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Preface

Opver the next five years, Peru has an opportunity to achieve sustained, high eco-
nomic growth and significant social development. This opportunity is unique in
the country’s recent history. For the first time in many years, one administration
has democratically handed over power to another in the context of a stable and
growing economy. In the past, Peru’s growth spurts were often accompanied by
weak macro fundamentals and led quickly to economic downturns, which reduced
the chances to bring down the country’s high poverty. By contrast, the strong
growth spurt of the past five years has been accomplished while maintaining
strong macro fundamentals. Overall, public sector deficits have been low, and in
2006 a small surplus is projected. Public debt is declining as a share of GDP. Infla-
tion is low. Exports, spurred by Peru’s greater integration into the world economy
and high commodity prices, have grown significantly, with considerable growth
coming from nontraditional exports, thereby contributing to greater diversifica-
tion and employment.

However, while Peru’s macroeconomic fundamentals are relatively solid, other
essential components for sustaining growth and improving living conditions,
especially for the poor, are not as strong. Further reforms are recommended to
broaden the fruits of growth to the entire population and to protect against future
economic shocks. Public and private investment in infrastructure, crucial to sus-
tain and accelerate economic activity, is very low. The quality of most public serv-
ices, especially basic education and social protection for the most vulnerable pop-
ulations, is deficient. While there are some islands of excellence in public
institutions, other areas—such as the judiciary—are weak and inefficient. Income
inequality remains high, and not all regions and segments of the population have
benefited to the same extent from the recent growth.

There are encouraging signs in Peru of an emerging consensus on what needs
to be done to make the country stronger, although there is not yet a consensus
on how this might be accomplished. This volume is a contribution to that
debate. We hope that the essays on individual sectors, the synthesis note, and the
two thematic notes will stimulate informed discussion and help the country forge
some type of consensus within the government and society as a whole on the best
way forward. The essays represent the views of a considerable number of experts
within and outside the World Bank who have had the privilege of working on
Peru. The World Bank remains committed to Peru and looks forward to working

xiii
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to help the country achieve its twin goals of economic and social development
over the coming years.

Pamela Cox

Vice President

Latin America and the Caribbean Region
Washington, D.C.

October 1, 2006
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CONFIEP

CONVEAGRO
COPRI

CRAC

Ccv

CVR

DEP
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DHS
DIGESA
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DIRESA
DISA
DNEP
DNI
DNPP
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DPT
ECA
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Consejo Nacional de Seguridad Ciudadana (National Council
of Citizen Security)

Comisién Nacional Supervisora de Empresas y Valores
(National Supervision Commission for Companies and
Values)

Consejo Educativo Institucional (Institutional Education
Council)

Confederacion Nacional de Instituciones Empresariales
Privadas (National Confederation of Private Business
Institutions)

Convencién Nacional del Agro Peruano (National
Convention of Peruvian Agribusiness)

Comision de la Promocién de la Inversion Privada
(Commission for the Promotion of Private Investment)
Caja Rural de Ahorro y Crédito (rural savings and credit bank)
Cédula Viva (living decree)

Comisidn de la Verdad y Reconciliacidn (Truth and
Reconciliation Commission)

Direccidn Ejecutiva de Proyectos del MEM (Executive Project
Office in Ministry of Mines)

Direccion General de Asuntos Ambientales (General
Department of Environmental Matters)

Demographic and Health Survey

Direccidn General de Salud Ambiental (General Department
of Environmental Health)

Direccidn del Medio Ambiente (Environmental Department)
Direccidn Regional de Salud (Regional Health Department)
Direccién de Salud (Health Department)

Direccidon Nacional de Endeudamiento Piblico del MEF
(National Public Indebtedness Department — Ministry of
Finance)

Documento Nacional de Identidad (national identification
document)

Direccion Nacional de Presupuesto Piiblico del MEF (National
Budget Department— Ministry of Finance)

Direccidn Nacional de Saneamiento (National Sanitation
Department)

Triple vaccination for diphtheria, polio, and tetanus
Europe and Central Asia Region

Estandares de calidad ambiental (environmental quality
standards)

Economic Commission for Latin America and the Caribbean
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ECTS
EDA
EDPYMES

EIA
EITI

ELITES

EMTAL

EMTAP

ENAHO
ENDES

ENDR
ENSO
EP
EPA
EPOC
EPS
EsSalud
ETS
EU
FAO
FDD
FIDA
FITEL

FMV
FONAFE
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FONCODES
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European Credit Transfer System

Enfermedad diarreica aguda (acute diarrheal illness)
Entidades de desarrollo de las pequeiias y microempresas
(development companies for small and microenterprises)
Estudio de Impacto Ambiental (Environmental Impact Study)
Iniciativa para la transparencia de las industrias extractivas
(extractive industries’ transparency initiative)

Equipos locales itinerantes de trabajo extramural en salud (local
traveling health teams)

Proyecto de Asistencia Técnica para la Energia y Mineria
(Technical Assistance Project for Mining and Energy)
Proyecto de Ayuda Técnica en materia de Energia y Minas
(Technical Assistance Project Mining and Energy matters)
Encuesta Nacional de Hogares (National Households Survey)
Encuesta Demogrifica y de Salud Familiar (Demographic
Survey on Family Health)

Estrategia Nacional de Desarrollo Rural (National Strategy on
Rural Development)

El Nifio — oscilacién del Sur

Empresa prestadora de salud (health provider company)
Proyecto de Eliminacidn de Pasivos Ambientales (project to
eliminate environmental liabilities)

Enfermedad pulmonar obstructiva crénica (chronic pulmonary
obstruction disease)

Entidades Prestadoras de Salud (health-providing entitites)
Seguro Social del Perii (Social Insurance of Peru)
Enfermedades de Transmision Sexual (sexually transmitted
disease)

European Union

Food and Agriculture Organization

Fondo para el Desarrollo Descentralizado (Fund for
Decentralization Development)

Fondo Internacional de Desarrollo Agricola (International
Agricultural Development Fund)

Fondo de Inversién en Telecomunicaciones (Fund for
Telecommunications Investment)

Fondo Mivivienda (My Home Fund)

Fondo Nacional de Financiamiento de la Actividad Empresarial
del Estado (State Companies’ National Financial Fund)
Fondo Nacional del Ambiente (National Environment Fund)
Fondo Nacional de Vivienda (National Housing Fund)
Fondo de Compensacion para el Desarrollo Social
(Compensation Fund for Social Development)
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FOSE

FPP
GIRH

GLP
GNC
GRP
GTCI

HCA
HIS
1&D

[ANP

ICL
IDB
IDL
IDM

IEC
IEAN

IES

IFES
IGN
IGV
ITAP

ILD
IMARPE

IMF
INABEC
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Fondo de Compensacién Municipal (Municipal Compensation
Fund)

Fondo Nacional de Capacitacién Laboral y Promocion del
Empleo (National Fund for Job Training and Employment
Promotion)

Fondo Social de Compensacién Eléctrica (Social Fund for
Electric Compensation)

Fondos privados de pensiones (private pension fund)

Gestidn integrada de los recursos hidricos (integrated
management of water resources)

Gas licuado de petrdleo (liquid gas)

Gas natural comprimido (compressed natural gas)

Garantia por red principal (guarantee by main network)
Grupo Técnico de Coordinacidn Interinstitucional Camisea
(Technical Group for Interinstitutional Coordination
Camisea)

Human Capital Approach

Health Information System

investigation and development (research & development —
R&D)

Intendencia de Areas Naturales Protegidas (national protected
areas office)

Instituto Catastral de Lima (Lima property tax institute)
Inter-American Development Bank

Instituto de Defensa Legal (Legal Defense Institute)

Informe de Desarrollo Mundial (World Development Report —
WDR by World Bank)

International Finance Corporation

Impuesto extraordinario a los activos netos (extraordinary net
worth tax)

Impuesto extraordinario de solidaridad (extraordinary tax of
solidarity)

International Foundation for Election

Instituto Geogrdfico Nacional (National Geographic Institute)
Impuesto general a las ventas (general sales tax)

Instituto de Investigaciones de la Amazonia Peruana
(Investigative Institute for the Peruvian Amazon)

Instituto Libertad y Democracia (Institute for Liberty and
Democracy)

Instituto del Mar de Perii (Peruvian Oceanographic Institute)
International Monetary Fund

Instituto Nacional de Becas y Crédito Educativo (National
Institute for Educational Scholarships and Credir)
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INABIF
INACC
INADE

INCAGRO

INDECI
INDECOPI
INEI

INIA
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IPE
IPM
IPSS
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ITF

IVP
JU

LAC

LME

LMP
MARENASS

MBD
MDG
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Instituto Nacional de Bienestar Familiar (National Institute for
Family Welfare)

Instituto Nacional de Concesiones y Catastro Minero (National
Institute for Mining Concessions and Land Registry)
Instituto Nacional de Desarrollo (National Development
Institute)

Programa de Innovacion y Competitividad para el Agro Peruano
(Innovation and Competitiveness Program of Peruvian
Agrobusiness)

Instituto Nacional de Defensa Civil (National Civil Defense
Institute)

Instituto de Defensa del Consumidor y Propiedad Intelectual
(Consumer Protection and Intellectural Property Institute)
Instituto Nacional de Estadistica e Informdtica (National
Institute for Statistics and Information)

Instituto Nacional de Investigaciones Agrarias (National
Investigative Institute for Agriculture)

Instituto de Investigacion para el Desarrollo y la Defensa
Nacional (Investigative Institute for National Defense and
Development)

Instituto Penitenciario (Prison Institute)

Instituto Nacional de Recursos Naturales (National Institute for
Natural Resources)

Instituto Peruano de Economia (Peruvian Economics Institute)
Impuesto de Promocién Municipal (Municipal Promotion Tax)
Instituto Peruano de la Seguridad Social (Peruvian Institute on
Social Security)

Infeccién respiratoria aguda (acute respiratory infection)
Impuesto selectivo al consume (selective consumer tax)

Instituto Superior Pedagdgico (Higher Education Institute)
Instituto Superior Tecnoldgico (Higher Technology Institute)
Impuesto a las transacciones financieras (financial transaction
tax)

Institutos Viales Provinciales (Provincial Roads Institute)
Junta de usuarios (consumers committee)

Latin America and the Caribbean Region

Gran ecosistema marino (large marine ecosystem)

Limites mdximos permisibles (maximum limit permitted)
Proyecto de Manejo de los Recursos Naturales en la Sierra Sur
(Natural Resources Management Project of the Southern
Sierra)

Millones de barriles diarios (millions of barrels per day)
Millennium Development Goals
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MEF
MEGA
MEM
MIMDES
MINAG
MINEDU
MINSA
MINTRA
MIPE
MMM
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NGO
OCE

OECD
OEI
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OJASS
OMC
ONADE
ONERN
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OPA
OSINERG
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Ministerio de Economia y Finanzas (Ministry of Economy and
Finance)

Marco Estructural de Gestién Ambiental (Structural
Management Framework for the Environment)

Ministerio de Energia y Minas (Ministry of Energy and
Mines)

Ministerio de la Mujer y Desarrollo Social (Ministry of Women
and Social Development)

Ministerio de Agricultura (Ministry of Agriculture)

Ministerio de Educacién (Ministry of Education)

Ministerio de Salud (Ministry of Health)

Ministerio de Trabajo (Ministry of Labor)

Ministerio de Pesqueria (Ministry of Fisheries)

Marco Macroecondmico Multianual (Multiyear
Macroeconomic Framework)

Ministerio de Vivienda, Construccion y Saneamiento (Ministry
of Housing, Construction, and Sanitation)
Non-governmental organization

Organismos de coordinacion econdmica (Organization for
Economic Coordination)

Organisation for Economic Co-operation and Development
Oficina de Estadistica e Informdtica, Ministerio de Salud (Office
of Statistics and Information, Ministry of Health)

Oficina General de Epidemiologia, Ministerio de Salud (Office
of Statistics and Epidemiology, Ministry of Health)

Juntas Administradoras de los Servicios de Saneamiento
(Administrative Committee for Sanitary Services)
Organizacidon Mundial del Comercio (World Trade
Organization — WTO)

Oficina Nacional para la Atencidn de Desastres (National Office
for Disaster Response)

Oficina Nacional de Fvaluacidn de Recursos Naturales (National
Evaluation Office of Natural Resources)

Oficina Nacional de Gobierno Electrénico (National Office for
E-government)

Oficina de Planificacién Agraria (Office of Agricultural
Planning)

Organismo Supervisor de la Inversion en Energia (Supervising
Organization for Energy Investment)

Oficina de Supervision de las Concesiones Forestales Maderables
(Supervisory Office for Timber-yielding Forest Concessions)
Operation and Maintenance

Pasivos ambientales (environmental liabilities)
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PAAG
PAC
PACFO
PAHO
PAM
PAMA
PANFAR
PARSALUD
PARSSA
PBI

PbS

PCD
PCM
PDPU
PEA
PETT
PFE
PISA
PM10, PM2,5
PNB
PNF
PNP

PPP

PRA

PREDECAN
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Programa de Acuerdos de Gestion (agreements of program
management)

Programa de Administracién Compartida (Shared
Administration Program)

Programa de Alimentacion Complementaria para Grupos en
Mayor Riesgo (Food Program for Groups in Greater Risk)
PanAmerican Health Organization

Pasivos ambientales mineros (mining environmental liabilities)
Plan de Adecuacién y Manejo Ambiental (adaptation and
environmental management plan)

Programa de Alimentacidn y Nutricidn de la Familia en Alro
Riesgo (Diet and Nutrition Program for Families at High Risk)
Proyecto de Apoyo a la Reforma del Sector Salud (Support
Project for Reform of the Health Sector)

Programa de Apoyo a la Reforma del Sector Saneamiento
(Support Project for Reform of the Sanitation Sector)
Producto bruto interno (gross domestic produc - GDP)
Nivel de plomo en sangre (lead level in blood)

Programa de Caminos Departamentales (Departmental Roads
Program)

Presidencia del Consejo de Ministros (Presidency of Cabinet
Ministries)

Proyecto Derechos de Propiedad Urbana (urban property rights
project)

Poblacién econdmicamente active (economically active
population)

Proyecto Especial de Titulacion de Tierras y Catastro Rural
(Special Project for Land Titling and Rural Land Registry)
Producto financiero estandarizado (standardized financial
product)

Programa de Evaluacion Internacional de Estudiantes
(International Evaluation Program for Students)

Particulas de 10 y 2,5 micrones (particles of 10 and 2.5
micrones)

Producto nacional bruto (gross national product — GNP)
Programa nacional de formalizacién

Policia Nacional del Perii (National Police)

public-private participation

Programa de reduccion de la pobreza (poverty reduction
program)

Proyecto Apoyo a la Prevencidn de Desastres en la Comunidad
Andina (Support Project for the Prevention of Disasters in the
Andean Community)
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Pro Inversién

PROCLIM

PRODAME

PRODUCE
PROFECE

PROFONANPE
ProJoven
PRONAA

PRONAMACHCS

PRONAP
PRONASAR

PS
PSBPT

PSI

PSP

PTF

PYME
RDR
RECURSO
REM
RENIEC

RPI
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Agencia de Promocion de la Inversién Privada (Promotion
Agency for Private Investment)

Programa de Fortalecimiento de Capacidades Nacionales para
Manejar el Impacto del Cambio Climdtico y la Contaminacién
del Aire (National Capacity Strengthening Campaign for
Managing the Impact of Climate Change and Contaminated
Air)

Programa de Autoempleo y Microempresa (self-employment and
microbusinesses program)

Ministerio de la Produccién (Ministry of Productivity)
Programa Juvenil de Consolidacién del Empleo (youth
employment consolidation program)

Fondo Nacional para Areas Naturales Protegidas del Estado
(Natural Protected Areas National Fund)

Programa de Capacitacion Laboral Juvenil (Youth Labor
Training Program)

Programa Nacional de Asistencia Alimentaria (National
Nutritional Assistance Program)

Proyecto Nacional de Manejo de Cuencas Hidrogrdficas y
Conservacion de Suelos (National Management Project for
Hydrographic Sciences and Soil Conservation)

Programa Nacional de Agua Potable (National Program for
Potable Water)

Programa Nacional de Saneamiento Rural (National Program
for Rural Sanitation)

Programas de proteccidn social (social protection program)
Programa de Salud Bdsica para Todos (basic health program for
all)

Proyecto Subsectorial de Irrigacidn (Subsectoral Irrigation
project)

Participacion del sector privado (private sector participation)
Productividad rotal de los factores (total factor production)
Pequeria y mediana empresa (small and medium enterprises)
Recursos directamente recaudados (directly collected

resources)

Rendicién de Cuentas para la Reforma Social (audit accounts for
the social reform)

Rendimiento econémico mdximo (Maximum economic
performance)

Registro Nacional de Identificacién y Estado Civil (national
identification registry)

Registro de la Propiedad Inmueble (registry of real estate

property)
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RSM

RUS

SAFP

SBN

SBS

SEACE

SEDAPAL

SEG

SENAPA

SENATI

SEPR

SEPS

SERUM

SIAF GL

SIG

SINANPE

SINASEC

SIS

SISESAT

SMI

SNGA

SNIC

SNIP
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Rendimiento sostenible mdximo (maximum sustainable
performance)

Registro dinico simplificado (simplified unique registry)
Superintendencia de Administradoras Privadas de Fondos de
Pensiones (Administrative Superintendency of Private Pension
Funds)

Superintendencia de Bienes Nacionales (National Assets
Superintendency)

Superintendencia de Banca y Seguros (Banking and Insurance
Superintendency)

Sistema de Electrénico de Adquisiciones y Compras del Estado
(Electronic System for State Acquisitions and Purchases)
Servicio de Agua Potable y Alcantarillado de Lima (Lima’s
Potable Water and Sewerage System)

Seguro Escolar Gratuito (free school insurance)

Servicio Nacional de Abastecimiento de Agua Potable y
Alcantarillado (National Service for Potable Water and
Sewerage)

Servicio Nacional de Adiestramiento y Trabajo Industrial
(National Service for Training and Industrial Work)
Seccidn Especial de Predios Rurales (special section on rural
land)

Superintendencia de las Entidades Prestadoras de Salud
(Superintendency of Health Provider Companies)

Servicio Rural Urbano Marginal (marginal rural-urban
service)

Sistema Integrado de Administracion Financiera de Gobiernos
Locales (Integrated Financial Management System—Iocal
government)

Sistema de Informacién Georreferencial

Sistema Nacional de Areas Naturales Protegidas por el Estado
(National System of the State’s Natural Protected Areas)
Sistema Nacional de Seguridad Ciudadana (National Civil
Safety System)

Seguro Integral de Salud (integrated health insurance)
Sistema de Seguimiento Satelital (satellite monitoring system)
Seguro Materno Infantil (mother-child insurance)

Sistema Nacional de Gestién Ambiental (National
Environmental Management System)

Sistema Nacional Integrado de Catastro (National Integrated
Land Registry System)

Sistema Nacional de Inversién Piblica (National Public
Investment System)
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SNMPE

SNP
SOFES

SPNF
SPP
SPSP
SUNARP

SUNASS
SUNAT
SUTEP
SvC

TAC
TAD

TC
TCE

TIC

TLC
TMC
Ug
UGEL
UNALM

UNDP
UNICRI

UOPE

URP
USAID
VAD

VLS
WBI
WHO
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Sociedad Nacional de Mineria, Petrdleo y Energin (National
Society for Mining, Petroleum, and Energy)

Sistema Nacional de Pensiones (National Pension System)
Sociedad de Fomento a la Educacién Superior (Society for the
Promotion of Higher Education)

Sector piiblico no financiero (Nonfinancial Public Sector—NEFPS)
Sistema Privado de Pensiones (private pension system)
Servicios privados a pequeria escala (small-scale private services)
Superintendencia Nacional de Registros Piiblicos (National
Superintendency of Public Registrations)

Superintendencia Nacional de Servicios de Saneamiento
(National Superintendency of Sanitation Services)
Superintendencia Nacional de Administracion Tributaria
(Government Tax Agency)

Sindicato Unico de Trabajadores en la Educacion del Perii
(Peru education workers” union)

Sistema de supervision, vigilancia y control (Supervision,
Vigilance, and Control System)

Capturas totales admisibles (total permissible captures)

Tasa anual de deforestacidn (annual deforestation rate)
Tribunal Constitucional (Constitutional Court)

Transferencias condicionadas de efectivo (conditional cash
transfers)

Tecnologias de informacién y comunicaciones (information and
communication technology)

Tratado de Libre Comercio (Free Trade Agreement—FTA)
Trillones de metros ciibicos (trillions of cubic meters)
Micrograms

Unidades de gestion educative (educational management units)
Universidad Nacional Agraria La Molina (National Agriculture
University La Molina)

United Nations Development Programme

United Nations Interregional Crime and Justice Research
Institute

Unidad Operativa de Proyectos Especiales MINAG) (operative
unit of special projects)

Unidad de referencia procesal (unit of procedural reference)
United States Agency for International Development

Tarifa de generacion + transmision+ distribucién (value-added
in distribution)

Valor estadistico de la vida

World Bank Institute

World Health Organization






The Opportunity for a Different Peru:
Prosperous, Equitable, and Governable

A Synthesis

Marcelo M. Giugale

I. Rationale—Why This Book?

It is a practice, and an honor, for the World Bank to provide incoming presidential
administrations in its client countries with a comprehensive diagnosis of their develop-
ment position—a sector-by-sector compilation of accumulated experience, pending
issues, and possible solutions, written by a team of national and foreign experts from
within and outside the Bank. It is difficult to imagine a more relevant client or a more
relevant time for that practice than Peru today. President Alan Garcia will lead a coun-
try blessed with talented, resilient people and with a wealth of natural resources, but a
country that has failed many times over to rise to its potential. Will Peru now succeed?
For the first time in its republican history, a presidential transition takes place while pol-
itics is democratic, social peace reigns, the economy grows apace, and world markets
shine on Peruvian products. In other words, there has never been a better opportunity
to build a different Peru—one that is richer, more equitable, and more governable.

