirement age cannot replace their work 
income by retirement pensions has a direct impact on the life of those people and 
their immediate family environment. The first consequence is a forced extension 
of a person’s working life. Far from being able to enjoy a well-deserved rest after 
years of effort, the elderly will have to continue working to maintain their incomes. 
Two out of every three elderly people who live in conditions of poverty are forced 
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to take this decision, regardless of whether or not their health allows it.  They have 
no choice.

A second alternative is to share the home with their children to reduce costs. In Peru, 
over 70% of elderly adults live with their children (or vice-versa).

As a result of an econometric survey we carried out as part of this research, we 
found that the likelihood of falling below the poverty line upon reaching retiring 
age is six times higher if you have no social security coverage. That is to say, when 
there is no pension, there is poverty.

It is not the same thing to inherit from your parents as to inherit your parents. The 
drama of elderly adults with no social security coverage is that they may represent 
too heavy a burden for their families, fundamentally due to health costs, which 
tend to be higher at that stage in life. In other words, we may be compromising 
the necessary accumulation capacity that might allow a poor family to overcome 
its poverty. This is what is known as “inter-generational poverty transference”: 
a vicious circle that prevents many families from overcoming the conditions of 
poverty in which they live.

IV. REFORM ALTERNATIVES

In my opinion, it is obvious that what is needed is for the State to take decisive 
action to solve the greatest problem faced by the Peruvian pension system. But for 
this purpose it is indispensable to “think outside the box.” To date we have insisted 
on improving the mandatory pillar and there is still much more to be done. In this 
sense, the multi-funds system was created successfully, allowing for a better match 
between the composition of the portfolio and the risk tolerance of the members. 
After many battles, the investment limits were improved to offer members funds 
with a greater degree of diversification. Finally, the Superintendence of Banks, 
Insurance and AFP (SBS) promoted the entry of new players into the private 
system, resulting in lower commissions. But in my opinion, nothing in this effort 
will contribute towards expanding the coverage for that segment of the population 
to any significant extent, so we need to stop asking for the impossible.

There are still two key elements missing. One is to promote better compliance in 
the payment of social security contributions, because many workers have no way 
of demanding these rights. In second place, it is necessary to promote a gradual 
formalization of the economy, that would allow the slow incorporation of a larger 
number of workers with rights that can gradually be accumulated.
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But if we really want to attack the problem of coverage head-on, the most relevant 
option for Peru is to discuss the viability of non-contributory pensions (nCP). The 
great promise of this kind of reform is that it attacks the problem directly: namely, 
the non-existence of pensions in the lower income sectors of the population.

The objective of the nCP is clear: to reduce poverty in old age by means of a 
social pension, i.e. one not linked to individual contributions. It is important to 
acknowledge that any policy adopted to reduce informality and increase the 
number of decent jobs will take a long time to diminish the gap in coverage in 
elderly people. The various papers prepared by the World Bank reinforce the idea 
that it is very difficult to establish plans to provide informal workers with social 
security coverage, both here in Peru and anywhere in the world. Finally, and as we 
have mentioned before, the establishment of nCPs will make it possible to improve 
the focus of state investment in the social security system.

But the nCP scheme is not without risks. The main risk is that if the level of such 
pensions is too high, this may affect participation in the contribution-based pension 
system. At the same time, like any other social program, it needs to focus, otherwise, 
the fiscal cost may spiral uncontrollably. Another big risk is that it is a tool that can 
be subject to very arbitrary political manipulation. Finally, the administrative costs 
and the potential for corruption in its administration could threaten the program’s 
sustainability.

To get a better idea of the figures, we have calculated the cost of a nCP program 
for Peru. For this purpose we have assumed that this program is focused and only 
made available to those adults who are over 65 years of age and are in conditions 
of poverty.  Likewise, the value of the individual pension should not be greater 
than one third of the minimum wage (that is, S/. 183). It has been assumed that 
the economy grows at a rhythm of 4% in real terms a year and that the elasticity of 
extreme poverty in relation to economic growth is of 0.1% whereas the elasticity of 
non-extreme poverty to growth is of 0.5%. That is, for every 10 points of growth in 
the gross domestic product (GdP), extreme poverty falls by only 1% whereas non-
extreme poverty falls by 5%.