There is no single path toward that Peru. In fact, parts of Latin America seem at
present busy in a critical revision of alternative development “models”—markets or
state, prices or planning, private or public, trade or protection. These are, of course,
important questions. In our view, however, Peru’s reforms should arise from a broad
and participatory national debate—from a common vision forged by and for Peru-
vians. This book is meant as an independent technical contribution to that debate.
It distills existing knowledge on the challenges that the new government will face. It
does not prescribe reforms; rather, it indicates available policy options. It is based on
the analysis of current realities and on six decades of partnership with Peru, during
which more than a 100 World Bank projects were implemented and some 500 tech-
nical reports were written across the development spectrum. Where pertinent, it
draws on the lessons the Bank has learned in other parts of the world.
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This chapter synthesizes the book. It puts together in a single conceptual frame-
work the analysis presented in the 32 sector-specific chapters and in the 2 historical
perspectives that precede them. In so doing, this synthesis builds a comprehensive
reform agenda that highlights possible sequencing and priorities. It is organized in
five sections—the main messages, the three strategic challenges in Peru’s develop-
ment, and a path for action over the next five years.!

II. The Opportunity for a Different Peru—The Main Messages

This synthesis, and indeed this book, argue that Peru faces an unprecedented oppor-
tunity to become the next success story in Latin America. In the coming five years,
policy making could put the country on a development path similar to the one that,
say, Chile, Costa Rica, or Spain have followed over the last two decades. That is, by
the time President Garcia leaves office, he could leave behind a very different Peru
from the one he found in 2006—a Peru that is richer, more equitable, and more gov-
ernable. We argue that such a transformation could be achieved with a reform agenda
focused on three central objectives:

* An economy that generates jobs—and does so fast and sustainably;

* A new social contract—among those who have, those who lack, and those
who decide; and

A state of which Peruvians can feel proud—because it delivers the services they
care for.

Economic growth will be the necessary (albeit not sufficient) condition of Peru’s
success. The Toledo administration built an excellent macroeconomic policy plat-
form from which to start. The first order of business is, of course, not to weaken that
platform, but rather to consolidate it—with an enlargement of the tax base, restrain
in current public expenditures, support for the independence of the Central Bank in
its pursuit of inflation targets and dedollarization and commitment to the ongoing
debt reduction strategy. This will set the stage to bring growth onto a new, higher
plateau (perhaps as high as 8 or 9 percent per year) through a major leap in Peru’s
global competitiveness. Many factors will affect that competitiveness but, today
three stand above everything else—making the free trade agreement with the United
States of America a reality, unlocking private funding for sorely needed public infra-
structure through concession arrangements, and raising technological standards
through performance incentives in industry and in academia.

Faster, export-oriented competitive growth will be good for Peru, but it will not
mean much for the average Peruvian if it does not translate into more and better
jobs. Bringing the growth process to a broader segment of the population will be as
important as accelerating it. At the moment, this entails the physical integration of
lagging rural areas through territorially focused bundles of infrastructure services;
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using public funding to facilitate private micro credit rather than to crowd it oug;
lifting the burden of bureaucratic procedures that keep vast tracts of the economy
informal; scaling up the public-private partnerships that gave birth to Peru’s “new
agriculture”; and, given the political obstacles to a more flexible labor law, at least
reducing (de jure or de facto) the exorbitant cost of worker dismissal in the formal
sector.

But even if Peru does achieve rapid, job-generating growth, it currently lacks the
mechanisms necessary to sustain it over time: the past and present environmental
degradation associated with some of its key industries (like mining, fisheries, and
agriculture) is imposing an unbearable, ballooning cost in terms of human health
and biodiversity. This is less an issue of money than of institutional conflic—with
such an enormous wealth of natural resources, Peru cannot continue to delegate
environmental control to a disperse array of sector ministries, each of which has as its
primary mandate the promotion of production in its sector.

The twin problems of poverty and inequality in Peru will, however, not be solved
by growth alone, not even by the new cohort of eager employers that faster growth
may bring about. Vast portions of Peruvian society, perhaps as much as one in every
two Peruvians, simply lack sufficient human capital and initial support systems to
make a decent living—even at the peak of the economic cycle. For them, progressive
social policy is the only hope. Peru’s social policy has for far too long failed its citi-
zens, both those who are supposed to fund it and those who are supposed to benefit
from it. A new social contract is now necessary, one that is based on standards,
results, and accountability. These seemingly administrative attributes would, by
themselves, lead to massive cultural changes even in the most basic social services.

How? Once standards make it clear to the average Peruvian parent how poorly the
country’s public education and health systems are performing, a new constituency
for change will arise. The technical aspects of the required reforms are well known,
from the optimal powers and composition of decentralized school governing coun-
cils to the pooling and coordination among healthcare service providers. What has
been missing, because of lack of public awareness, is the collective clamor for action.
Similarly, the public misperception that the country’s antipoverty programs are not
well targeted or have little impact has weakened the political will to scale them up—
and scaled up they should be. The same applies to pensions: the shift toward private
funded accounts has, on the whole, been an unheralded success, but one that has not
reached beyond the better off. And the same applies to the impending “youth boom”:
demographics is about to send the largest population cohort in Peruvian history into
adulthood without proper preparation—economic or otherwise. In other words, the
proposed new social contract is not so much about financial resources or technical
recommendations; rather, it is about leadership in lifting the veil on the dismal per-
formance of past social programs and in explaining the urgent need for reform.

Finally, the reform path that will lead to a more prosperous and more equitable
Peru cannot be charted or implemented by an authority that Peruvians do not trust.
That is, sadly, the current nature of the relationship between the Peruvian state and
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its citizens. The state has de facto relinquished many of its obligations, including the
effective protection of people, their property, and their services. The vacuum has
been filled by a small group of highly competent government agencies (like the Min-
istry of Finance), a few progressive local authorities, and increasingly active civil soci-
ety organizations, all of which have over time managed to provide public goods
ranging from macroeconomic stability to neighborhood security. This implicit
arrangement is no longer sufficient. But, because of endemic political fragmentation,
a fundamental reform of the state or even a political consensus on its very role is
highly unlikely. The question is then: What can be done by the new administration
to build a state that Peruvians feel serves them—a state they can feel proud of?

We argue that there are four areas where visible, trust-building progress can be
made over the next five years. First, Peru is ready to delegate a larger part of the
delivery of public services to the subnational governments that are closer to the ben-
eficiaries. The country has laid out sensible rules for gradual decentralization; the
time has now come to actually start the process. Second, a sense of personal security
can be recreated through a fundamental shift of the police function from reaction
to prevention, and through an accompanying acceleration of the property titling
and registration programs. Third, although a comprehensive reform of the judicial
system may not be possible, concrete judicial services can be brought to the people
for the cases they care the most about. This can be done, relatively rapidly and at a
low cost, by expanding, among others, the network of local “jueces de paz” and
“mddulos bdsicos” that arbitrate in-situ simple civil disputes, the resources of legal
aid clinics that cater for the poor in their own language (literally), and the dedicated
commercial courts of the sort recently established in metropolitan Lima. And
fourth, the new administration can and should put an end to the widespread per-
ception of corruption in the public sector. The outgoing government has tried hard
to bring some order to the management of the civil service and some efficiency to
its procurement and financial management systems. But it has fallen short of doing
what the average citizen cares for: introducing transparent performance standards
to which public employees can be held publicly accountable, and giving people and
their civil organizations access to disaggregated information on the state’s purchases.
It is time to do both.

ITI1. An Economy That Creates Jobs

Undoubtedly, economic growth has been the main legacy of the Toledo administra-
tion. The consistently high speed at which the country has grown over the past five
years (an annual average above 5 percent) did not have many precedents in Peru’s his-
tory. In fact, this kind of sustained growth episode had not taken place since 1970.
Most remarkably, this time the country grew in spite of massive external shocks—
notably, the financial collapse of Argentina in 2002—and recurrent internal political
instability. And different from history, this time growth has reached nontraditional
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sectors beyond commodities, has been export led, and has been primarily driven by
improvements in productivity.

Yet, in spite of that remarkable performance, growth has not created sufficient
jobs, has not significantly reduced poverty, and is still dependent on the depletion of
natural resources. After all, one in every two Peruvians remains poor. Whereas in
1970 Peru’s average per capita income was higher than Chile’s, today it is less than
half that of its southern neighbor. The challenge for the new administration with
respect to economic growth is therefore four-fold: to consolidate the policy frame-
work that led to it to accelerate its rate to widen its sectoral base and to make it envi-
ronmentally sustainable.

Consolidate It

Three main policy pillars have made Peru’s recent growth performance possible—
fiscal, monetary, and financial. In each of them, the outgoing authorities got a lot
right. But in each of those pillars, there are also considerable weaknesses. The first
order of business for the incoming administration is to consolidate the macroeco-
nomic policy framework.

On the fiscal side, the deficit of the public sector, which stood above 3 percent of
GDP in 2000, has virtually disappeared. This is a major achievement. But it is also
one that badly needs consolidation, for two reasons. First, the increase in tax collec-
tion, from below 12 to above 14 percent of GDP in five years, has been based less on
better tax administration (although administration did improve)? than on a combi-
nation of high mineral prices and temporary taxes (a financial intermediation tax
and a scheme to advance income tax payments, both of which will be gone by the
end of 2000). Interestingly, while Peru’s tax collection is obviously small, and smaller
than the Latin American average, its tax rates are high, and much higher than the
region’s average (the value-added tax and the corporate income tax, for instance,
stand at 19 and 30 percent, respectively). Why? Because of the rampant informality
(read, evasion), the proliferation of exemptions and special treatments (by sector, by
geography, by firm size), and the incessant changes to the tax code (with resulting
confusion). The loss of revenue associated only with those exemptions is estimated at
somewhere between 1 and 2 percent of GDP; put differently, every year Peru spends
more giving away tax preferences than it does on its vaccination, nutrition, and
employment programs combined.

There is no question that tax exemptions and special regimes should be elimi-
nated from Peru’s public accounts, and any necessary subsidy (for example, for infra-
structure in remote regions) should be made explicitly and transparently. This will be
politically difficult but administratively simple. Reducing informality (and tax eva-
sion) will not. About two-thirds of Peru’s GDP is produced by economic units that
operate, at least in part, outside the law—in Latin America, only Bolivia is more
informal. The government has made major efforts to address informality and tax eva-
sion, primarily through tax retentions by large corporations, with good initial results
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(for instance, since 2001, the proportion of value-added tax that goes uncollected fell
from more than 55 cents on the So/ to less than 45). But much remains to be done,
especially through minimum presumptive taxes based on assets. And, critically, qual-
ity filters ought to be introduced in the process of legislating tax law—subjecting
draft laws to discussion with stakeholders before they go to for congressional vote
would be an effective and inexpensive way to enhance legal quality.

Second, much as the increase in fiscal revenues of the past five years was based on
a weak platform, so was the reduction in spending. Current expenditures have
remained roughly constant (at around 16 percent of GDP) and have become much
more rigid. Today, wages, interests, and transfers (items that are all but impossible to
economize on) account for more than three-quarters of public spending. Meanwhile,
public investment was cut down to its lowest level since 1980 (2.5 percent of GDP).
And the Fiscal Responsibility Law, which is supposed to impose quantitative ceilings
and procedural discipline on expenditures, has not always been followed in
practice—for example, primary spending in 2005 increased by 7 percent in real
terms, well above the 3 percent that the law mandates, and selected major invest-
ments by the central and regional governments were not subjected to evaluation by
the Sistema Nacional de Inversién Piblica. Undoubtedly, for the next government,
reining in expenditures, especially current expenditures, will be less about technical
design than about political will—adequate laws and regulations are already in place.
They just need to be applied.

On the monetary side, Peru has given independence to its Central Bank to pur-
sue a formal inflation-targeting mechanism—annual targets of 2.5 percent with an
allowed deviation of 1 percentage point, to be achieved through a discount interest
rate instrument. The results have been excellent. The country’s inflation rate has
stayed consistently below the target and in 2005 was the lowest in Latin America
(1.5 percent). However, inflation has, de facto, not been the Central Bank’s only tar-
get. It has also tried to manage nominal exchange rate volatilitcy—for good reason, as
Peru’s is a highly dollarized economy where three-quarters of outstanding bank loans
are denominated in U.S. dollars, but most personal and corporate income is in Soles.
Low inflation and low exchange rate volatility are not necessarily compatible, and
additional instruments are urgently needed. In the long run, the credibility of Peru’s
monetary policy (and, more generally, of its macroeconomic policy framework)
should reduce dollarization.? But in the meantime, bank regulation and supervision,
not monetary policy, will be the best instruments to make agents internalize foreign
exchange risk. This will be much facilitated by the recent successes in the third pil-
lar of the country’s macroeconomic framework—the financial engineering behind its
public debt management.

Indeed, over the past five years, Peru’s total gross stock of public debt has been in
continuous decline—from more than 46 percent of GDP in 2001 to just 38 percent
at present. This was due to a combination of good macro policies that triggered
growth, primary fiscal surpluses and currency revaluations. But behind the reduction
in the debt burden, there is also a major improvement in debt guality, which is almost
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entirely the result of crafty debt management. In particular, the new administration
will find a significantly reduced currency risk (led by heavier reliance on the issuance
of local currency denominated bonds), limited interest rate risk (by now, only 40
percent of the public debt stock is at floating rates, and virtually all of it is owned by
multilaterals), almost no refinancing risk for the next five years (thanks to the pre-
payment in 2005 of US$1.5 billion of Paris Club debt), and a much longer maturity
(the average maturity of the domestic debt portfolio was extended from less than six
years to almost nine). Importantly, a world-class institutional capacity for public
debt management is now under construction at the Ministry of Finance. The intro-
duction of more sophisticated techniques to place So/~-denominated government
bonds has fostered the emergence of a local market-making industry and of a long-
term yield curve in local currency—both critical for the dedollarization of the econ-
omy. Simulations and sensitivity analysis show that, by just preserving the current
rates of economic growth and primary fiscal surplus, Peru’s public debt/GDP ratio
will continue falling (to below 30 percent of GDP) through 2010, and that only
massive shocks (like a tripling of foreign interest rates) might derail that perform-
ance. Barring major deviations, Peru should soon become, for the first time ever, an
investment-grade sovereign borrower. In other words, the country’s comfortable debt
position is the new governments to lose. It just has to stay the course on macroeco-
nomic discipline and support the continuing institutional strengthening (and polit-
ical isolation) of the Direccidn Nacional de Crédito Piblico.

Accelerate It

Assuming that the pillars of Peru’s macroeconomic framework are properly consoli-
dated, can the country grow in the medium term faster than its current rate of 5-6
percent per year? Is a new plateau of 8-9 percent per year, like those of East Asian
countries, possible in Peru? The answer depends on how globally competitive it can
become. At the moment, it is not much—the country ranks 68 out of 117 in the
2005 Competitiveness Index of the World Economic Forum. And while a long list
of factors will affect Peru’s competitiveness (many of which are discussed later on),
the main binding constraints are three—market access, physical infrastructure, and
technological quality. Those three should be the focus of the efforts of the next
administration.

Peru remains a fairly closed economy. As a proportion of GDDP, exports and
imports are not much higher today than they were 30 years ago (about 40 percent).
More important, during that period Peru’s commercial penetration in world trade
fell sharply—its exports now account for about 0.1 percent of world trade, compared
t0 0.3 in 1970. And, in per capita terms, Peru exports are less than half the average
in Latin America. But the country’s export success over the past five years is undeni-
able. Exports grew by an unprecedented, average annual rate of more than 20 per-
cent. It is true that high international commodity prices, fast growth in the world
economy, and trade preferences (notably, the ATPDEA) have helped.® It is also true
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that Peruvian exports remain highly concentrated, in terms of destination (more
than half of them go to the United States and Europe), products (mining accounts
for more than half), region of origin (almost three quarters come from Lima and
three regions in the Sierra), and firms (20 large corporations represent more than half
of the export value). But still, the export boom since 2001 is a reflection that the
country has found an incipient path to integrate itself in the global market—and
grow faster.

The first priority for Peru’s growth is, thus, to deepen that path of integration
through free trade agreements. And no free trade agreement is more important than
that with the United States of America—the world’s largest import market. To be
sure, other markets matter too, and Peru has completed or is about to complete
negotiations with several of them (EU, Singapore, Thailand, Mexico). But, by sheer
size, completing the agreement with the United States of America is the single most
effective way to expand market access for Peru. It will not only ensure free access to
a vast market for Peru’s traditional and nontraditional exports (especially in light of
the expiration of the ATPDEA at the end of 2006) but will also trigger a flow of
export-related private investment. Will it also cause a massive dislocation of the
domestic industry, as it will face steeper import competition? Not really. Available
simulations show that mutual duty-free trade access with the United States of Amer-
ica would put competitive pressure only on a limited number of products—cereals,
cotton, sugar, dairy products—because both Peru already has a fairly liberal trade
regime and the United States of America’s comparative advantage lies in a different
set of goods from those produced by Peru.

To understand how seriously lack of adequate infrastructure is affecting the Peru-
vian economy, it suffices to say that for every dollar the country exports, almost a
third is accounted for logistical costs, compared with less than 10 percent in the aver-
age OECD country. Put differently, Peru is self-imposing an import tariff o its own
products of about 20 percent before they sail off from the port of El Callao. This is the
result of a long retrenchment in public infrastructure investment that, except for
telecommunications, has not been matched by private participation. Today, the gov-
ernment invests less than 1 percent of GDP in public infrastructure, with no or lit-
tle participation by the private sector. This is dwarfed by the needs—available
simulations suggest that, just to maintain the current rates of growth (let alone to
accelerate them), the country will need to invest between 3 and 4 percent of GDP
per year in infrastructure for the next 20 years. And it is also dwarfed by regional
comparisons—annual total investment in infrastructure in Chile or Colombia is
already above 4 percent of GDP.

The infrastructure deficit spans almost all sectors. But three stand out—transport,
electricity, and water. Peru has one of the lowest paved road densities in Latin Amer-
ica. Its main port (E/ Callao), which handles 9 out of every 10 containers coming to
or leaving Peru, has no gantry cranes—an operational model that has long been
abandoned except in the least developed countries of the world. Not surprisingly, it
is almost twice as expensive as its competitors in Chile. Equally important, the flow
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of cargo to the port (and to the country’s main international airport) is being smoth-
ered by the dysfunctional transit system in and around the metropolitan area of
Lima, where an oversupply of formal and informal buses, microbuses, combis, taxis,
and moto-taxis compete for passengers in an unregulated street market. The results
are fatal accident rates 10 times higher than the average for developed countries, air
contamination that far exceeds recommended maximum levels, an average circula-
tion speed that is among the lowest in the world (17 km per hour), and a massive
financial burden on household budgets (the cost of commuting accounts for just
under a fifth of the monthly budget for poor urban Peruvian families).

In other words, Peru has a serious problem with its transport system today. If
unattended, it will also have a serious problem with its electricity sector in the next
few years. At current trends, demand for electricity will increase by half over the next
presidential tenure. But few new investments are taking place. That is a shame—the
transformation of the country’s electricity sector over the past decade has been a
remarkable success. It was opened to private ownership, competition was introduced
where it was feasible (generation, commercialization), the state limited itself to effi-
ciently regulating the noncompetitive parts of the system (transmission, distribu-
tion) and to running distribution companies in geographical areas that are
commercially less attractive or unviable, and a closed cross-subsidization mechanism
(the “social tariff”) was put in place whereby large users subsidize part of the rates for
those that consume below the residential average. As a result, the country has at pres-
ent a reliable supply at reasonable cost, it has coverage for three-quarters of its popu-
lation, and it uses well its indigenous sources (hydro and natural gas). In fact, Peru is
one of the few places in Latin America that has avoided an energy crisis. All this is
now in danger, as for the past three years little new investment in generation or trans-
mission has been made. The reason is that the regulated prices that distributors can
change to retail users have, since mid-2003, not kept pace with the freely negotiated
prices that large users pay. The inertia built in the formula that the law mandates to
calculate regulated prices is frequently overtaken by fluctuations in world energy
prices, something that increases uncertainty and reduces the appeal of new invest-
ments. A similar type of problem affects the regulation of fees for transmission.

The quality of price regulation will thus be one critical factor in electricity provi-
sion in Peru. The other will be the health of the hydrocarbon sector with which a
quarter of the electricity is produced—the quarter from which marginal prices arise.
The wave of reforms that brought private participation into electricity in the mid-
1990s went even deeper in the oil and gas sectors. In the former, while a new system
of royalties attracted substantial private investment in exploration and exploitation,
there have been no significant discoveries of crude, and production has been steadily
declining since 1980. Peru is today, and has been since the mid-1990s, a net oil
importer. Partly because of that, local refining capacity, half of which is still in pub-
lic hands (notably, the Talara refinery), has been shrinking fast. In contrast, reforms
and private participation paid off handsomely in the gas sector, as they made a real-
ity the exploitation of the giant Camisea fields (which had been discovered back in
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the early 1980s) and their connection with the metropolitan area of Lima. This has
made gas the main input in Perus electricity generation. In fact, a special markup in
regulated electricity prices has financed the development of the Camisea project.
This is changing the country’s energy matrix—with gas substituting for liquids in
thermal power stations, industry, and automotive transport, reducing the country’s
oil trade deficit. The challenge will be to balance that substitution with competing
gas export projects, in particular the so-called South American gas ring and the sale
of LNG to Mexico and the Californian market. All that while protecting three
achievements of the Peruvian state with respect to hydrocarbons: it has minimized its
intervention in prices, it has avoided major tax distortions (especially for diesel), and
it has managed revenues in a transparent (even exemplary) way.

Electricity and transport are not the only sectors on a collision course in Peru’s
infrastructure. Water is the other one. And in water, the problems span from
upstream water resource management to downstream water service delivery. Peru has
a lot of water, but most of it is concentrated in the Amazon region, where less than
10 percent of the population lives and less than 10 percent of the GDP is generated.
In contrast, the dry coastal area, where most of Peru’s economic activity is located, is
fed by some 50 rivers flowing west down the Andes, of which only a small fraction
are perennial (the rest carry only seasonal flows) and about a third carry water con-
taminated by mining residue (lead, manganese, and iron). To make matters worse,
Peru has since 1960 lost more than a fifth of its glaciers’ surface to global warming,
enough to supply water to Lima for a decade. The largest user of that scarce Andean
water, accounting for over 80 percent of total consumption, is irrigated agriculture,
which is why the quality of irrigation infrastructure is so critical for growth not just
for the agricultural sector but for the economy as a whole. At the moment, that infra-
structure is in disarray. Not necessarily for lack of money—over the last 30 years, the
central government has invested more than US$5 billion in irrigation-related
hydraulic infrastructure, including dams and drainage systems. The problem has
been a combination of unclear water rights, lack of metering, and weak payment
enforcement. This all but killed incentives to maintain and repair leaky distribution
systems, replace antiquated gravity and flooding irrigation methods, or opt out of
water-intensive crops and cultivation techniques. To be sure, much progress has been
made in agricultural water management over the past five years, notably in transfer-
ring responsibility for operation and maintenance of irrigation systems to user coop-
eratives (juntas de usuarios) and in focusing additional public investment in
rehabilitation and modernization of the existing infrastructure. This is beginning to
bear fruit, as it has created a strong constituency that is lending support to the regu-
larization of water rights and better control of discharges in river basins.®

Problems with water infrastructure extend downstream—to water service deliv-
ery. Water coverage is low and has not grown for almost two decades—about a quar-
ter of the population has no access to potable water and half has no sewer system,
while three-quarters of the sewerage flow goes untreated. Quality, as measure by
hours of actual service, is also very low. The problem is that most water and sanita-
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tion providers, all of which belong to the state, are losing money. In fact, on average,
80 percent of their operating income is spent on operating costs, leaving little mar-
gin to service debts, account for maintenance and depreciation, or finance new
investments. Those providers have therefore accumulated some US$1.5 billion in
debt (and rising), and completely depend on the state to fund their investments. This
is not for lack of a conducive legal framework—it is because the law is being ignored.
It specifically mandates that tariffs for water and sanitation services should cover
medium-term economic costs. But the local political representatives that control the
boards of the public providers have proven reluctant to increase tariffs. This has
diluted the incentive both to expand metering (only about half of all users have a
meter, and those that do not are charged according to long outdated presumptive
consumption parameters) and to fix the much abused cross-subsidization mecha-
nism (an estimated 95 percent of users are subsidized by the remaining 5 percent). It
has also diluted the capacity to invest in basic maintenance—about half of the water
distributed is lost to leakage or unregistered consumption. The regulatory institution
for the sector (SUNASS) that is supposed to enforce the law has been unable to do
so—the political fallout of declaring a water provider bankrupt and potentially inter-
rupting service is just too large.

What can be done to unlock Peru’s infrastructure bottlenecks, both actual and
upcoming? Adequate diagnoses and strategies already exist. For example, the first
steps of a Plan Maestro de Transporte Urbano para el Area Metropolitana de Lima are
being implemented, including the construction of a high-capacity dedicated bus cor-
ridor across the city. A Plan Nacional de Desarrollo Portuario has been drafted. In
electricity, a draft law amendment to make the formulae for price regulation more
market sensitive, and thus encourage private investment in generation and transmis-
sion, has been produced. And there are pilot projects underway (in Tumbes and in
Piura) that condition the central government’s fund allocations for investments in
water and sanitation to the local authorities bringing private management and finan-
cial discipline into their water companies. Moreover, mechanisms for user participa-
tion that would depoliticize all these initiatives are also available. In other words, the
problem in infrastructure is not lack of ideas. The issue is funding.

Fiscal constraints will, for the foreseeable future, keep additional government
investment in infrastructure to a minimum. Attracting private investment and private
finance is the only way forward. At the same time, private ownership of infrastructure
(privatization) may no longer be politically feasible. The future of infrastructure proj-
ects in Peru therefore lies in awarding concessions to private sponsors, who can raise
private financing and build and operate the facilities for profit. This will not be easy.
On the one hand, not all of the projects in Peru’s pipeline of infrastructure needs are
commercially viable without some level of subsidization or risk comfort. Granting
these in a competition-based, transparent and fiscally sustainable way will be crucial
for the credibility of the concession process. So will building regulatory capacity to
manage contractual commitments, especially price setting. On the other hand, mak-
ing the concessions socially sustainable through early communication, user participa-
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tion, and published performance indicators will go a long way toward overcoming
political reluctance to put public services in private hands. Still, the instrument of
concession is available to Peru and, so far, it remains underutilized. The government’s
investment promotion agency (PROINVERSION) has identified a critical pipeline
of infrastructure project that can be concessioned (including the urgently needed
modernization of the port of E/ Callao) and it has secured a window of counter-
guarantees from multilateral organizations. This window will not only make the debt
issued by the concessionaire of top rating quality (and, thus, attractive to local and
foreign institutional investors), but it will also provide independent comfort on the
projects’ social and environmental sustainability. All the next government needs to do
is to proceed.

Open markets and reasonable logistical costs will be two central instruments for an
export-led, permanent acceleration in Peru’s growth. The third will be its technologi-
cal capacity to produce goods of a quality that the world wants to buy. Except for a
few extractive industries, Peru’s technology standards—and thus its productivity—are
surprisingly low. Most of its knowledge transfers happen through imports of machin-
ery and equipment.” Only a small (but growing) portion of local firms acquire tech-
nology through licensing, turnkey projects, or technical specifications embedded in
export contracts. In fact, the impossibility of abiding by quality, labor, environmental,
traceability, and velocity standards is cutting the universe of micro- and small-
enterprises from the export market (more on this below). It is estimated that less than
1 percent of those enterprises are direct exporters, and less than 10 percent are indi-
rect exporters—mostly in apparel and agroindustry. Domestic technology develop-
ment and adaptation are limited—investment in research and development, both
private and public, is equivalent to about one-tenth of a percent of GDD, a fourth of
the Latin American average. Some 60 percent of the work force has received no voca-
tional training. And fewer than 400 Peruvian firms are ISO qualified.

As part of its national export strategy (Plan Nacional Estratégico de Exportaciones),
the government has launched various initatives to raise technological standards in
selected sectors—textiles, jewelry, aquaculture, fisheries. They include technology
support and knowledge dissemination centers (Centros de Innovacidn Tecnoldgica),
clustering programs, worker training vouchers, accreditation systems for technolog-
ical institutes, risk capital funds, testing and certification, and the like. But, up to
now, the scale and the impact have been limited. A massive upgrade is essential if
Peru is to reach a higher growth plateau. This would involve, among others, an
expansion in public cofinancing, through matching grants or tax incentives, of inter-
nationally recognized certifications; a tax regime that better recognizes private R&D
and training expenses; and, most important, an institutional arrangement that
assures strategic focus and coordination among the many ministries and agencies
involved in this area.

But Peru’s technological edge is also undermined by the quality of its tertiary edu-
cation system. While the number of universities and post-secondary institutes
expanded dramatically over the past decade, their quality did not. Fewer than one in
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every three Peruvians between the ages of 18 and 24 has received some form of post-
secondary education, a larger penetration than Brazil, Colombia, or Mexico. But the
marketability of the system’s graduates, and the scientific value and industrial rele-
vance of its research output, remains poor at best. The reason has to do with incen-
tives. In a dubious interpretation of the Constitution, public universities charge no
tuition fees and rely instead on transfers from the central government for their fund-
ing.® This in itself is highly regressive—almost half of public university students
belong to the richest fifth of the population. It is also highly inefficient, for the trans-
fers are based on historical precedence and political negotiation, not on agreed on
results like the employability of graduates or the economic usefulness of research. In
fact, university performance statistics do not even exist. This lack of information
hampers quality among private universities, too: in the absence of systems for accred-
itation, academic credit transfer, and data gathering and dissemination, Peruvian stu-
dents and employers cannot discriminate against underperforming
institutions—perpetuating tradition and prestige over technical quality and market
relevance.” These problems have been faced by other countries before and, fortu-
nately, solutions are available—tying marginal public funding to published perform-
ance criteria, charging tuition in public colleges while offering an income-contingent
loan program for poor students, establishing a transparent accreditation mechanism,
publishing data on learning and labor market outcomes, and so on. This is a reform
path that Peru needs to follow if it is tertiary education system is to become mean-
ingful for its economy.

Widen It

It is not correct to say that Peru’s recent growth has been jobless, but it is true that
job creation has, on the whole, been disappointing. A quarter of the change in Peru’s
output over the past five years came from either extractive industries or the public
sector—neither of which creates much employment. At the same time, most of the
“new industries” whose output grew particularly fast (such as export-oriented agri-
culture and manufactures) have also created relatively few new employment oppor-
tunities (about 300,000), for they are starting from a very low base. This has left
millions of Peruvians still trying to generate income in the periphery of the main-
stream economy—mostly in subsistence agriculture and in the urban informal serv-
ice sector, where productivity and therefore wages are particularly low. For those
Peruvians, the country’s recent success in economic growth has meant little, and their
support for the reforms that made it possible cannot be taken for granted. What
could public policy efficiently do to bring the benefits of growth, and in particular
jobs, to a wider segment of the Peruvian society? At the margin, there are five main
priorities: extending infrastructure to the rural areas with the highest concentrations
of poverty; removing distortions against micro finance; changing the incentives
behind informality; expanding the reach of the “new agriculture”; and eliminating
the most binding elements of the labor code.
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Poverty rates in rural areas are almost twice those in urban ones, and extreme
poverty rates are four times higher. The Sierra contains half of Peru’s extreme poor,
but only a quarter of the country’s population. Except for the extractive industries
that they house but that bring little income-generating opportunities to the local
poor, most of these areas are literally cut off from the country’s productive circuit and
hence from proper jobs. On average, only a quarter of rural households have access
to passable roads and fewer than 1 in 10 rural towns have public phones. Only half
of Peru’s rural population has access to electricity and only two-thirds have access to
sanitation. According to calculations by the UNDD, departments like Huancavelica,
Cajamarca, and Huanuco have an “integration coefficient” that is a third of the
country’s average. This lag is not surprising—it is estimated that the annual public
investment in infrastructure in rural areas is about US$20 per person, compared to
about US$60 for the country as a whole.

More money is indeed needed to bring rural infrastructure services to a level
where the local populations can meaningfully participate in the country’s economy.
We estimate that at minimum the current budget for public investment on rural
infrastructure should be doubled—to about US$200 million per year—to halve in
10 years the proportion of rural population without access to basic infrastructure.
But the issue is not just how much public money is invested, but also how it is
invested.

There are four main ways in which the impact of each public dollar could be
enhanced. First, leveraging private sector participation in the construction, opera-
tion, and maintenance of rural infrastructure. Recent experiences in contracting road
rehabilitation and maintenance with local micro enterprises have been a resounding
success, and could be expanded. Similar experiences exist in water and sanitation sys-
tems, run by local community associations. But broader private participation, espe-
cially in financing, will require subsidization, as most of these investments in remote
areas are not commercially viable. The key will be to design concession contracts that
auction subsidies down to a minimum.

Second, leveraging local public resources. All Peruvian municipalities receive a
share of the various taxes that the country imposes on the exploitation of natural
resources (or canon). This money can be substantial, and often remains idle for lack of
institutional capacity to design and implement projects. The central government
should thus use part of its resources to help municipalities spend well (for example,
through technical assistance or through matching grants). Third, leveraging
economies of scope. There is evidence that the impact on permanent household
incomes of access to “bundles” of infrastructure services is larger than the sum of the
impacts of individual services. In fact, available estimates for Peru suggest that the
impact more than doubles (to an increase of over 25 percent) when all four main serv-
ices (roads, electricity, water, phones) are provided simultaneously. This approach,
however, implies a degree of institutional coordination within the central government
that is currently nonexistent—each service has its own separate ministry, agency, or
program, and three-quarters of rural households have access to no or only one service.
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Fourth, and perhaps most important, leveraging local potentialities through ter-
ritorial approaches to public investment. These are institutional arrangements led by
local actors (public, private, civil society) that seek to define in a participatory man-
ner development strategies for their geographical “territory” based on its endowment
of economic, natural, social, and cultural assets. On the basis of their strategies, those
institutions serve as judges in the competitive allocation of central or local public
funds and as monitors of the results that follow. Peru is ripe to benefit from this
approach, as it combines an unfolding decentralization process that is gradually
empowering local authorities, an expanding universe of civil society organizations,
the emergence of progressive urban centers in the country’s interior, a legal frame-
work for participatory budgeting at the subnational level, and the existence of highly
effective and highly participatory Provincial Institutes for Roads. With proper fiduci-
ary oversight, the purview of those institutes could be expanded to take a more holis-
tic approach to local development.!?

Lack of infrastructure keeps small rural producers from reaching markets. Lack of
financing mechanisms keeps all small producers, rural and urban, from growing, even
those that can reach markets. This is a particularly serious problem, as about 97 percent
of all formal firms in Peru are either micro or small, and they account for three-quarters
of formal employment.!! Peru’s financial sector is itself small but on the whole healthy.
It is dominated by banks (with two-thirds of the sector’s assets), which, although some-
what concentrated (four banks control 80 percent of commercial bank assets), are ade-
quately capitalized and well supervised. They have traditionally catered to large
domestic companies. With the economy growing fast, corporate profits ballooning, the
country’s sovereign bonds close to investment grade along a full yield curve, and the
accumulation of reserves in the private pension system continuing apace (more on this
later), those large clients are rapidly shifting their sources of funding away from bank
credit and toward retained earnings, the growing domestic bond market, and interna-
tional placements!?. This has left commercial banks looking for business in the mort-
gage market, in consumer credit and, critically, in small enterprises.

Micro and small enterprise credit by commercial banks is indeed growing fast.
But it is still too limited to make a difference for the millions of microentrepreneurs
that populate the Peruvian economy—outstanding loans of about 2 percent of GDP.
Is there any room for public policy to efficiently accelerate the ongoing development
of this branch of the financial sector? Yes, in four areas. First, protect the recent
achievements in debtor reporting by the bank supervision agency and by private
credit bureaus (of which Peru already has two), achievements that are now threat-
ened by political interests. Second, expand the ongoing pilots of dedicated commer-
cial courts (more on this later too), which are beginning to shorten the process of
collateral collection—a process that at present takes between three and five years.
Third, invest public funds in unifying and upgrading collateral registries. Fourth,
keep state-owned financiers from crowding out or distorting the market.

This last point is particularly important. Banco Nacién (the central government’s
financial agent), AgroBanco (a second-tier lender for small farmers), and COFIDE
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(the public intermediary of multilateral loans) are planning to expand, and in some
cases are already expanding, into first-tier lending. At the same time, Cajas Munici-
pales and Cajas Rurales (in essence, savings and loan institutions that specialize in
micro credit and belong to local governments are mushrooming—Dby now, there are
some 40 of them, operating throughout the country. In principle, there is no harm
in public intervention in incomplete markets (for example, COFIDE’s work in
weather risk insurance or partial pre-export credit guarantees for small firms). In
practice, letting public financial institutions, central or municipal, compete in the
first tier of the market with private financiers led in the past to major distortions, as
their governance structure allows for politically manipulated pricing and loan
recovery—with major fiscal implications. Hence, reinforcing the supervision of
these institutions will be critical.

It is estimated that about one in every two active Peruvians works in the informal
sector which, in turn, produces about two-thirds of the country’s GDP. These levels
of informality are particularly high, even for Latin America. In general, informality
is the competitive outcome of a trade-off between the cost of abiding by laws and
regulations, and the economies of scale forgone by staying small and thus less likely
to be caught by the enforcer of those laws and regulations. In practice, informality
means that some 7 million people in Peru are confined to low-skill, low-productivity,
low-wage jobs, usually stripped of rights and in unsafe conditions.!? That is, they are
confined to poverty, at the periphery of the economy. Why do so many micro and
small businesses stay informal (and, thus, micro or small)? Or, put differently, how
expensive is formality in Peru?

Available studies suggest that taxes and labor codes are only part of the reason—
as mentioned earlier, the tax regime for small contributors has improved signifi-
cantly over the past few years and, since 2003, micro enterprises are exempt from
the most costly provisions of the labor code (more on this below). It is the sheer
burden of procedures that tips most entrepreneurs into informality. According to
World Bank calculations,'# starting a formal business in Peru involves 10 proce-
dures that take 102 days and cost the equivalent to a third of the country’s per capita
income. Obtaining the required licenses, especially municipal licenses, means going
through 19 procedures for 201 days at a cost equivalent to 350 percent of per capita
income. Registering property calls for five different steps, 33 days, and 3 percent of
the value of what is about to be registered. The list goes on and on, and its impact
is particularly perverse because informal entrepreneurs and workers are uniformly
characterized by their low level of education and are, thus, less able to deal with the
bureaucracy. Not surprisingly, survey evidence reveals that only strong incentives
seem to trigger formalization. The strongest such incentive is the possibility of par-
ticipating in profitable export chains—to become suppliers to direct exporters,
firms need, among other things, to provide tax records that are creditable in the
drawback system, abide by labor safety and environmental standards that are usu-
ally tougher than those mandated by Peruvian law, and register their quarters for
traceability of origin.
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The benefits that access to an adequate combination of inputs (be they infra-
structure, finance, or flexible labor) can bring to a Peruvian economic sector, geo-
graphical area, or segment of society are best exemplified by the so-called new
agriculture. In less than five years, a cohort of producers of nontraditional fruits and
vegetables (asparagus, paprika, artichokes, avocados, grapes) entered high-value mar-
ket niches through distribution contracts with some of the largest supermarket chains
in the United States and Europe. Their business quickly blossomed, and they became
emblematic of a new standard of quality and modernity for the country as a whole.
Along the way, they brought unprecedented returns to land and almost full employ-
ment, in several coastal areas. For now, those areas are minute compared to the coun-
try’s total fertile land—just about 1 percent, or some 50,000 hectares. But, what
went right in those areas? And, more important, how could this success be extended
to at least part of the millions of hectares and of Peruvians that seem trapped in tra-
ditional or even subsistence agriculture?