Table 2 shows us the cost of the proposal over the years, depending on the amount 
of the pension assigned. As you can see, a program focusing on those elderly adults 
living in conditions of extreme poverty does not exceed 0.4% of GdP as annual flow 
in the public budget. This is a program that ought to be covered with the ordinary 
resources of the public budget, like any other social program. Even in the case of 
wanting to cover all those in conditions of poverty, the program would never exceed 
1% of GdP. Given that there is an assumption of moderate growth that gradually 
reduces levels of poverty, the cost of the program tends to diminish over time.
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TABLE 2
COST OF NON-CONTRIBUTORY PENSIONS (AS PERCENTAGE OF THE GDP)

Focused on the poor

Amount S/. 2010 2015 2020 2025

400 1.98% 1.78% 1.59% 1.39%

300 1.49% 1.33% 1.19% 1.04%

183 0.91% 0.81% 0.73% 0.64%

100 0.50% 0.44% 0.40% 0.35%

Focused on the extremely poor

Amount S/. 2010 2015 2020 2025

400 0.82% 0.78% 1.76% 0.74%

300 0.61% 0.59% 1.57% 0.56%

183 0.37% 0.36% 0.35% 0.34%

100 0.20% 0.20% 0.19% 0.19%

PREPARED BY THE AUTHOR

The most relevant aspect is not only that the cost is not too high, but also that the 
impact it has on the increase of the population with social security coverage is really 
significant. In the worst case scenario, social security coverage for elderly people 
rises from 32% to 68% in 2010, and towards 2025 coverage may be between 57% 
and 76%, depending on the performance of other variables. This would represent a 
huge upward turn with respect to the current situation of the social security system 
in Peru.

A second reform that may have an interesting impact on social security coverage is 
to direct all possible incentives to cover the part of the enrolled population where 
coverage is not only lower but where the impact of an early contribution would 
make for a higher pension. This group is the young people. If we examine Figure 4, 
we find that the segment between 20 and 24 years old is the group of the population 
with by far the least coverage. While the average cover is 23%, in that group it 
amounts to only 9%.
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FIGURE 4
COVERAGE BY AGES

SOURCE: NATIONAL HOUSEHOLD SURVEY
PREPARED BY: CIUP

The question that the authorities must ask themselves is, Where does a Sol spent on 
pensions have a greater impact? On the pension of an elderly person or the pension 
fund of a young person who has only recently entered the labour market? The truth 
is that the returns of a Sol deposited in the pension fund can produce yield in such 
a way that the contribution made by the State will be multiplied.

The idea behind this program is that the State contributes together with the young 
person who has just started to work. The State would contribute, provided that the 
young contributor pays in at least 50% of his contributions to his individual fund. 
In order to focus this program, the State’s contribution is restricted to those workers 
with a salary below the minimum wage, with some kind of contract, and will only 
be granted over a period of five years. This subsidy is granted only to those opting 
for the Private Pensions System, because the idea is to maximize the impact of the 
subsidy via the possibility of generating a higher pension by leveraging the yield of 
the fund under management as well as the higher density of contributions. 

In order to assess the cost of the proposal and its potential impact, the following 
assumptions are made: the growth of the GdP in real terms is 4% a year and the 
yield of the fund under management is 5% a year in real terms. These are very 
conservative assumptions.  Likewise, we assume that the target segment of the 
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population grows at a rate of 0.83% a year according to current demographic 
forecasts. And, as indicated by the evidence on this group, it is assumed that their 
wages will remain constant throughout their working life.

In the most likely scenario, annual costs amount to no more than 0.16% of GdP. The 
impact, measured in terms of the expansion of coverage, is to allow that group to 
grow from 9% to 14%.

CONCLUSIONS

To summarise, I would like to leave three messages with you. The first is that the 
State needs to take the lead in an effort to change the current situation. To do nothing, 
or even to make some reforms that contribute to the formalization of companies, 
will only have a marginal effect on the lower levels of social security coverage.

The second message is that non-contributory pension schemes are not that costly 
and are therefore fiscally viable. not to put them into effect is a refusal to help a 
large segment of the population, condemning these people to pass on the heavy 
load of poverty from generation to generation. The State must make better use of the 
resources it has available, focusing its attention on those areas where it is the only 
actor that can make a difference.

Finally, this reform must be implemented without affecting the rest of the system, 
which is working well today. The authorities must reflect on the nature of the State’s 
real responsibility in social security matters. Would they think of having a Minister 
of Health or Education who did not adopt policies specifically oriented to serve the 
poorest? It is time to think and take serious action in favour of the aged in Peru.
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