The new agriculture is based on a de facto partnership between the private and
public sectors. The former risked capital to buy land and enter into export contracts
for new, high-demand, high-quality products, while the latter facilitated land titling
and subsidized technical assistance and advanced irrigation systems. This model
could be easily extended to at least some of the 1.7 million hectares of “traditional
agriculture” establishments and individual farms that produce low-value rice, sugar,
cotton, corn, potatoes, and the like in lands with no clean titles, on gravity irrigation,
and shielded from competition from lower-cost foreign producers—a shield that will
disappear under the upcoming free trade agreement with the United States of Amer-
ica. Some of that extension is already happening by itself—through subcontracting
from agricultural exporters that cannot keep pace with the increasing demand. If
properly designed, a relatively small amount of further public investment could sig-
nificantly accelerate the process.!” There are no many sectors in Peru where the
return to each public dollar in terms of sustainable job creation could be larger.

Finally, Peru’s job creation efforts, either by infrastructure provision, micro credit,
formalization, or support for a new agricultural sector, will continue to be handi-
capped until its labor laws are made more flexible. As they stand today, those laws
and the exaggerated severance payments, compulsory profit sharing, bonuses, and
vacations that they mandate, are either ignored or priced into equilibrium wages—
the result is less and lower-salary jobs. Survey data indicate that the net loss of jobs
because of the rigid nature of the labor laws is in the order of 5 percent of urban for-
mal private employment—that may be as much as 200,000 wasted job opportuni-
ties.'® For very limited benefit in terms of worker protections—because of weak
enforcement capacity at the Ministry of Labor, it is estimated that less than a fifth of
all private urban employment is hired in full compliance with the laws.!”

An attempt at labor reform took place in the mid-1990s, with mixed results.
Rather than radically changing the code, the reform put emphasis on temporary con-
tracts as a lower-cost option. The result was a boom in that type of contracts (since
then, perhaps up to half of all new formal workers in the private sector were hired



18 AN OPPORTUNITY FOR A DIFFERENT PERU: PROSPEROUS, EQUITABLE, AND GOVERNABLE

under them). But the impact on overall employment trends has been negligible.
Today, a comprehensive overhaul to make Peru’s labor code more flexible is politi-
cally impossible—a draft labor law that would make the system even more restrictive
has been in the making in Congress since 2003. But changes at the margin of the
most distorting provisions in the code may help a great deal. And none is more dis-
torting than the cost of firing (a cost equivalent to 14 average monthly wages, com-
pared with five in Latin America and two in English-speaking industrialized
countries). Short of amending the law to reduce mandated severance payments
across the board, the same type of exemption or lighter treatment in firing (and other
benefits) that has been granted to micro enterprises could be extended to larger
firms, or to those hiring trainees among young, unemployed workers. Firing costs
could also be reduced indirectly by allowing longer trial periods for new workers,
broader interpretations of “economic reasons” as a cause for termination, and private
arbitration in disputes involving dismissal. The idea is not to weaken the benefits for
those that already have a job; rather it is to create opportunities for the workers that
are not given a job because of the cost of those benefits.

Sustain It

Concern for the environment does not have a long history in Peru. Only since the
early 1990s has the country begun to establish a legal and institutional framework to
protect it. So far, the effort has been mostly on conservation of biodiversity and
forestry—perhaps a reflection that the agenda of interventions was influenced by the
foreign donors and NGOs that funded it. As a result, protected areas have been
expanded (they now cover some 13 percent of the national territory) and deforesta-
tion rates have been slowed (albeit after a forest area larger than Costa Rica was lost).
These are important achievements and should be supported—not least because Peru
is one of only 12 biologically “mega-diverse” countries in the world and it houses the
eighth largest forest cover.!® Moreover, structural pressures against conservation are
bound to mount in the coming years: the political violence that diverted migration
away from rural areas (especially the Se/va) has ended, international commodity
prices have reached a higher plateau, the global demand for exotic plants and animals
is growing unabated, and the fight against drugs is pushing illegal coca cultivation
deeper into virgin land.

But, today, environmental degradation in Peru is not only, or even mainly, a mat-
ter of conservation; it is a matter of growth sustainability. The annual cost of degra-
dation is estimated to be equivalent to 4 percent of GDP. Three-quarters of that cost
comes from the health consequences of water and air pollution—including 7,000
lives that are unnecessarily lost each year, almost all of them among the poor and
many of them among children. If nothing is done, the current rate of economic
growth, let alone faster rates, will just not be possible—the country would sicken
itself into stagnation. Is it really that bad? Yes. Peru annually loses to air pollution an
estimated 140,000 disability-adjusted life years—a massive loss for an economy
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whose human capital is limited. One in 10 child deaths is caused by diarrhea brought
about by polluted water sources linked to mining, fisheries, energy, agrochemicals,
and untreated sewerage flows. The concentrations of particle matter and lead in
Lima is worse than in Mexico City and Santiago de Chile—and stand several-fold
over the safety thresholds prescribed by the World Health Organization. In fact, lead
exposure is estimated to cause more than 2,000 annual cases of mild mental retarda-
tion among Peruvian children. But the phasing out of leaded fuel did not begin until
2005, and the introduction of low-sulfur diesel is planned for 2010. For now, the
most polluting fuels remain the cheapest.

The problem is that many of those health effects are compounded by the poverty
impact of degradation in sensitive sectors—the poor have less means to prevent or
cure disease. Take forestry: Slash-and-burn agriculture in the Amazon basin is esti-
mated to cost more than US$1 billion per year in forgone timber products and car-
bon sequestration value. Much of the Sierra region is affected by soil erosion,
undermining the productivity of the plots that the poor typically cultivate. Almost
entirely depleted of its natural cover of mangroves and dry and semi-humid forests,
coastal land is being rapidly affected by growing levels of salinity, with the ensuing
loss of yields.

The same type of impoverishing depredation is seen in fisheries. Even though Peru
is blessed with the richest fishing grounds in the world and it accounts for a tenth of
the global annual marine catch, its fisheries sector is highly indebted, overdimen-
sioned and biologically unsustainable. Weak enforcement (and at times plain disre-
gard for the law) of fishing rights and vessel licensing has led to massive overcapacity
and, thus, a constant danger of overfishing of the country’s main species, the
anchoveta, crowding out poor fishermen that rely on traditional methods. The
anchoveta is then used to produce fishmeal and fish oil (mostly sold as animal feed to
China) by antiquated processing plants whose polluting effluents are discharged back
into the coastal sea, and which are not subject to any mandatory standard of environ-
mental quality. In the end, only a few well-connected stakeholders win—for the aver-
age vessel or processing plant is used less than a third of the year, banks are saddled
with underperforming loans to the sector, and the state collects less than 1 percent of
its tax revenues from an industry that is the second largest exporter in the economy.

And, of course, there is mining. This sector’s output has doubled in the past 15
years and that accounts for 9 percent of the country’s tax collection, 7 percent of its
GDP, and more than half of its exports. It is also a sector on whose taxes local gov-
ernments in some of the poorest regions depend to fund social services. But, while its
environmental, accountability, transparency and social responsibility standards have
significantly improved over the past five years, previously unchecked mining has left
a massive legacy of actively polluting sites—some 600, a quarter of which have no
legal owner.! It has also left a legacy of local conflicts—even though mining is cur-
rently the most regulated and most transparent industry in the country.?

Tackling those problems, and putting Peru on an environmentally sustainable
growth path, will not be easy or cheap. Environmental expenditures, public and pri-
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vate, amount to about a quarter of a percent of GDP. This is not much by interna-
tional standards, and it has been declining.?! But the real problem is institutional.
Environmental management and enforcement of laws and regulations fall under the
responsibility of a disperse array of agencies and levels of government, all supposedly
following strategic and policy guidance from a National Council for the Environ-
ment (CONAM). In practice, each ministry has its own unit looking after environ-
mental matters in its sector of purview (health, mining, energy, transport, fisheries,
housing, and so on), over which CONAM has de facto little control. This generates
serious problems of coordination and overlap. More worrisome, it also creates obvi-
ous conflicts of interest within each sector, as the relevant ministers are responsible
for both development of the sector and enforcement of environmental regulations.

The situation is further complicated by two seemingly mundane but paralyzing
shortages—of experienced staff in the environmental units of the ministries, and of
a centralized mechanism to gather environmental data. This last point is particularly
distressing: monitoring of biodiversity and water and air quality is, at best, limited;
comprehensive deforestation surveys do not exist; soil erosion rates are actually
unknown; and companies have no legal obligation to report their effluent dis-
charges.?> Of course, the lack of accurate information makes it all but impossible to
raise public awareness and to hold lines of accountability. These problems seem fix-
able, especially if the next government can create an independent, central enforce-
ment agency (a sort of Environmental Prosecutor) with legal power to see that
environmental protection laws and regulations are respected—and to impose penal-
ties when they are not.

IV. A New Social Contract

As mentioned before, in Peru growth has had only a limited impact on poverty. After
an almost unprecedented economic expansion over the past five years, poverty levels
fell little and remain at just over 50 percent.?? Extreme poverty has fallen more sub-
stantially, especially in rural areas, but one in every five Peruvians still has to live in
it. Inequality, which was not as bad as the Latin American average to start with,
decreased slightly but is still extremely high by world standards—the average income
of the rich (those in the top quintile of the distribution) is 15 times higher than that
of the poor (those in the bottom quintile). And there are almost five million Peru-
vians living on US$1 a day or less. It is important to translate these numbers into
concrete human reality: compared to her rich peers, a poor girl in Peru is six times
more likely to have been born without medical attention, four times more likely to
die before the age of five, twice as likely to have no access to primary education, and
only a third as likely to have running water ever in her life.

This rather grim picture of poverty and inequality is further complicated by two
more subtle factors—low degree of social mobility and high degree of polarization.
Available studies show that, in Peru, the probability that a child of a poor or illiter-
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ate parent will ever be nonpoor or literate is unusually small. Similarly, the widening
gap between groups that are growing internally more homogeneous is worrisome,
especially in terms of race and geography: on average, an indigenous Peruvian living
in a rural area has 10 times more probability of being extremely poor than a non-
indigenous one living in a city. And, controlling for all other differences, the degree
of racial “whiteness” has proven to be a powerful determinant of both access to serv-
ices and salary premia.

Why has poverty in Peru been so slow to react to growth? Part of the answer is that,
on average, growth has so far been concentrated on capital-intensive sectors—there are
simply not enough jobs for the poor in the extractive industries. Policies that would
“widen” the growth base, as described earlier, would help deal with this. But the more
fundamental reason is that the poor in Peru lack sufficient human capital and initial
support systems. This condemns the absolute majority of them to work in the small
and informal sector, where productivity is lowest, and makes it particularly difficult for
them to recover when a shock (be it the illness of the household head or a natural dis-
aster) strikes them. Thus, the problem of poverty cannot be solved through growth
alone. The country needs to come to terms with the idea that eradicating poverty will
require a different way of doing social policy, based on standards, results, and
accountability—it will require a new social contract. To be clear, if Peru does not grow,
and if it does not grow fast, no social contract will ever have much effect on poverty.
But growth, while necessary, will not be enough. The country has to set its public edu-
cation and health systems free from the low-level equilibrium where a cobweb of vested
interests has trapped them; it has to spend more on social assistance; it has to extend
the benefits of its courageous pension reform to all the elderly, not just the rich; and it
has to face up to the “youth boom” building in its demographic pyramid.

Lifting the Veil from Education Performance

Peru has for decades outperformed other Latin American countries, including much
richer ones, in extending the coverage of its education system to all its citizens. This
expansion of access has been costly—even though per student, per teacher, and per
dollar of GDD, Peru spends less than comparable countries. But, while Peru has been
remarkably successful in sending its children to school, once there, they learn remark-
ably little. In the most recent international learning assessment in which the country
participated and which included some 41 countries, Peru came 41st—Ilast.>* Even
the best-performing Peruvian students performed only at the OECD average. More
than half of Peru’s first and second graders cannot read at all. And the inequality of
achievement across students of various social classes is stunning—it matches that of
apartheid-marred South Africa. Not surprisingly, the data show that the country’s
public secondary schools turn out graduates that, on average, have no learning or
critical skills and are, thus, unemployable.

In other words, Peru is very well schooled but very poorly educated. There exist
plenty of technical diagnoses of the problem, and plenty of policy recommendations
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to fix it. The analysis points to six main factors: poor teacher and teaching quality;
limited actual time on task; the students’ unfavorable socioeconomic backgrounds;
inadequate curricula, infrastructure and materials; overcentralization of decision
making; and lack of parental involvement. These factors are not unusual among
developing countries. What is astonishingly unusual is that so little (and for so long)
has been actually done in Peru to reform the system. Peruvian society seems to toler-
ate the failure of its public education system. Why?

We argue that behind the low-quality equilibrium in which Peru’s education
appears to be trapped, there is a fundamental lack of standards, of information on
where the country stands vis-3-vis those standards and, ultimately, of accountability
for the results. Take, for example, literacy, perhaps the easiest learning area around
which a standard can be established. An average second grader in Chile is expected
to read 60 words per minute, a level at which he would be considered “at risk” in the
United States. The corresponding figure in Peru is lower than 30. But, since there is
no official literacy standard, or actual official data to compare against the standard,
there is no social pressure to improve reading skills either. And, when official stan-
dards do exist, they are less than comprehensible—second graders should “...reflect
the linguistic functioning of the texts, and systematize their findings to improve their
reading and text production strategies.”?® With this lack of clarity as to what Peru-
vian children should be able to do (and can actually do), it is not surprising and
somewhat ironic that most parents report to be happy with the schools, while teach-
ers report to be aware that they are not meeting their classroom goals (when they
have them at all). All this is, of course, even more complicated when the school in
question is meant to provide intercultural and bilingual education. To be sure, a few
public schools in Peru are excellent, but this is the result of random idiosyncratic fac-
tors (like a brilliant teacher) rather than of any systemic structure of incentives.

It is that lack and asymmetry of information that has locked the state (govern-
ment, politicians), the suppliers of education (teachers, administrators) and the con-
sumers (pupils, parents) in a self-fulfilling cobweb of low compensations, low
expectations, and low performance. Beyond technical reforms, a true change of cul-
ture seems necessary—a new educational contract—ushered in by a new awareness
of the system’s past failures. The country needs to lift the veil that has for so long cov-
ered its educational performance. First and foremost, Peru needs to establish simple,
specific, and grade-by-grade learning standards (at the very least in reading and
numerical skills) as well as a secondary school-leaving certification exam. It should
thereafter evaluate performance on a continuing basis and publish the results, disag-
gregated by provinces, by schools, and by peer groups. Second, clear mechanisms for
accountability should be put in place. Parents should have a statutory majority in
school governing councils, and the councils should have approval powers over school
budget allocations, principal and teacher selection and retention, and service out-
sourcing. Third, in exchange for greater transparency and accountability, teachers
should get a better support system. This should include a better, performance-based
compensation package, quality pre- and in-service training, and upgraded learning



SYNTHESIS 23

tools (especially reading materials). All the above will be expensive. It may cost an
additional 1 to 2 percentage points of GDP per year in the long run. But, if (an
important “if”) it is spent as part of the introduction of standards and accountabil-
ity in education, it will be one of the best investments the country has ever made.
The incoming government will have an unprecedented opportunity to leap onto
that “higher-quality equilibrium.” As the decentralization of state functions unfolds,
Peru will soon be faced with the devolution of responsibilities for education down to
the local level. This will provide an appropriate political and fiscal context to estab-
lish new educational standards and to hold local governments accountable for them.

Bringing Health to the People

A massive failure of accountability has kept Peru a lot less educated than it should be.
A similar failure has also made it a lot less healthy. Or so we think—for lack of data
makes public health, and public expenditure in health, all but impossible to diagnose
accurately and manage efficiently. This much is known, though: one in every two
Peruvians has no health insurance; two out of every three poor Peruvians who fall ill
get no professional help; and while infant mortality has fallen, maternal mortality
rates are twice as high as the Latin American average. The health care industry is
organized, financed, and run to suit an epidemiological profile that is disappearing:
there are five separate, vertically integrated suppliers (the Ministry of Health; which
caters mostly for the poor; the insurance system for formal workers—EsSalud—; one
system each for the armed forces and the police; and a growing universe of private
for-profit and charitable providers). Each of them de facto has its own separate poli-
cies, funding and facilities, thus failing to exploit economies of scale or pool risks.
This was suitable for mass coverage of first-generation diseases. It remains suitable
for some of the illnesses that still affect the rural poor (malaria, dengue, tuberculo-
sis). But it is out of sync with the new, more complex needs of the country’s aging
population (tumors, circulatory, sexually transmitted diseases).

How should Peru adapt to a distribution of health needs that is becoming “bino-
mial”—on one end, poor Peruvians requiring basic care and, on the other, richer
ones secking second-generation services? For the preventive and primary care of the
poor, expanding the Ministry of Health’s existing models of health management
seems the correct option. On the demand side, this would imply the expansion of
the Seguro Integral de Salud (SIS), the state-funded insurance scheme that pays for
some services to some of the poor. Ultimately, the SIS should become a means-tested
universal health insurance—for all the poor and for all pathologies. On the supply
side, the utilization of the so-called Comités Locales de Administracién de Salud
(CLAS)—nonprofit community associations that, by now, administer under con-
tract with the Ministry of Health one in four of its clinics—has proven highly effec-
tive. They have freedom to manage inputs (including labor) and thus can bypass
many of the bureaucratic and union barriers that paralyze other parts of the system.
In return, they are instantly accountable to local citizens.
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For more advanced health care needs, especially of its nonpoor population, Peru
needs to break the silos across public sector systems (Ministry of Health, EsSalud,
Armed Forces, Police). There is no technical reason why those systems could not
compete to supply services to each other’s policyholders, pool their insurance risks,
or consolidate their procurement. This should allow not only for obvious cost sav-
ings but also for the joint coverage of more intricate, or more unusual, diseases.

Naturally, expansion of the SIS and the CLAS in the allocation of central govern-
ment (that is, Ministry of Health) resources, and the pooling of functions among all
public sector healthcare providers, will threaten the status quo in Peru’s health sector.
An array of vested interest (including unions) would be affected. As local associations
take over the management of a larger number of the Ministry of Health’s clinics, and
impose tougher standards of efficiency and accountability, idle or nonperforming
medical personnel would become redundant. Similarly, consolidating procurement
across public sector health systems would put price pressure on medical suppliers.
The political toll of these reforms will not be small. But here again, the country’s
ongoing decentralization process provides a unique opportunity: as central govern-
ment resources and responsibility for health care are devolved to local authorities
(which so far they have not been), users will have a larger role in deciding how those
resources are spent and what results are achieved—exposing the vested interests that
block efficiency-enhancing reforms.

Investing in Social Assistance

It is clear that improving Peru’s health and education requires more reform than
money. The opposite is true for its social assistance. The country 30-odd antipoverty
programs deliver three types of transfers to the poor—basic food, temporary work,
and community infrastructure. Food programs (notably, Vaso de Leche, Desayuno
Escolar, and Comedores Populares) have an extensive coverage and, contrary to public
perception, are fairly well targeted. They reach more than 9 million people—one in
every three Peruvians. But, with a total budget of 0.4 percent of GDDP, the average
benefit per person is only about US$2 per month, an almost insignificant fraction of
the extreme poverty line of US$1 per day. Similarly, the beneficiaries of the urban
and the rural temporary work programs (A Trabajar Urbano and A Trabajar Rural)
are almost exclusively unemployed heads of households in the two poorest quintiles
of the population. But the annual value of the program is less than 0.1 percent of
GDP. And FONCODES, the social fund that finances demand-driven, community-
executed, small infrastructure projects in the poorest rural areas, uses poverty maps
to allocate its resources—regrettably, those resources are worth less than 0.15 of
GDP per year.

To be sure, much could be done to enhance the impact of Peru’s antipoverty pro-
grams within the existing budget envelope—consolidating their management from
the scattered array of ministries, agencies, and levels of government currently
involved; linking the programs to specific behaviors by the beneficiaries (for exam-



SYNTHESIS 25

ple, children’s vaccinations); setting clear quantitative objectives (for example, in
terms of stunting); focusing on younger children (for example, by adopting age-
related exit policies); lowering administrative costs (currently at 18 cents on the dol-
lar for food programs); bringing efficiency and transparency to food procurement;
and so forth. However, what the country spends on social assistance is just too lit-
tle—0.7 percent of GDP, which is less than half the Latin American average. Even if
all of Peru’s antipoverty programs were perfectly and exclusively targeted on the
extreme poor, the poverty gap (in essence, what the poor currently need to cross over
the poverty line) would fall by less than 40 percent.

To make up for that shortfall, at least partly, the government has recently launched
a conditional cash transfer program (Juntos) that, if continued, is expected to reach
one in every 10 Peruvians by the end of 2006, at an annual cost of some 0.3 percent
of GDP. The initial implementation of this program has been progressively targeted
on rural regions with a high incidence of extreme poverty, and the monthly pay-
ments of about US$30 per family are conditioned on children attending school and
using preventive health services. The challenge will be in future implementation—
targeting beneficiaries in high-density urban areas will not be easy, and the risk of
political capture will not be small. Hence, establishing a proper beneficiary identifi-
cation system and setting clear quantitative objectives and lines of public accounta-
bility prior to program expansion will be critical. Naturally, expanding Junzos (or an
equivalent national program) to «// the poor will be costly; is there fiscal space for
thae? Suffice it to say that Peru spends almost the same on giving free university edu-
cation to the children of the rich (that is, those in the top quintile of the income dis-
tribution) as it does on all its social assistance programs put together.

Securing All the Old

If lack of income security is a problem for the active poor, it is all but a catastrophe
for those in old age. Over the past 10 years, Peru has made excellent progress in
rationalizing its pension system. A privately managed system of individual accounts
was introduced for workers in the private sector that wanted to opt out of the pay-
as-you-go “National Pension System,” and many did. The fraud-riddled, pay-as-you-
go pension system for civil servants (Cédula Viva), whose yeatly cash deficit costs the
state about the same as the whole of the annual public investment program (some
2.5 percent of GDP), was closed to new entrants. These reforms were not without
glitches—for example, the issuance of the “recognition bonds” that made migration
across systems possible was too slow; the limited initial level of competition among
private pension administration companies resulted in high intermediation costs; and
restrictions on overseas investments have kept pension funds excessively liquid. But
as the market matured and regulation improved, those glitches have gradually disap-
peared. On the whole, Peru’s pension reform has been good for the system’s partici-
pants. The problem is that very few Peruvians participate—only one in 10 workers,
the third worst participation rate in Latin America. More worrisome, the participa-
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tion rate among the poorest 40 percent of the labor force is only 2 percent. Put sim-
ply, poor Peruvians do not have pensions.

The central question is then how to extend income security to the poor. Admin-
istrative measures will help, especially those that facilitate entry by self-employed
workers and improve fiscalization of employers. However, administrative measures
alone will not suffice. Peru needs to decide whether it will pay for a noncontributory
benefit for the elderly poor. To be sure, such a benefit will not be free of problems,
notably of focalization and moral hazard. So, if it is that difficult, why bother?
Because the country’s changing demographics and development pattern are quickly
eroding the traditional, informal support networks on which the elderly poor rely.
Fertility rates have declined rapidly (30 years ago, the average Peruvian woman had
more than seven children in her fertile life; today, she has fewer than three), reducing
the number of family members that can look after the old. Similarly, because of rapid
urbanization, fewer than one in three Peruvians lives now in rural areas, where com-
munity networks are stronger. How much would it cost to give a noncontributory
pension to all the old poor? Depending on design, we estimate that cost at some-
where between 0.3 and 1.7 percent of GDP per year in the long run, substantially
less than the deficit in the Cedula Viva scheme for public sector employees.

Making Room for the Young

The dual effect of the collapse in fertility rates and the rapid increase in life
expectancy has brought Peru to a critical demographic point—over the next decade,
the largest age cohort in its history (and, barring major societal changes, in its future)
will pass from youth to adulthood. This will pose formidable challenges for policy
makers—from education to employment, from culture to politics. Is Peru ready to
accommodate this massive social transition? Probably not. One in every five young
Peruvians (that is, those between the ages of 8 and 20) does not study or work,
almost 2 of every 10 starts a family too early (that is, before the age of 18), and all are
sadly and vastly overrepresented in crime statistics—as both perpetrators and vic-
tims. Those who attend public school, on average, fail to meet basic international
standards of learning. And those who try the labor market are twice as likely to be
unemployed as the average worker. At the same time, the global economy is demand-
ing ever more sophisticated skills—the proportion of world trade accounted for by
medium- and high-technology goods almost doubled (to over 50 percent) in the last
25 years. More fundamentally, a discouraging sense of lack of opportunity dominates
Peruvian youth—available evidence indicates that two-thirds of them would migrate
abroad if given a chance.

These are of course long-run matters. As was discussed earlier, fixing Peru’s edu-
cation system will take years, if not decades. The same will be true of the business
and labor environments for micro enterprises—the usual entry point for young
workers. Or of the judicial system, in whose hands too many young Peruvians find
themselves. However, there is much that can be done in the short term to facilitate
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the demographic transition, with relatively little investment. The country already
counts with a plethora of public and private initiatives to give occupational and voca-
tional training to the young—some, like PROJOVEN or PERU ENPRENDEDOR,
have been fairly successful. But there is little or no coordination, and much overlap,
among them. They also lack a system of standards and certification, something that
weakens their value in the labor market. An expansion of the now insignificant pub-
lic program of secondary education scholarships, or even the introduction of condi-
tional cash transfers, could make a major difference in retention rates (some 30
percent of the country’s youth does not finish high school). Similarly, the experience
with “development marketplaces for the youth” (that is, grant-based funding of busi-
ness projects on a competition basis) has been extremely successful and relatively
inexpensive, and could be easily scaled up. Finally, but critically, the Peruvian young
need to be heard to be understood. Although incipient, recent initiatives to consult
youth from all social strata in the design and implementation of public policy and
development projects have been excellent.?® With a vibrant and growing community
of civil society organizations ready to help, the next government will find fertile
ground to create further spaces and forums to engage the next generation.

V. A State to Be Proud of

After a decade of a centralized, authoritarian, and corrupt government, the arrival of
the Toledo administration in 2001 augured a new relationship between the state and
the Peruvian citizens—a relationship based on democratic participation, trans-
parency, and trust. In the event, the government delivered a solid economic per-
formance and some improvement in some social indicators. But the state-citizens
relationship deteriorated even further. The state has failed to protect people, their
property, and their services. The state has even failed to protect its own property. In
a country with unprecedented material success, the approval rates of the outgoing
President and Congress were in the single digits for most of their tenure, and the
judicial branch is ranked by the population as the most corrupt institution in the
land. Why? Because the fragmentation of the political system has aborted the emer-
gence of a shared national vision and, thus, a clear definition of what the role of the
state should be. This has put the country in a vicious circle of weak institutions and
weak governance. The state has not only lost its bond with the Peruvian people, but
itis rapidly becoming an obstacle to, rather than an engine for, the country’s progress.

Political fragmentation in Peru is not just about the proliferation of parties, some-
thing the 2006 electoral law has tried to limit (there will be seven parties in the new
Congress). It is also about the lack of mechanisms for intraparty discipline that the
“open lists” electoral system brings about—a party’s endorsement is not needed to
run under its banner. This gives a disproportionate role to individual parliamentari-
ans, particularly those that can fund their own campaigns, in initiating legislation;
weakens trust in interparty alliances or executive-legislative agreements; and makes
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switching party affiliation a usual practice (about one in every four members in the
outgoing Congress did it). Not surprisingly, accusations of legislative corruption are
commonplace, and the regulation of lobbying is, de facto, nonexistent. Solving this
problem calls for the reform of the political system (in a way, a self-reform), the
chances of which are, at best, slim over the next presidential period.

The vacuum left by a dysfunctional relationship between the legislative and the
executive branches has been partly filled by a small set of technically competent, and
broadly respected, public institutions that keep Peru’s economy running—the Min-
istry of Finance, the Central Bank, the tax administration authority (SUNAT), the
Ombusman (Defensoria del Pueblo). It has also been filled by a few progressive local
governments (like Lima’s) and by a much more active civil society—Peru has today
almost twice as many NGOs as it had a decade ago. This implicit arrangement has
sufficed to bring the country this far, but at a major price in terms of governability.

With endemic political fragmentation, little chance of major political reform, and
only a few “islands of excellence” among public institutions, the central challenge for
the next administration is, therefore, to gather enough support to reform those con-
crete elements in the state’s structure that people care the most for—local services,
public security, access to justice, and the sense of widespread corruption in the civil
service bureaucracy. This would begin to rebuild the relationship between Peruvians
and their state, and would prepare the latter to take the country onto a higher devel-
opment path.

Bringing Public Services Closer to the People

As part of its drive toward greater democratic participation, Peru has over the past
five years laid the legal ground for the geographic decentralization of political power.
While the process was driven by politics, it opened a unique opportunity to improve
the quality of public services.?”” A new level of elected government (the regions, 26 of
them) was created between the central government and the almost 2,000 municipal-
ities. Sound implementation principles were established through an Organic Law for
Decentralization—decentralization is to be gradual, fiscally neutral, and competi-
tiveness enhancing.”® A system of accreditation was put in place that defines the ex
ante conditions or minimum capacities that subnational governments must show to
qualify to receive expenditure responsibilities (and the accompanying resource trans-
fers). Result agreements (Convenios de Administracidn de Resultados, between the
Ministry of Finance, the sector ministers and regional governments) and manage-
ment agreements (Convenios de Gestion, between sector ministries and subnational
authorities) were designed as tools for ex post accountability. A monitoring and eval-
uation system was created within the Budget Office of the Ministry of Finance. By
and large, the “rules of the game” for decentralization in Peru now exist. But “the
game” itself has barely started.?”’

Indeed, while subnational entities now account (read, administer the payments)
for about a third of all public expenditure, the transfer of responsibility (read,
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decision making) has been limited to parts of the food and social and rural infra-
structure programs (PRONA and FONCODES, respectively), which were passed
onto municipalities. Responsibility for education and health (the two main services
in the national budget) still lies with the central government. Why the delay? On the
one hand, the difficult political decisions around cross-regional equalization transfers
are pending. Subnational governments in Peru have almost no tax bases of their
own—regions have none by Constitution, while the national Congress still sets pol-
icy over municipal property taxes. They are thus highly dependent on transfers from
the central government, and more specifically, on flat shares in national tax revenues
(FONCOMUN) and on royalties over natural resources (canons, which are linked to
local resource endowment). This not only erases any incentive for local taxation but
is also creating widening regional disparities, whereby resource-rich municipalities
(for example, in Tacna) are incapable of spending their full annual investment budg-
ets while resource-poor ones (for example, in Ayacucho) cannot fund basic services®.
On the other hand, there is a reasonable reluctance to transfer responsibility for
“problem sectors” until the necessary structural reforms are undertaken by the rela-
tively more powerful central government (personnel issues in education and health
are a case in point).

While a paced implementation strategy has so far served Peru well, the country
will not be able to postpone effective decentralization for much longer. The existence
of a cohort of elected subnational officials with no clear functions (that is, resources
and responsibilities) is politically unsustainable. Rather than being pushed into fur-
ther decentralization, the new government may want to lead the process along a
viable path by setting a clear calendar for the necessary reforms. This will involve sev-
eral steps. First, the system of transfers (and, in particular, FONCOMUN) should be
governed by an explicit formula that takes account of the poverty map, rewards own
tax collection efforts, and guarantees a minimum standard of service (for all services)
to all Peruvian citizens regardless of where they live. This would implicitly define a
mechanism for horizontal equalization, that is, cross-regional subsidization. Second,
a canon stabilization fund (or funds) should be put in place to smooth procyclical
swings in municipal expenditure, together with tools for the development of local
capacity to manage, audit, and socially control the use of the canon.

Third, a medium-term plan to gradually pass on tax bases to regions (for exam-
ple, consumption taxes on selected goods and services) and municipalities (for exam-
ple, full control of property taxes) should be agreed upon at the national level.
Fourth, labor contracts and related liabilities in education and health should be clar-
ified, and the gradual transfer of responsibility for these services should begin, start-
ing with the local governments with the highest degree of accreditation and with
established result and management agreements. Finally, with decentralization actu-
ally proceeding, a realistic regulatory framework for subnational borrowing will be
required—the current one assumes that the central government can keep the door
forever closed to local-level borrowing when, in practice, that door has been repeat-
edly pried open by political expediency. A system based on automatic sanctions and
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market-led risk evaluations would be preferable. This could also prove a potent
incentive for the adoption of a common financial management and accounting
framework across would-be subnational borrowers—specifically, the universal adop-
tion of the Sistema Integral de Administracion Financiera-Gobierno Local (SIAF-GL).

A Sense of Personal Security—Protecting People and their Property

Peruvians rank their police force as the second most corrupt public institution in the
country—just behind their judicial system. This is not surprising, for 4 out of 10
Peruvians have been robbed in the street and one in every five homes has been bro-
ken into—and that is only in the six months preceding the latest survey. In Lima,
where most police are concentrated, 90 percent of the population reports a constant
sense of insecurity. Look deeper and the minimal data that exist suggest a systemic
failure in public protection: Peru has lower rates of homicide and kidnapping than
some of the safest countries in Latin America (like Chile and Uruguay), but its rates
of robbery are among the worse in the region, and are growing worrisomely fast.?! In
other words, the police seem to be gradually losing control of the streets. Add one of
the world’s highest rates of domestic violence and a discomforting sense that the state
is not protecting people or their property emerges.*?

Poverty, youth unemployment, poor quality of education, inadequate urban
infrastructure, a chaotic transportation system, the legacy of political violence, and
the growing presence of narcotraffic are all part of the explanation for Peru’s level of
criminality. But the single most important reason lies with the quality of policing. It
is not that the Peruvian police force has not had major successes against crime—it
has. The problem is that the strategy and the tools that it employs are no longer suit-
able for the country. On the one hand, as in many countries in Latin America, it
operates a “reactive policing” model (that is, it reacts when crimes are reported)
rather than analyzing patterns of criminality (especially, geographic patterns) and
proactively establishing prevention mechanisms. On the other hand, Peru’s police is
too small (controlling for population, Lima’s police is half the size of, say, Bogotd’s),
ill-equipped, underpaid, and undertrained. It would be difficult to hold it account-
able, even if standards and statistics existed. These factors have long been known.
They were identified early in the Toledo administration by a special commission for
the restructuring of the police force, and an array of national, regional, and munici-
pal committees (called the Sistema Nacional de Seguridad Cindadana) was created by
law in 2003 to coordinate and cooperate with the police in preventing crime. In the
event, both efforts received no political support, few resources, and faltered.

With the state failing to provide effective protection, citizens have begun to fill
the vacuum. There are by now more than 50,000 neighborhood watch groups (jun-
tas vecinales) in Peru, many of which also finance privately operated municipal secu-
rity forces (the serenazgos)—a practice that has its roots in the times of the terrorist
insurgency. Pilot judicial centers in local police stations (juzgados en comisarias),
which can rapidly dispense justice for minor crimes and disputes, are proving hugely
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popular. Some half million Peruvian citizens are believed to volunteer their time in
crime prevention activities.

Peru should proceed with a fundamental reform of the police function (not just
the police force). A blueprint for that has existed since 2003. Gathering enough
political support may take long, but it will not be impossible. Voters are painfully
aware of the day-to-day reality of living with a general sense of lawlessness. And their
growing grassroots initiatives in self-defense provide an excellent platform to leverage
the work of the police, especially its preventive work. In mid-2005, the government
announced a package of security measures and resources that rightly seek to exploit
those synergies. That is an initial step in the right direction. Much more is needed.

Leveraging citizen participation to reduce crime will be vastly facilitated by some-
thing the Peruvian state has been doing right for almost a decade—formalizing land
tenures. The failed agrarian reform of the 1970s and the brutal tactics of insurgency
and counter insurgency of the 1980s, accelerated natural internal migration flows
and pushed about a third of the population out of the rural areas and into the out-
skirts of large cities (especially Lima). Millions of Peruvian had no choice but to
squat on public (and, sometimes, private) property in periurban areas. This was the
beginning of today’s pueblos jévenes. Without title to their site of residence, these
dwellers were de facto cut off from basic infrastructure services, mortgage lending,
and physical security. In the mid-1990s, a massive program to formalize informal
land tenures was launched that since then, has issued and registered some 1.4 million
titles for lands that are home for 6 million people. Mortgage-based micro credit and
a secondary land market blossomed. This has generated a large constituency of
homeowners that have a permanent stake in seeing local crime and violence
eradicated.

Bug, for all its success, land titling is a long way from complete—available esti-
mates suggest that some 1.5 million unregistered lots remain. This “second half” will
be more difficult to treat, as it relates to geographically more dispersed settlements,
with lower population density, poor logistical access, and, in many cases, located in
zones that are prone to natural disasters. Moreover, the new wave of formalizations
will happen in the context of rapid decentralization, adding a vertical dimension to
the many institutions that now contribute to the titling process—and that contend
with the more than 1,800 laws and regulations that govern that process. However,
the benefits of this program, including as a trust-building symbol of state service, are
difficult to overestimate—tellingly, it has been maintained with little change by three
successive governments.

Justice for All

Peruvians despise their judicial system. They see it as corrupt and inaccessible. The
poor, which are half of the population, simply assume it away. There is zero accounta-
bility for performance—indicators of judicial productivity are not published, when
they exist at all. Many attempts to reform the system have been all but abandoned. This
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is not surprising as the judicial sector has long been a political battlefield—control of
judicial institutions, especially those that designate and remove judges, has been a
major strategic objective for all parties and in all regimes. As in other areas where the
state has proven ineffective, the vacuum left by the formal judicial system has been
filled by no-state local justice or juzgados de paz—by now, three-quarters of all judges
in the country are “jueces de paz,” most of whom have no formal legal training.

What are the barriers that separate the state’s judicial branch from the people?
And how can they be removed? The first barrier is economic. The law requires that
all civil cases be represented by a lawyer and that the court costs (which are linked to
the value of the case) be paid upfront. Legal aid is minimal (some 500 lawyers for
about 14 million poor people) and waivers of court costs (beneficio de pobreza)
require complex application procedures. The second barrier is ethnocultural. One in
every four Peruvian households is believed to use an indigenous language; for them,
understanding legal lingo in Spanish is virtually impossible. Also, gender discrimi-
nation, while difficult to quantify or prove, is allegedly common; tellingly, the aver-
age length of an alimony case is two years. The third, and perhaps the most
significant, barrier is the perception of corruption. Average citizens prefer to stay
away from a system whose impartiality they doubt and whose bureaucracy they are
unable or unwilling to “grease”—because of the lack of service standards, court staff
have de facto power to accelerate, delay, or stop any step of the case’s process.

Barriers to access are, of course, only the beginning of Peru’s judicial problem.
Once inside the system, the issue is inefficiency. Controlling for population, Peru has
fewer judges and fewer prosecutors than the Latin American average. The country
also invests a smaller portion of its fiscal budget in justice that the regional mean. But
the real problem is the judiciary’s low technical capacity which is, in turn, due to
politically influenced selection mechanisms, limited opportunities for continuing
training, and outdated physical infrastructure and support systems, especially for
case management. All of which is worse in the penal part of the system—as the coun-
try is moving to an accusatory system for which it has done little preparation (the
rollout of the new Penal Procedural Code itself is on hold). Sadly, two-thirds of the
prison population has not been sentenced.

Short of a fundamental reform for which political support would be difficult to
amass, what can the new administration do with Peru’s judicial system? Build on the
successful results of specific interventions that, albeit partial, have begun to bring
justice services to the people. Recent examples abound: the so-called mddulos bdsicos,
that is, small judicial centers located in remote areas (and sometimes in police sta-
tions or comisarias) with capacity to arbitrate simple civil disputes; the programs to
provide training and logistical support to jueces de paz; the recruitment drives for
translators and interpreters; the definition of simple service standards and, eventu-
ally, the regular publication of actual performance against those standards; the initial
investments in the information technology necessary for case management; the direct
financial support to legal aid clinics (ALEGRA); the creation of juzgados y salas com-
erciales (dedicated commercial courts) in Lima; and so on. This incremental approach
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may be second-best to a broad, structural reform of the system, for which a techni-
cal map does exist—the Plan Nacional de Reforma Integral de la Administracion de
Justicia, drafted in 2003 by a special government commission known as CERIAJUS.
Bug, as long as politics continues to stand in the way of comprehensive reform, incre-
mentalism is a good enough way to begin to rebuild the Peruvian people’s confidence
in their judicial system.

An End to the Sense of Corruption

The Toledo government came to power as a result of the popular outrage at its pre-
decessor’s corruption. Several national anticorruption initiatives were launched
(most recently, in 2004), a national anticorruption commission was created to see to
the empowerment of public auditing and oversight agencies, and a new law on access
to public information was enacted. But those initiatives have fizzled out, primarily
for lack of leadership and followup in implementation. Not even the several, highly
sophisticated civil society organizations that were formed to eliminate public cor-
ruption have had much effect. The Transparency International Corruption Index for
Peru, which was low to start with, has barely moved.??

Major institutional reforms will be needed to eradicate corruption (like reforms
of the judicial system, the civil service, and the police). As discussed before, those
reforms will take time and will depend on political goodwill. However, there is a lot
the next government will be able to do, fairly rapidly, to convey a new sense of hon-
esty and transparency. In particular, it can bring fresh air in the way its employees
treat ordinary citizens, in the way it buys what it consumes, and in the way it dis-
burses its funds—and, more broadly, it could strengthen the channels for Peruvians
to voice their view on how their state performs.

During the past 15 years, the fiscal burden of Peru’s civil service has continually
increased—at over 6 percent of GDPD, it is more than twice as large as the public
investment program. About 6 percent of the country’s active labor force works for
the public sector, not an excessive proportion by international standards. But, the
individual incentive framework within which civil servants operate has vastly deteri-
orated, with the ensuing loss of productivity. For more than a decade, the hiring and
the base pay of public employees have been legally frozen. In practice, though,
recruiting continued apace through ad hoc contractual arrangements that are not
subject to competitive selection, homogeneous salary scales, performance evalua-
tions, or formal accountability mechanisms. Pay supplements, allowances, bonuses
and special benefits proliferated, and the accuracy of human resource tracking infor-
mation diluted. In the end, the concept of a “civil service career” disappeared, and
the human asset of the state depreciated. Without a framework to foster good per-
formance and to punish bad, control of corruption became more difficult. In sum,
while its cost rose, the quality of the civil service fell.

The outgoing government tried hard to reverse the decline of the civil service.
First, the Ministry of Finance implemented an electronic payroll system that at least
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keeps a headcount of who gets paid. Second, with decentralization, regional govern-
ments have assumed payroll management for the education and health sectors (where
the lion’s share of public servants work), which should put closer scrutiny on the
employees. Third, the link between the compensation of active and retired civil ser-
vants has been broken, with the reform of the public sector pension system (Cedula
Viva). And draft new laws on public employment and on civil service careers that
unify pay scales, expand competitive selection, and set behavioral and ethics param-
eters for those in public office have been sent to Congress—where they have since
been languishing. Seeing them through should be a priority for the next
administration.

Public procurement and financial management in Peru have actually improved a
great deal over the past five years—something the government is usually not given
credit for. Under the leadership of the ministry of finance, systems for electronic pro-
curement (SEACE) and for integrated financial management (SIAF) have been
installed, and a competent agency to regulate and supervise them has been estab-
lished (CONSUCODE). This unit has developed a supplier registry (Registro
Nacional de Provedores), which has brought order and transparency to the decision of
who can sell to the state. The unit also acts as a tribunal for procedural and contrac-
tual disputes. By now, both the SEACE and the SIAF are used by the central admin-
istration, its autonomous agencies and, remarkably, most subnational governments.
These are excellent first steps. They are not, however, sufficient to bring about the
concrete fruits of transparency—that is, savings and reputation.

The universe of public entities (central, autonomous, and subnational) do not yet
coordinate or standardize their purchases and thus miss opportunities for economies
of scale. Nor is the planning of those purchases and of the flow of funds that will pay
for them linked to the national budgeting process, causing major delays in execution.
For example, medical supplies take on average 450 days to reach a hospital from the
time it makes a request. The legal framework to operate online is not yet complete
(for example, for the certification of e-signatures) so actual electronic transactions
cannot take place. And SIAF’s accounting codes are different from those of the
national budget, weakening reporting and control. All these are natural “teething”
problems for a new system under implementation. But they have prevented the aver-
age Peruvian citizen from getting, with a click of a mouse, answers to the simple
questions he cares for: What is the government buying? Who is it buying from? Is the
government overpaying? Available estimates indicate that, if fully operational and
fine-tuned, SEACE and SIAF could save Peru about US$400 million a year.* This
would be sufficient to, for example, triple the size of annual public investment in
rural infrastructure. And, if known to the population, it would go a long way toward
restoring confidence in how public money is being used.

Access to accurate, timely, and comprehensive information on public procure-
ment, financial management and civil service performance will be half of the equa-
tion in restoring trust in the state’s capacity to act honestly and transparently. The
other half is to let citizens voice their views on the results of those actions. Peru has
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a tradition of civil participation—with emphasis on popular decision making in the
1980s, on service provision in the 1990s, and on policy design at present. Since
2000, Peru has institutionalized multiple channels for citizens to influence public
policy: the Consejo Nacional de Salud (that sees to health policy and investment), the
Consejo Nacional de Educacion (education), Mesa Nacional de Concertacién para la
Lucha contra la Pobreza (social assistance programs), Consejos Consultivos Regionales
(decentralization matters at regional level), Consejos Consultivos Locals (decentraliza-
tion matters at local level), and Presupuesto Participativo (public investment programs
at various levels of government). None of them are decision-making bodies; rather,
they are forums for the state to listen. All are underpinned by a broad public infor-
mation law (Ley de Transparencia y Acceso a la Informacidn, of 2002) that obliges state
institutions at all levels to publish a plethora of data. Most of them do it through
internet portals, like the Ministry of Finance’s flagship Consulta Amigable. An active
Office of the Ombudsman (Defensoria del Pueblo) and some 40 civil society organi-
zations specialized in public policy de facto monitor the fulfillment of that law.

With such a rich institutional infrastructure to voice opinion and be heard, the
level and persistence of popular frustration with government transparency in Peru
are surprising. What explains them is a series of design flaws in that infrastructure:
ceilings to keep representatives from civil society a minority in the various forums
(they cannot account for more than 40 percent of the members); representatives
must belong to legally constituted associations (ignoring traditional social groupings,
especially in rural areas); high opportunity cost for the poor (the forums take place
in major cities rather than in rural communities, and per diems are insufficient,
when they exist at all); overlapping purviews across forums; lack of communication
among forums and between forums and key institutions in the state (like Congress);
and so on. More fundamentally, the existing channels of civil participation have no
mandate to focus, and do not focus, on accountability (rendicidén de cuentas). They
provide ex ante advice, but cannot hold the government responsible ex post for
results or even monitor actual performance against pre-agreed standards. This per-
petuates a sense of impotence that is beginning to discourage participation—and to
rekindle recrimination.

VI. Putting It All Together—An Agenda For Action

This chapter has described the formidable challenges that Peru faces in the coming
years. It has also provided suggestions for turning those challenges into an unprece-
dented opportunity for change. The required reforms are, however, many and are
not easy, and would be taxing even for countries that can count on harmonious polit-
ical systems and capable administrations—not yet the case of Peru. Thus, pragma-
tism and prioritization will be crucial.

Table 1 introduces one possible agenda for action. It presents a sequence of pol-
icy reforms that spans the presidential tenure and that lead toward three central
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strategic objectives—growth, equity, and governability. Like the rest of this book, it
is meant as a contribution to national decisions. What exactly can be done, and
when, must be the result of consultation, debate, and negotiation among Peruvians,
at the pace of their choosing.

But, will the suggested agenda really make Peru that much different? It would
bring about an economy that grows faster, creates more jobs, and protects better the
country’s natural resources. But it would certainly not end all poverty. The poor will
be healthier and better educated, and there will be a platform of assistance for them
to work their way out of poverty. But there will still be large social inequities. The
state will begin to have a constructive presence, and a more positive image, in the life
of ordinary people. But demands on the state will still be larger than its capacity to
satisfy them. In sum, not all problems will be resolved by the time the next presi-
dential election is due. But Peruvians can, by then, be on the march toward a nation
of opportunity and justice for all. They deserve no less.

Table 1. Peru—A Possible Prioritization of Reforms for the New Presidential
Administration

From the Very Beginning — Set the Tone of...

...Disciplined Economic ....of Progressive Social ....and of Clean

Management Policy... Government
* Present a balanced budget ¢ Set a simple reading stan- * Put all public procure-
for 2007 onward dard for 2nd graders by ment and employment

information on the
internet
Decree a Code of Ethics

* Commit to the Central
Bank’s independence and
inflation targets

which all public schools
will be annually measured
¢ Announce the creation of

» Commit to the public
debt reduction strategy

a means-tested universal
health insurance

Double the budget for
social assistance programs
and announce targets for
improved nutrition

and Standards for civil
servants

Extend mandate of all
public-private forums
from ex ante consultation
to ex post monitoring of
results

After the First 100 Days — Begin the Quest For...

...Faster, Job-Creating
Growth
* Call for bids for top 20

infrastructure concessions,

and continue thereafter

* Implement the Free Trade

Agreement with the USA
* Focus public funding on
facilitating private micro

finance, and public action

on business process
simplification

....a New Social Con-
tract...

Give parents statutory
majority in school
councils

Subcontract all Ministry
of Health’s Clinics to
Comités Locales de Admin-
istracion de Salud

Create an autonomous
superintendency of evalu-
ation of social programs

..and a State to Feel

Proud of

e Start the reform of the
Police Force — from reac-
tion to prevention

* Double the budget for
Midulos Bdsico, Juzgados
de Paz, Commercial
Courts, and Legal Aid

* Double the size of the
Property Titling Program



SYNTHESIS

37

After the First Year — Focus on...

...a Wide, Sustainable

Growth Base

* Double the budget for
public investment in rural
infrastructure, and estab-
lish incentive mechanisms
for territorially focused
bundles of infrastructure
services

¢ Enforce both cost recov-
ery pricing and means-
tested subsidization in
electricity and water
provision

¢ Unify authority over envi-

...Accountability in Social
Programs

* Set learning standards for
reading and numerical
skills in all grades in all
public schools—and
begin publishing annual
disaggregated results.
Provide teachers with an
enhanced package of
remuneration, training
and materials

Force all publicly funded
health systems to coordi-
nate for inputs and com-

...and Incentives in Public

Function

* Enact a new performance-
based Civil Service Career
Law

* Unify public budgeting
and accounting codes,
and consolidate procure-
ment across agencies

e Set a new formula for tax
sharing across subnational
governments based on
poverty count, own tax
effort, and minimum
standards of service

ronmental protection pete for clients. provision
By Mid-Administration — Ad. Toward...
e...Long-Term “Funda- ...Long-Term Equity ...More and Better

mentals”

* Scale-up public-private
partnerships in “New
Agriculture,” especially in
Irrigation

* Reduce cost of firing
workers

* Move to results-based
funding of public research
centers and technological
upgrading

* Establish secondary
school certification exams

* Extend means-tested pen-
sion benefits to all the
poor

* Introduce tuition in pub-
lic colleges, while offering
income-contingent loans
to poor students

Services

* Begin decentralization of
public education

* Implement a canon stabi-
lization fund.

* Subject all subnational
borrowing to market
discipline

And Leave Behind At The End of the Presidential Term....

...A More Prosperous

Economy

* An investment-grade
country

¢ Full or close to full
employment

¢ A world-class infrastruc-
ture network

...A More Equitable

Society

* Fewer than 1 in 10 Peru-
vians in extreme poverty

* Children that read well in
all grades

* Zero malnutrition and no
preventable diseases

...A More Governable

Country

 The lowest crime rates
since data collection
began

* A Transparency Interna-
tional Corruption Index
of 6 or higher (currently,
3.5 out of 10)

* Local services that work
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Endnotes

1. This book was finalized in August 2006. Policy actions that may have taken place after
that time are not reflected.

2. In fact, the improvement in efficiency and quality of service of the agency in charge of
tax administration, the SUNAT, is a true success story in the history of Peru’s institutional
development. The number of actual taxpayers increased by more than half (to 3.3 million)
between 2001 and 2005.

3. Peru’s monetary management has already begun to reduce slowly the proportion of bank
deposits held in U.S. dollars (they currently stand at about 55 percent).

4. For example, the supervisory agency now requires that banks not only match foreign cur-
rency-denominated assets and liabilities, but also price the risk of unhedged foreign currency
borrowers in their loan classification and provisioning.

5. The ATPDEA is the Andean Trade Preferences and Drug Eradication Act, whereby
exports from Andean countries entered the United States free of duty. The agreement is to
elapse in December 2006.

6. A new law that would govern water resource management on the principle that water is
an economic good and should be managed efficiently and transparently has been awaiting
congressional approval for several years.

7. Fortunately, import tariffs on capital goods are relatively low (9 percent on average) and
falling.

3

8. The Constitution of 1993 grants free university education for “...satisfactorily perform-
ing students without the necessary means to cover the cost.” In practice, this is interpreted as
free university education for all. The cost to the state is 0.7 percent of GDP per year, about
seven times the size of the government’s temporary employment programs for the poor.

9. In Peru, only the medical sciences are subject to college accreditation.
10. FONCODES has piloted a territorial development approach in the so-called Corredor
Puno-Cusco project, with excellent initial results.
11. Micro enterprises in Peru are those with 10 employees or fewer and annual sales below
US$80,000. For “small enterprises” the figures are 50 or less, and US$750,000, respectively.
12. Interestingly, large Peruvian corporations are shying away from the local stock market,
something that is putting it on a vicious cycle of smallness and illiquidity. When they issue
equity at all, prime Peruvian companies prefer to list in developed economy exchanges.
13. Available data from Peru’s urban labor markets suggest that, controlling for other char-
acteristics, wages in informal jobs are on average half the size of formal ones.
14. World Bank (2006), Doing Business in 2006: Creating Jobs, Washington DC.
15. The estimated value of the government’s investment in the “new agriculture” sector over
the past 10 years is about US$700 million, that is, less than 4 percent of the total public
investment done during that period.
16. World Bank (2004), Peru-Microeconomic Constraints to Growth: The Evidence from
the Manufacturing Sector, Washington DC.
17. It is worth noting that better enforcement of certain labor standards (like child labor,
minimum wages, and maximum work hours) will be a requisite of the free trade agreement
with the United States of America.
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18. In addition, more than 6,000 endemic species of flora and fauna have so far been identi-
fied in Peruvian territory.

19. In fact, before 1990, the law did not require mining companies to abide by any environ-
mental or social standards.

20. Since 2005, Peru is a signatory country of the global Extractive Industries Transparency
Initiative.

21. It should be noted however, in environmental health not all public interventions need to
be expensive to be effective. A prime example is the government’s recently launched hand-
washing program, which is expected to reduce the incidence of diarrhea by a third.

22. Inventories and monitoring of biodiversity for several Peruvian locations that are partic-
ularly fragile have been done by foreign institutions like Conservation International, the Field
Museum of Chicago, and the Frankfurt Zoological Society. The first, regional biodiversity
monitoring system in Peru is, however, being pioneered by the much respected Instituto Peru-
ano de Investigaciones Amazdnicas.

23. The poverty and inequality levels discussed here are measured through consumption,
and are based on the Encuesta Nacional de Hogares.

24. Program in International Student Assessment, 2000 version.

25. Ministerio de Educacién del Perti, Direccién de Educacién Inicial y Primaria. 2000. Pro-
grama Curricular de Educacién Primaria de Menores. (Primer y segundo grado.). Estructura
Curricular Bdsica de Educacién Primaria de Menores. Lima, Peru. It can be sourced at: heep://
www.minedu.gob.pe/gestion_pedagogica/dir_edu_inicial_primaria/2003/

26. Through its “New Voices” (Voces Nuevas) program, the World Bank has benefited from
the views of the youth in the design and implementation of its projects. Since its founding in
Lima in 2002, the program has been extended to four other Peruvian cities and to more than
20 other countries.

27. In principle, the physical proximity of those in charge of making public policy and those
that are supposed to benefit from it is welfare enhancing.

28. While a cabinet-ranked Decentralization Commission was established, the overall prin-
ciples for (and, to some extent, the process of) decentralization have been under the control of
the Ministry of Finance.

29. Setting the rules for decentralization has not been free of problems. A motion to share
administrative costs and planning capacity among regions (that is, to form “mega-regions”)
failed in popular referenda.

30. Tellingly, if Peru’s municipalities raised their property tax collection levels to the average
of the OECD, they would receive an additional US$1.2 billion per year. This is equivalent to
10 times the mining canon.

31. Most available data, which are minimal, come from large cities, especially Lima and
Callao. Rural victimization rates are not available.

32. Half of all Peruvian women will be a victim of domestic violence at some point in their lives.
33. It currently stands at 3.5 out of 10, in a 1 to 10 scale where 10 is the least possible level
of corruption.

34. This does not take into account further legal adjustments (and savings) that SEACE will
likely have to undergo to allow for the agreements on public procurement that may be reached
under the Free Trade Agreement with the USA.
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The Power of Growth to Build

a Prosperous Society

Vicente Fretes-Cibils, Christopher Humphrey, and Rossana Polastri

Abstract

This thematic chapter focuses on economic growth. It analyzes Peru’s economic perform-
ance over time with comparisons across countries. It draws on the findings of other policy
notes and economic reports, and the empirical evidence regarding growth, its drivers, and
its impact on poverty reduction. The note highlights why Peru’s economy has underper-
Jormed in recent decades compared with other countries in the region and around the
world. The main conclusion that emerges is that Peru could build a more prosperous soci-
ety by focusing on accelerating growth from the curvent 5-6 percent per year to 7-8 per-
cent per year, and sustaining that for 10 years or more. Peru has the tools in hand to
accomplish this; the question is whether its policy makers will implement the policy frame-
work that can make this a reality

I. Introduction

Peru is at a critical turning point in its economic and social development. After 15
years of recovery from the economic collapse of the 1980s, Peru has a unique oppor-
tunity to take a qualitative leap, leaving behind years of volatility and embarking on
a new path of sustained high growth to achieve social and economic gains like those
seen in countries such as Chile, Costa Rica, Korea, Portugal, or Spain in recent
decades. A new administration is taking office in a context not seen for decades:
declining fiscal deficits and public sector debt, low inflation, and steady economic
growth of 5 percent per year on average over the last five years. If Peru takes the steps

Elaine Tinsley and Deborah Watkins provided additional research for this chapter.
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that could increase GDP growth to 7—8 percent on average, it could lower the num-
ber of people living in poverty—currently 52 percent of the population—by half
within 10 years (Table 1). There is no reason why Peru—a country blessed with
immense natural resources and a vibrant, diverse, and talented populace—cannot
achieve high levels of growth and prosperity.

Accomplishing this goal will require not only continued sound macroeconomic
policies but also further reforms to allow Peruvians to take advantage of global trade
and an increasingly dynamic domestic market. This thematic chapter offers an
overview of what Peru can do to embark on a path of long-term growth sufficient to
bring large numbers of people out of poverty. Peru is on the verge of stepping up to
a new pattern of stability and growth. Whether the country takes this step or not is
in the hands of the next administration.

II. Growth and Poverty Reduction—Over Time and
Across Countries

At the root of Peru’s poverty is the country’s very low rate of economic growth over
time. Between 1960 and 2004, Peru’s GDP per capita grew at only 0.7 percent annu-
ally, far below the 2.7 percent growth averaged by developing economies around the
world during that period, and half the average growth in Latin American economies.
If Peru had followed the LAC average since 1960, its per capita income would be
US$3,310 today, instead of the actual US$2,478, and if it had followed the average
growth rates of developing countries around the world, it would today have an
income of US$6,055—more than twice the current level. Many developing coun-
tries in Latin America and elsewhere with income levels similar to or even lower than
Peru in 1960 are now far wealthier than Peru (Figure 1). To take just one example,
Korea in 1960 had a GDP per capita of only US$1,325 compared to Peru’s
US$1,875. By 2004, the average Korean income was over US$13,000, while Peru’s
had barely grown at all.

Table 1. How Sustained per Capita Growth Can Raise Incomes and Reduce
Poverty

Average Real Income (US$) Poverty Rate (%)

Peru today 2,478 52
...in 10 years, at current

2.3% per capita income

growth (5% GDP growth) 3,182 37
...in 10 years, at 5% per

capita income growth

(7% GDP growth) 4,238 24

Source: World Bank 2005a.
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Figure 1. GDP per Capita Growth, 1960-2004
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The power of economic growth to improve living standards cannot be underesti-
mated. Experience from around the world has shown that the higher the growth of per
capita incomes, the greater the impact on poverty—countries that have had the most
success in reducing poverty registered much higher rates of per capita growth than 0.7
percent annually. One example is China, where per capita incomes grew about 8.5 per-
cent on average per year between 1981 and 2000, and the poverty rate decreased from
63 percent of the population living on less than US$1 per day to 16 percent over the
same period. Similarly, Vietnam’s GDP per capita grew at about 6 percent per year
between 1993 and 2002, and its poverty rate was cut in half over that period, falling
from 58 percent of the population to 29 percent.! Even where there were more mod-
est reductions in poverty, such as in Costa Rica, where poverty fell from 32 percent to
24 percent in the 1990s, per capita incomes grew at 3 percent per year.

In the past five years (2001-05), Peru’s per capita income rose an average of 2.3
percent per year—a considerable improvement over the country’s long-term growth
trend. Results, in terms of reduced poverty, have yet to react strongly to this growth,
primarily because the growth spurt came in the wake of a sharp recession, meaning
that the economy has taken time to reduce excess capacity and start hiring new work-
ers.? Economic simulations indicate that if growth were to continue at roughly the
same level for the next 10 years, the poverty rate would fall from 52 percent to 37
percent. If growth increased to 5 percent per capita annually (equivalent to roughly
7 percent of GDP growth), poverty rates would decline to 24 percent of the popula-
tion in 10 years.
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What Is Behind Peru’s Poor Growth Record?

The data suggest that Peru’s growth performance was broadly on par with other devel-
oping countries, both within Latin America and in other parts of the world, for the
first three-quarters of the past century. After 1970, however, Peru missed an opportu-
nity to join in the worldwide economic expansion. Several other major Latin Ameri-
can economies also weathered economic downturns during the 1970s and 1980s, but
none performed as badly as Peru, with volatility and steep declines in per capita
incomes (Figure 2). Several countries in the region that were poorer than Peru in 1970
are wealthier now, including Chile, Costa Rica, Mexico, and Panama. Why did Peru
perform so poorly between 1970 and 2000, and particularly in the 1980s? The analy-
sis indicates that by far the most important factors were policy choices made by suc-
cessive administrations that hamstrung the Peruvian economy. These policy choices
resulted in the most significant economic decline in modern Peruvian history.

Between the end of World War II and the 1960s, Peru’s growth was reasonably
robust (4 percent increases in GDP per capita on average each year), fueled by a strat-
egy of commodity exports, a floating exchange rate, balanced fiscal accounts, public
investment funded by fiscal revenues, and minimal state participation in the econ-
omy. The Belatnde administration (1962-68) saw the beginnings of social programs
to redress Peru’s many inequities, but within an overall context of continued export-
led growth and macroeconomic stability. This combination of growth and progres-
sive social programs resulted in a large drop in income inequality as measured by the
Gini coefficient, from 0.61 to 0.485 between 1960 and 1970.3

Economic policy changed under the military-led government of General Juan
Velasco (1968-75). That government embarked on a wholesale program of state-led

Figure 2. Real GDP per Capita (1960-2004)
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industrialization. In addition to the nationalization of industries, high tariffs were
put on consumer imports, price controls were implemented across the economy, the
nominal exchange rate was fixed, and a major program of land redistribution was
launched. To pay for these projects, public spending swung upward, financed largely
by public debt.

Despite the intention of improving the conditions of the Peruvian poor, these
policies had the reverse effect. Agricultural production dropped off sharply, caused
both by inefficiencies in the state-led farming system and by price controls intended
to supply urban workers with low-priced food. Exports, hurt by an overvalued real
exchange rate, slowed. Fiscal deficits rose steadily each year, leading the government
to take out ever-greater external debt, which rose from 13 percent of GDP in 1970
to 42 percent of GDP by 1978. At the same time, the external current account
deficit rose (to around 10 percent of GDP by 1975), capital flight was rampant, and
the confidence of domestic and foreign investors was dwindling.

If successive administrations in the late 1970s and 1980s had rectified these
imbalances, the economy could have adjusted quickly and resumed growth. Instead,
authorities made only tentative, halting steps at reform, without facing up to the fact
that public sector intervention was hurting the economy and that Peru simply could
not sustain the high fiscal deficits and public debt. As a result, the economy moved
from one crisis to the next. The policies of the late 1980s brought the economy to
collapse, with inflation running in the thousands of percent annually, public deb ris-
ing to 70 percent of GDP, per capita incomes in free fall, and (in the wake of a debt
default) the loss of any external sources of financing to help Peru.

The effects of the policies of the 1970s and 1980s can also be illustrated by look-
ing at the drivers of growth—Ilabor, capital, and total factor productivity.* As can be
seen in Figure 3, the economic growth of the 1970s was based merely on adding more
factors of production—Ilabor and capital—and not on any improvements in the effi-
cient use of those factors, as was the case during the 1960s and would later be the case
between 1990 and 2005. As a result of high public spending and state-led interven-
tion, the economy became significantly less efficient in the 1970s, and the situation
became considerably worse in the 1980s. Using public spending as a long-term growth
strategy can be successful briefly, but these gains cannot be sustained. Improvements
in factor productivity, rather than simple accumulation of factors of production, is
key to expanding income and wealth, and Figure 3 makes it clear that not until the
past five years has factor productivity returned as the main driver of growth.

The collapse of Peru’s economy, set in motion in the 1970s and brought to full
bloom in the 1980s, led to negative income growth rates that eliminated any chance
of reducing Peru’s high level of poverty. Policy makers during the 1970s and 1980s
made a series of decisions that inhibited private investment, closed the country off
from international trade, and destroyed public finances. Only now, after years of aus-
terity, reforms, and sound economic management, has Peru gotten back to the level
of incomes it had in 1970, while countries of comparable wealth at that time have far
surpassed it.
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Figure 3. Peru: Growth Accounting by Decades, 1960-2004/05
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Looking Forward: Is Growth or Redistribution the Best Way to Create
Prosperity?

It is possible to reduce poverty not by creating new wealth but by redistributing exist-
ing wealth. In a region with such high income inequality as Latin America, this has
been a strong temptation in the past, and remains so today. Though large-scale redis-
tribution policies are popular, experience has shown that they invariably negatively
affect the incentives that drive wealth creation. Thus, a country is left to redistribute
poverty, not wealth.

There is no substitute for economic growth. Redistributive policies, if they do not
embed major disincentives to continued growth, can be useful, particularly for coun-
tries like Chile and Brazil, which have high levels of inequality and are already rela-
tively wealthy. However, for countries like Peru, which are relatively poorer but not
as unequal, economic growth by itself would have the greatest payoff in terms of
poverty reduction, even if income distributions remain unchanged (World Bank
2005c¢, 57). Thus, at this stage in its development, Peru’s best strategy to generate
broad-based prosperity may be to focus primarily on promoting accelerated eco-
nomic growth.

The next government has the opportunity to generate the kind of burst of eco-
nomic and social development witnessed in parts of Asia and Latin America during
the past decades. The macroeconomic and fiscal situation is under good manage-
ment, the economy is growing on the basis of strong global demand for Peruvian
products, a trade agreement with the largest consumer market in the world is ready
to be ratified by the U.S. Congress, and confidence is growing among consumers and
businesspeople. To make this development leap requires a clear vision of where Peru’s
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interests lie in the medium and long term, coupled with a strategy to clear away
remaining obstacles to faster growth. The remainder of this note offers some guid-
ance for the path the new government might follow as it faces these challenges.

ITII. How to Achieve Sustained High Growth

Though Peru is to be congratulated for its recovery and recent performance, com-
placency is not an option. Only more rapid economic growth will satisfy the
demands of an increasingly democratic and empowered society, and one in which
half of the population lives in poverty and one in five lives in extreme poverty. Cur-
rent growth is in large measure based on favorable external circumstances that could
easily take a turn for the worse. And if conditions remain favorable, generating GDP
growth of 7-8 percent per year sustained over several years is perfectly feasible. Gov-
ernment policy could achieve this by focusing on three key goals:

* Strengthen fiscal balances and continue to reduce the level of public debt as a
percentage of GDP;

* Control current spending while increasing public investment, and encourage
greater private investment; and

* Expand international trade.

Several other factors are involved in sustaining and accelerating economic growth.
But achieving these three goals will have the biggest potential payoff.

Sustainable Fiscal Policy as the Platform for Growth

The poor economic performance in much of Latin America during the second half
of the past century was due in large measure to unsustainable and inefficient public
spending, chronic fiscal imbalances, and excessive public debt. Peru was no excep-
tion, with fiscal deficits reaching 8.5 percent of GDP and public debt increasing
from 13 percent of GDP in 1970 to 70 percent of GDP by 1988. Fiscal balances and
public debt levels have improved substantially in Peru in recent years, beginning with
the reform efforts of the 1990s and continuing during the previous administration
(Figure 4). The overall fiscal deficit improved from 3 percent of GDP in 2000 to 0.4
percent in 2005; the primary fiscal balance moved from a deficit of 1 percent of
GDP in 2000 to a surplus of 1.3 percent of GDP in 2005; and total public debt
declined from 46 percent of GDP in 2000 to 38 percent in 2005.

However, the results posted during the past five years, although positive, remain
fragile. Tax revenues, at only 14 percent of GDP, are low by international standards,
and the tax revenue growth posted in the past two years is due partly to temporarily
high income from mining companies. At the same time, government spending is
becoming increasingly rigid, with wages, interest payments, and transfers now
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Figure 4. Consolidated Public Sector Balances
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accounting for nearly 80 percent of the budget (Figure 5). Primary spending rose 7
percent in real terms in 2005, well above the 3 percent called for by the Fiscal
Responsibility Law, and much of this increase went to transfers and salaries for pub-
lic sector employees. Also, the prudent fiscal management since 2001 was sustained
largely by containing public investment, which amounted to 2.5 percent of GDP in
2005, not enough to sustain high economic growth. Thus, the opportunity to con-
solidate countercyclical fiscal policy was missed, and Peru’s fiscal stance in the
medium term remains vulnerable to negative terms-of-trade shocks.

Figure 5. Nonfinancial General Government Expenditures, in Real Terms
(1994 = 100)
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Countries with sustained high growth invariably have a track record of many
more years of prudent fiscal management than Peru has had. Korea averaged a fiscal
deficit of 0.6 percent of GDP between 1990 and 2004, even including the deficit
spending in 1998 after the Asian crisis. Singapore has generated surpluses averaging
6 percent of GDP every year since 1990, Chile surpluses have averaged 0.6 percent
of GDP, and Brazil surpluses have averaged 4 percent of GDP. A similar story can be
seen regarding debt. Since 1990, Peru’s external public debt has averaged 39 percent
of GDP, much higher than in developing countries that have shown sustained growth
during that period, such as Brazil (18 percent), Chile (14 percent), Malaysia (22 per-
cent), or Thailand (16 percent).’

Studies of the links between fiscal management and growth support this evidence.
On average, a 1 percent increase in the government deficit is associated with a real
GDP per capita decrease of 0.15 percent, according to a recent analysis of 30 devel-
oping countries.® A strong, positive association between budget surpluses and GDP
growth was also found in another study of 20 countries,” while public debt above a
threshold of around 35 percent of GDP was found to have a strongly negative impact
in growth in a third study.® Other studies have found similar results.’

Peru already experienced the consequences of unsustainable fiscal policy during
the 1980s. Now it has the opportunity to construct a positive feedback loop from
strong fiscal management, which leads to a framework conducive to faster growth,
including lower interest rates, less exclusion of the private sector from the credit mar-
ket, a better country risk rating, and more investment. The root of this feedback loop
can be summarized simply as confidence in the government’s ability to implement
sustainable economic policies. This confidence can be shattered very quickly and
takes many years to rebuild. Right now, after 15 years of hard work, Peru is on the
cusp of regaining and sustaining that confidence, which would have a high payoft for
the well-being of the country’s population. Whether or not this takes place hinges
directly on the new administration—sound fiscal policies by themselves cannot
ensure growth, but without them, sustainable long-term growth is impossible.

The experience of Peru and other countries indicates that the incoming admin-
istration could strengthen the fiscal platform to accelerate growth by targeting a pri-
mary surplus of 3 percent of GDI, which would result in a public debt-GDP ratio
of around 25 percent of GDP by 2010. Fiscal adjustment can be achieved by con-
trolling rigid expenditure such as wages and transfers, not at the expense of public
investment, and by improving the quality of existing expenditure. Revenue increases
can be achieved by expanding the taxable base through the elimination of existing
tax exemptions and through improved tax collection, not through temporary
measures.

The objective of 25 percent public debt to GDP is not an end in itself, but rather
a means to reduce the risk of financial crises and promote faster growth. As recent
debt problems in Argentina and the Dominican Republic show, Peru’s current level
of public debt is not low enough to insulate the country from financial difficulties,
particularly in the event of a terms-of-trade shock. Moreover, lower debt levels would
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spur greater economic activity and job creation through lower interest rates and a

more secure investment environment.'?

Investment as the Fuel for Growth

With a stable fiscal path established, Peru could then promote stronger growth fueled
by higher levels of investment. Peru dedicated only 4 percent of GDP on average
between 1990 and 2004 on public investment, and the trend is in decline. In 2005,
the government invested only 2.5 percent of GDP on public capital spending. This
low level of public investment threatens to undermine Peru’s ability to continue
growing, as the economy runs up against structural impediments, especially the
country’s inadequate transportation infrastructure.

The positive impact of public investment on growth is well established in economic
literature,!! although—highlighting the importance of sound fiscal policy—several
studies!? have shown that public investment financed through the accumulation of
public debt is detrimental to economic growth. Numerous examples support these
conclusions. Public investment is a cornerstone of the growth strategy of the fast-
growing East Asian economies. The Singapore public sector invested 11 percent of
GDP on average each year between 1990 and 2004, Thailand invested 7 percent, and
Malaysia invested 5 percent, all while keeping the fiscal accounts under control. China’s
public sector invested an impressive 18 percent of GDP each year over the same period,
while still maintaining sound fiscal policy. In Latin America, the more dynamic
economies are also those with the highest levels of public investment (Figure 6): Chile
and Mexico both averaged 5 percent of GDP in public investment between 1990 and
2004, and Colombia’s public investment averaged as high as 7.5 percent of GDP.

Public investment, which is invariably limited by fiscal constraints, benefits from
complementary private investment. However, Peru’s level of private investment is
also low. Between 1980 and 2004, Peru averaged private investment of 16.4 percent
of GDP annually, and this level has declined steadily, with an average of only 15.5
percent per year since 2000 (Table 2). This is considerably below the average annual
private investment of 17.7 percent of GDP in Brazil between 2000 and 2004, 16.6
percent in Chile, 17.1 percent in Costa Rica, 17 percent in India, 20 percent in Sin-
gapore, and 28 percent in China over the same period.

Infrastructure investment is crucial. Higher levels of investment in infrastructure,
particularly transportation, would improve the economy’s growth potential. Cur-
rently in Peru, logistics costs equal 34 percent of product value, compared to 19 per-
cent in Mexico, 21 percent in Colombia and 25 percent in Brazil (Guasch 2002).
This is equivalent to a self-imposed tariff of about 10-15 percent for Peruvian prod-
ucts before they leave the country, compared with other countries in the region—
hardly a successful strategy for improving export competitiveness. Furthermore,
more than 25 percent of primary goods are lost between their place of production
and the market because of poor transportation infrastructure, compared to only
about 2 percent losses in OECD countries.
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Figure 6. Public Investment as % of GDP
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Peru dedicates about 2 percent of GDP each year to infrastructure, roughly half
from the private sector and half from public investments. This is one of the lowest
levels in Latin America, about half of what Costa Rica, Colombia, and Chile invest.
If Peru were able to achieve infrastructure quantity and quality levels of Costa Rica,
it could increase GDP growth by 3.5 percentage points per year, and reaching Chile’s
level would add an extra 1.7 percentage points. By reaching the median levels of East
Asia, Peru’s growth rate could increase by an additional 5 percentage points annually.
Improving infrastructure stocks would also have a strong impact on reducing income
inequality (Calderén and Servén 2004a).

Reaching Costa Rica’s infrastructure level would imply almost doubling Peru’s
annual investment in infrastructure for the next 20 years, and even maintaining cur-
rent growth rates will require an increase in investment to at least 3 percent of GDP
per year. Considering the fiscal constraints facing Peru, the likeliest avenue to achieve
this level of investment is by attracting private capital. One alternative to achieve this

Table 2. Private Investment as % of GDP, by Decade
(Selected LAC Countries)

1980s 1990s 2000-04
Peru 17.2 16.5 15.5
Brazil 18.2 16.7 17.7
Chile 14.7 18.9 16.6
Costa Rica 14.0 17.8 17.1

Source: WDI.
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is concessions, in which private sponsors invest capital and manage infrastructure for
profit. Because many of the most crucial infrastructure bottlenecks may not be com-
mercially viable by themselves, this could entail using some type of government
guarantee of minimum income. The top priority is to modernize the port of El
Callao, which handles the great majority of Peru’s exports, as well as key highway
links and regional airports. The electricity and water sectors could also receive greater
investments. Peru has already secured counter-guarantees from multilateral agencies
to back infrastructure concessions (automatically qualifying the concessionaire’s debt
with top ratings and thus facilitating investment), and the relevant legislation is in
place, meaning the new administration can move forward quickly.

To achieve the levels of investment that will fuel faster economic growth and
remove infrastructure bottlenecks, international experience suggests the following
actions by the authorities:

* Set as a target raising public investment levels by at least 1 percentage point of
GDP per year during the coming administration, by shifting resources toward
public investment.

* Stipulate that some portion of resources transferred to subnational govern-
ments be dedicated to public investment, in particular the resources from
hydrocarbons and mining, while ensuring the quality of those investments.

* Encourage greater private investment in the short term through concessions of
important infrastructure bottlenecks in transportation, electricity generation,
and water supply.

International Trade as the On-Ramp to the Growth Highway

For Peru, international trade offers the fastest route to sustained, accelerated growth
(World Bank 2005a). Empirical evidence from around the world shows the effec-
tiveness of using exports as a tool to foster economic growth. Not by coincidence, the
fastest growing countries in the world also have some of the highest rates of interna-
tional trade, particularly the East Asian economies. The domestic market can play an
important role, but Peru’s domestic market is simply too small to sustain high levels
of growth. Many fast-growing countries with much larger populations and domestic
markets than Peru—for example, China, India, and Korea—still depend on interna-
tional trade to drive their growth.

Peru is moving toward greater trade integration. Since 2001, exports have grown
at rates of 20 percent each year, with even faster growth among labor-intensive, non-
traditional exports. However, because of its low starting point, the country is still
behind many other developing countries in the region and around the world. Exports
per capita were only US$580 in 2005, roughly half the Latin American average.
Total export value is equivalent to only 21 percent of GDP, well below regional com-
parators such Chile (34 percent), Mexico (28 percent), and even Bolivia (24 per-
cent). Total trade (imports and exports) has remained almost unchanged since 1970,
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at around 35 percent of GDP. By contrast, other countries that were more closed to
world trade in 1970 have left Peru behind (Figure 7). The figure below does not even
include (for purposes of scale) East Asia’s star performers, such as Korea (trade rose
from 37 percent of GDP in 1970 to 84 percent in 2004) or Thailand (trade rose
from 34 percent of GDP in 1970 to 136 percent in 2004). The policies followed by
Peru in the 1970s and 1980s denied the country an opportunity—taken by other,
more successful countries—to use trade as a tool for economic and social
development.

Figure 7. Total Trade as % of GDP
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Figure 8. Composition of Peru’s Exports
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Just as important as the low level of Peru’s trade is the low diversification of the
country’s exports, particularly the focus on capital-intensive commodities. Mining,
hydrocarbons, and traditional commodity exports combined were more than two-
thirds of exports in 2005 (Figure 8). Peru has been much less successful than other
LAC countries in diversifying its export base (Figure 9). Exports of manufactured
goods grew in all of Latin America from 15 percent of all exports in 1980 to 55 per-
cent in 2003, but rose from only 12 to 17 percent in Peru over the same period.

Basing growth mainly on a small number of commodity exports is a perilous
strategy, highly dependent on volatile international prices, as witnessed by the
repeated boom-and-bust cycles in commodity exporting countries. And because
commodity extraction is a highly capital-intensive activity, demand for labor is low
and, hence, the impact on employment is limited. Redistributive mechanisms such
as the existing canon minero and canon petrolero (mechanisms that distribute a por-
tion of resource income to subnational governments) are useful tools to ensure a
broader social benefit from commodity extraction (if well implemented), but they
are not enough.

To increase the impact of growth on employment, the goal is to both intensify
and diversify the export base, complementing the strong commodity sector with
greater nontraditional exports. This would broaden the distribution of the fruits of
growth, as nontraditional exports are often from smaller, locally owned companies,
many of which are located outside the traditional economic poles, with a high
demand for labor. Exports that are produced with a high share of labor—for exam-
ple, cut asparagus or flowers, specialized handicrafts, or textiles from local fibers such
as alpaca—will translate into greater earnings for workers.

Growth in agricultural exports, in particular, would have a major impact on
poverty reduction.!? Nearly three-quarters of Peru’s rural population is poor. The
success of the coastal agriculture points to a large unexploited potential. Currently

Figure 9. Export Concentration in LAC
(Herfindahl Index)
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this modern coastal agriculture—with export contracts to major U.S. supermarket
chains—uses only about 50,000 hectares, just over 1 percent of the nation’s farm-
land, compared to 1.7 million hectares farmed with traditional crops such as coffee,
rice, sugar, corn, and tomatoes, and another 2 million hectares used for subsistence
farming. Converting even just another 1 percent from traditional agriculture to
modern agriculture would have a major impact on growth, job creation, and regional
development.

If the strong base of commodity exports could be complemented with continued
growth in modern agricultural exports and value added manufacturing such as tex-
tiles and handicrafts, Peru could equal the recent performance of other developing
countries, such as Chile, Costa Rica, Malaysia, or Thailand, in terms of economic
growth and social outcomes. Not only does Peru possess high levels of commodity
wealth, but it also is a large country with a diversity of natural and human resources,
meaning it could develop a varied export base as well as a more dynamic domestic
market. This would reduce the risk and impact of terms-of-trade shocks and volatile
international commodity prices, and create more employment.

Peru has made progress in improving its trade performance in recent years. The
many formal protectionist barriers that isolated the economy in the 1970s and 1980s
have been largely dismantled. The stable macroeconomic environment and policy
continuity of the past five years have encouraged entrepreneurs to invest in export-
oriented production, especially in commodities but also in value-added agriculture
and light manufacturing. Maintaining a sustainable fiscal policy and taking steps to
increase investment (particularly infrastructure investment), as discussed above, will
be essential.

Continuing the recent trend of establishing trade links with strategic partners that
complement Peru’s import and export profile is also important. Especially critical
will be the implementation of a free trade agreement with the United States. This
will ensure access to the U.S. market at competitive terms, not only in commodities
and specialized agricultural products, but even in light textiles that otherwise would
lose out to lower-cost competitor countries such as China or the Dominican Repub-
lic. And just as important, it would give a strong signal to domestic and foreign
investors that Peru has a clear growth strategy and good prospects for the future.

But trade agreements by themselves are not sufficient to spur trade. Analysis of
other bilateral and multilateral trade agreements'# has shown that they have a stronger
impact on growth and employment generation if they are complemented with an
agenda of reforms to improve competitiveness. And in this area, Peru has room for
improvement. The country ranks 67th out of 117 countries on the 2005 Global
Competitiveness Index by the World Economic Forum, behind other countries in the
region, such as Brazil (65), Mexico (55), and Chile (23), and far behind the East Asian
economies of Thailand (36), Malaysia (24), and Korea (17). Particular problem areas
for Peru are in its inadequate judicial system, in which private property protection is
weak and contract enforcement is uneven and slow. Business regulation is also cum-
bersome. For example, the average time needed to start a business in Peru is 102 days,
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compared to 20 days in Korea, 30 days in Malaysia, and 33 days in Thailand (World
Bank 2006). These act as strong disincentives for businesspeople who might other-
wise be willing to risk their capital to start new export businesses.

To increase Peru’s integration in world trade, and in particular to encourage greater
nontraditional exports to have a larger impact on employment, authorities could:

* Implement the free trade agreement with the United States and continue the
work of the previous administration in seeking bilateral trade agreements in
East Asia, Europe, and elsewhere in Latin America that suit Peru’s strategic
needs.

* Boost infrastructure investment (discussed above), thereby reducing logistics
costs and making Peruvian goods more competitive on international markets.

* Improve the efficiency of regulatory and judicial procedures for businesses,
thereby reducing transaction costs and facilitating the ability of entrepreneurs
to take advantage of export opportunities as they arise. Concrete steps could
include:

— Expanding the operations of the new commercial courts to the rest of the
country; and

— Moving forward with programs to simplify business procedures at the
national and municipal levels.

Boosting Productivity to Shift Growth into High Gear

But if Peru is to sustain high growth in the long term, the recommendation is to
boost productivity. Thus, the policy choices for the next and future administrations
will not have quick results and will only reveal their worth years down the road.
These policies represent a vision of where Peru wants to be not in five years, but in
the next generation. To succeed in the rapidly changing globalized world, improving
productivity by both increasing human capital and adopting research and technol-
ogy will be essential.

Productivity increases in Peru have been minimal in past decades. The analysis of
Peru’s growth performance in the past 45 years reveals that the labor and capital were
the main factors explaining GDP growth, whereas total factor productivity con-
tributed on the order of 0.1 percentage points of GDP growth per year since 1960
(World Bank 2005a). By contrast, in high-growth economies, productivity is a much
more important driver of growth, as is the case in Korea (2.1 percentage points per
year), Taiwan, China (3.3 percentage points), Chile (1.9 percentage points), and
Spain (1.9 percentage points).!> These differences, compounded over decades, go a
long way toward explaining the underperformance of Peru’s economy.

Human Capital

In recent years, Peru has taken strides in developing human capital through improve-
ments in education. Enrollment rates in primary, secondary, and tertiary schools are
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all above average for Latin America, a significant achievement. In addition, comple-
tion rates are high, with almost universal completion of primary school and about 65
percent completion in secondary school. However, the quality of education is still low,
especially in secondary education. The Program for International Student Assessment
2000 exam ranked Peru last of the 41 countries participating. Peruvian secondary stu-
dents had an average score in reading, mathematics, and science 16 percent lower than
Brazil and 23 percent below Mexico. The top 5 percent of Peruvian teens had reading
skills at the average for OECD countries, and fully half of Peruvian teens were not
even at the first level of reading proficiency. To a large extent, this poor performance
results from the lack of basic standards in education—even in something as easily
measured as literacy—and the absence of adequate inputs to achieve standards, in par-
ticular well-trained teachers accountable for the performance of their students.

University education shows similar quality problems, which are explained princi-
pally by two factors: the misallocation of public education resources, and the overall
low level of those resources. For a start, the free education provided by public universi-
ties is disproportionately captured by students from wealthy families, whereas the bulk
of demand is coming from students who cannot afford private universities. Only 1 stu-
dent in 10 attending public university is from the poorest 20 percent of the population,
whereas nearly half (44 percent) are from the wealthiest 20 percent of the population—
the reverse of the targets expected for subsidized university education. Financial assis-
tance for scholarships to private universities is very low, representing only 2 percent of
public tertiary spending in Peru, compared to 31 percent in Chile. Also, public resource
distribution in the university system lacks clear criteria. For example, public funding in
the University of Ingenierfa is US$2,600 per student, but it is only US$580 in the Uni-
versity of Huancavelica, located in one of the poorest regions of the country.

Furthermore, the public money spent on education is not well utilized. Nearly 20
percent of public university subsidies go to pensions (up from 9 percent in 1995). In
part because of this, investment spending in universities declined from 28 percent of
their budget in 1995 to 12 percent in 2002. This is leading to a decline in infrastruc-
ture facilities and equipment, which are particularly important for the more demand-
ing and complex curricula of universities. Education quality is further affected by the
lack of appropriate training for university-level teaching: only 7 percent of university
instructors have a doctorate and only 40 percent have a master’s degree.

Looking at the public education system as a whole (primary, secondary, and ter-
tiary levels), Peru spends a comparatively low amount. Between 1999 and 2004,
Peru spent an average of about 9 percent of GDP per capita on each student in pub-
lic education (Figure 10). This is well below regional competitors such as Chile,
Costa Rica, or Mexico, and far behind Fast Asian economies such as Malaysia and
Hong Kong. !¢

Research and Technology

In 2003, Peru invested only 0.1 percent of GDP in research and technology devel-
opment, which compares poorly with other countries in the region such as Brazil
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Figure 10. Public Education Spending per Student 1999-2004, as % of GDP
Per Capita
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(1.1 percent of GDP), Costa Rica (0.35 percent of GDP), or Chile (0.5 percent of
GDP), and considerably below East Asian countries such as Korea (2.6 percent of
GDP), Malaysia (0.7 percent of GDP), or Singapore (2.2 percent of GDP).!” Weak
protection for intellectual property, which acts as a disincentive to develop new tech-
nologies, hampers private investment in Peru. The low number of faculty with
advanced education and the lack of research equipment and laboratories constrain
universities, which undertake about one-third of research. As a result, scientific inno-
vation is low. In 2001, Peru published only four international scientific articles per
million inhabitants, well behind Korea (233), Chile (77), Turkey (60), Brazil (41),
Malaysia (21), or China (16).!8

Links between university technology programs and industry are also weak (Figure
11). Only 36 percent of technology institute graduates find work in their line of spe-
cialization, and 44 percent are unemployed. Collaborative research is limited as well,
largely because of the strong focus on basic research in universities and the limited
incentives for university researchers to work with the private sector. Reward systems
in the universities do not usually take into account work with the private sector, and
bureaucratic rigidities (especially in public universities) make such partnerships diffi-
cult to set up.

To improve Peru’s human capital and technological innovation, with a view to
climbing up the value added chain and sustaining economic growth into the future,
the administration could focus on policy reforms in the following key areas.

* In primary and secondary education:
— Develop more concrete standards for education attainment, and imple-
ment processes that allow parents and education officials to hold teachers
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Figure 11. University-Industry Linkages
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accountable for the results of their students, including incentives (financial
and otherwise) for good performance.

— Improve teacher training, along with standards and accountability, to give
teachers the tools needed to achieve the desired results.

* In university education:

— Increase the availability of tuition financing for qualified but needy stu-
dents through income-contingent loan schemes, while promoting greater
cost recovery at public universities.

— Tie public subsidies for tertiary education to performance goals, beginning
with pilot programs at universities with reliable performance statistics.

— Develop stronger partnerships with industry and business to help focus
curricula in areas that will prove useful to graduates and ease their transi-
tion into the workforce.

* In research and technology development:

— Simplify university policies for collaboration with and technology transfer
to the private sector.

— Improve incentives for technology transfer to the private sector to increase
the effectiveness of public research and development funding.

— Strengthen intellectual property rights to provide a greater incentive for
private research and development investment.
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1. Vietnam’s poverty line is nationally defined, making cross-country comparisons of the
absolute level of poverty difficult. However, the magnitude of the decline in poverty is clear.
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Governance: A Strategy for State Reform
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Abstract

Given the new context that Peru faces today—insertion in world markets, competitive-
ness, and decentralization—the country faces three specific problems: (a) how to increase
the quality of growth, (b) how to raise the credibility of public institutions, and (c) how
to improve the efficiency of services. 10 address these challenges, the country could consider
a new public sector reform strategy. In the past Peru has followed an agency-led approach
for state reform, which has worked for some institutions, particularly the Ministry of
Finance. One outcome today is improved fiscal management. A second phase of state
reform should focus on improving the quality of public expenditures. To achieve this, Peru
could consolidate fiscal management while deepening reform in four areas: budgetary
institutions in Congress and the executive branch, civil service, decentralization, and the
Judicial sector. 1o do this properly and achieve the desived goals, state reform may be builr
around three tactics: (a) strategic incrementalism, (b) reform of core institutions, and (c)
state reform beyond the executive branch.

I. Introduction

Peru is in a position to assess the effectiveness of its public sector and adjust it to the
needs of the times. The country faces a series of new challenges. Peru has recently
signed a free trade agreement. Increasing competitiveness, long a barrier for the coun-

Prepared by the authors, with input from Lisa Bhansali (judicial corruption) and Jeff Rinne
(civil service). The authors would like to thank Vicente Fretes-Cibils, Edgardo Mosqueira, and
Rossana Polastri for substantive contributions and comments.
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try’s economic development, requires an effective state. Foreign investors will look
more carefully at the institutional conditions present in Peru. Decentralization
enhances the need for oversight, transparency, and coordination across levels of gov-
ernment. Strengthening the rules framework for fiscal decentralization will protect
against the risk of recent fiscal pressures that threaten to reverse the advances in fiscal
management. At the same time, the country’s citizens are disenchanted with the effec-
tiveness of public institutions. As done in other small, open economies such as Chile,
New Zealand, Singapore, and Sweden (Box 1), the country could adjust its own insti-
tutions to the demands of the times. A consensus that adopts more far-reaching
reforms will improve prospects for growth and poverty reduction and protect the
country from a governance crisis that could precipitate economic instability. At the
core of this task lies the goal of improved governance: managing resources more effec-
tively, implementing sound fiscal policies, and improving services for citizens.

Given the new context that Peru faces today, the country faces three specific prob-
lems: (a) how to increase the quality of growth, (b) how to raise the credibility of
public institutions, and (c) how to improve the efficiency of services. Addressing
these problems requires an effective public sector. Although the country has been
implementing state reform since the early 1990s, new circumstances today make the
weaknesses of the public sector apparent.

During the past 30 years, Peru has experienced several growth spurts. However,
such episodes were never sustained, nor were the fruits of growth shared equitably

Box 1. Adjusting the Public Sector to the Needs of the Times:
Country Cases

Singapore uses periodic reinvention to better position its economy in changing
world markets. Sweden’s ongoing self-examination and adjustment of public
institutions call for a more regular reform process, in sharp contrast with New
Zealand’s continuing its bold restructuring of public institutions. Chile
appears to have reached a consensus on economic fundamentals that goes
beyond the coalition in government or the balance of power in Congress. Sta-
bility of basic goals has allowed Chile to advance a major public sector mod-
ernization process by continually building upon previous administration
achievements. These countries differ not only in their approach to moderniza-
tion, but also in how they created the basis that made modernization possible
in the first place. Chile, for instance, has reinforced presidential authority,
rules, and institutions while strengthening transparency in reporting to and
monitoring by Congress. Sweden has long maintained its social democracy, as
has New Zealand, while Singapore has stuck to its strongly centralized version
of democracy.
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among all members of society. Today, Peru is a middle-income country with one of
the best-performing economies in Latin America and the Caribbean. In the past two
years, sound macroeconomic and fiscal policies have contributed to accelerated
growth (5 percent in 2004) and economic stability. However, it is unlikely that Peru
can sustain this trend in the future without deep reforms to improve competitiveness
and attract the investment necessary to diversify the country’s economic base and
broaden the impact of growth on the poor. Improving the effectiveness of public
institutions is a precondition for achieving this goal.

Peru faces a political challenge: whereas during the 1990s the state was perceived
as not accountable but highly effective, this situation reversed after 2000 (Figure 1).
Today citizens perceive that the state is more accountable, but not effective in deliv-
ering services.! These data underscore the value of deepening state reform and
increasing the effectiveness of public institutions.

One of the core challenges for Peru today is not so much the size but the quality
of public expenditures. Many public services, such as education, health, and social
assistance, are highly inefficient, with low quality and resources not always directed
where the needs are greatest. Improving services is essential for achieving a more
equitable society and reducing poverty. What is required, therefore, is to emphasize
the quality of public expenditures by deepening state reform in areas of civil service,
monitoring and evaluation, and decentralization, among others.

This chapter highlights reforms Peru can make that will contribute to better qual-
ity of growth, enhance credibility of public institutions, and lead to more efficiency
in public services. It provides the elements of a state reform strategy. Adopting a

Figure 1. Comparison of Governability Indicators: Peru with Chile,
Botswana, and Malaysia
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Figure 1. Comparison of Governability Indicators: Peru with Chile,

Botswana, and Malaysia (continued)
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strategic view for public sector reform is important considering the current lack of
common vision for state reform. In the past, state reform has advanced in a piece-
meal fashion, which has undermined its effectiveness. Also, state reform in Peru will
be implemented in a context of high political fragmentation. Peru has 13 registered
parties and 16 nonregistered parties, and 21 presidential candidates campaigned for
elections in 2006. Political fragmentation, unstable government coalitions, and lack

of discipline within parties are adverse conditions for state reform. Therefore, strate-

gies for state reform would logically target areas of intervention, sequencing, and the

building of political support.
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This chapter is structured as follows. Following this introduction, section II
assesses the country’s past state reform strategy and discusses three new elements that
should be considered so that Peru can reap the benefits of strengthened governance.
Section III analyzes the challenges of four areas where state reform efforts could be
deepened: in the Congress’s role on monitoring the quality of expenditures; civil
service; decentralization; and judicial corruption. Section IV provides recommenda-
tions and policy options for these four areas, for the short, medium, and long term.
Section V presents conclusions of the main issues that are important in moving
forward.

II. Toward a New Strategy for State Reform

The most recent significant efforts at state reform were launched during the 1990s.
The strategy followed during those years was to circumvent sector ministries by
establishing autonomous agencies that were more efficient for the delivery of serv-
ices. An example for this is the social fund FONCODES. These and other mecha-
nisms were set up to allow the central government’s interventions on the community
level, bypassing not only sector ministries in health, education, and infrastructure,
but also regional and municipal governments. This approach was effective and has
improved services, although at the cost of accountability to the citizens.

From 2000 onward, the country deepened the agency approach. A few islands of
efficiency were created, among which the Ministry of Economy and Finance (MEF)
took a leading role. Although such institutional arrangements were never made
explicit and formalized, they were effective and have provided the government with
significant progtess in certain areas. The MEF has been highly effective in creating a
rules framework for fiscal responsibility and for coordinating decentralization. The
Integrated Financial Management System (SIAF) today provides timely information
on budget execution, although further work is necessary to fully implement it.> The
MEEF has also initiated a monitoring and evaluation system that will, in the long run,
contribute to better use of public resources. The tax administration agency SUNAT
was similarly successful in increasing its effectiveness, closing loopholes in the tax
system and increasing taxpayer compliance. Through this approach Peru has
achieved better fiscal and revenue management, although these improvements are
still vulnerable to increased fiscal pressures that might derail the fiscal stance.?

However, the agency approach has not worked for a majority of institutions, par-
ticularly the line (sector) ministries. Continuing to create separate agencies will con-
tinue to fragment government and weaken the core administration in the Ministries
of Health, Education, and Social Assistance, among others. One of the most impor-
tant reforms is in the civil service. The majority of Peru’s public servants have very
low productivity. Today, the country’s civil service is trapped in a “low-level equilib-
rium” (see Chapter 30 on Human Resources). From personnel to pension reform,
from e-government to process reengineering, past governments have postponed
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efficiency-seeking reforms already advanced by other Latin American and Caribbean
countries of similar size and economic development.

Good governance depends as much on well-functioning legislative and judicial
branches as on the executive branch, so state reforms that look beyond the executive
branch will have greater success. Therefore, a shift in state reform strategy could be
built around three elements:

o Strategic incrementalism. This includes implementing reforms gradually and
building on previous achievements, as Peru is doing. This could include care-
fully selecting certain areas of state reform that add value in terms of deepen-
ing demand for transparency and providing higher efficiency.

*  Reform of core institutions. The agency approach has worked for some institu-
tions and a few islands of excellence responsible for key state interventions in
the economy. However, this approach cannot be extended further. The time
has come to tackle the difficult issues of the core state administration.

o State reform beyond the executive branch. Reforms could foster effective cooper-
ation among legislative and executive branches, particularly with regard to the
quality of expenditures. Expanding state reform beyond the executive also
would include making the judicial branch more transparent and effective.

Table 1 reflects four areas that would provide particular value added for Peru’s
future state reform strategy.

Peru should use the entry points and past achievements of state reform to scale up
efforts in an incremental fashion. The first phase of state reform led to improved fis-
cal management. A second phase of state reform would consolidate fiscal manage-
ment while deepening reform in the four areas outlined above: a new role for
Congress and budgetary institutions, a civil service, decentralization, and judicial
reform. The goal of this new second phase is to increase the quality of public expen-
ditures and public services.

III. Diagnostic: Four Areas of State Reform
Budgetary Institutions and the Role of Congress

In recent years Peru has advanced in creating a rules framework for increased fiscal
responsibility and in generating improved fiscal performance. Fiscal rules are tightly
monitored, although their consistent application will ensure their future credibility.
The main focus in Peru over the last years has been on the size and amount of pub-
lic expenditure. While this is laudable and a valid entry point for fiscal responsibil-
ity, it is, over the long term, not sufficient to address one of the core issues regarding
governance: raising the quality and efficiency of public expenditures. The diagnoses
of the health and education sectors (presented in separate chapters) all highlight the



Table 1. Toward a New State Reform Strategy: Reform Areas

State Reform Area

Cost of No Action

Fiscal Benefit

Value Added for State Reform Process

New budgetary
institutions and
role of Congress

Human resources

Decentralization

Discussion is only about size
of public expenditures,
not quality.

No action undermines credibility
of fiscal responsibility rules.

Without action, efficiency and
improvement in services
(education, health) cannot
be increased.

No action causes further decline
of investment in lieu of current
expenditures; puts fiscal
responsibility at risk.

Decentralization cannot be
fully implemented.

No action causes a decline in
accountability at local levels due
to poorly defined responsibilities;
regional conflict due to inequitable
resource distribution across
departments (transfer system,
canon resources (mining revenues),
others).

Judicial corruption No action undermines investment

that would support sustainable
growth.

Unequal access to judicial services
hurts the poor.

Performance-based management
creates a basis for increased
quality of public expenditures
and higher efficiency.

Human resource reforms offer
more efficiency in current
expenditures, less threat to fiscal
sustainability, greater fiscal space
for necessary public investment.

National fiscal responsibility rules
depend increasingly on fiscal
performance of subnational
governments.

Reforms encourage transparent use
of scarce public resources.

Reforms provide control of
contingent judicial liabilities.

Reforms create demand for state reform from
outside the executive branch; create
demand for reform of core agencies;
increase credibility of institutions at
national level.

State reforms come from within the executive;
contribute to accountability and improved
service delivery at all levels of government.

Reform increases credibility of institutions at
subnational level; strengthens demand for
state reform by subnational governments
directly accountable to electorate.

Parallel reform of executive, legislative, and
judicial branches ensures synergies.

Judicial reform allows better enforcement of
rules. Reforms by executive are more

credible.
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need to improve the quality of spending. However, this task is not only for the exec-
utive branch.

Reforms include expanding Congress’s role in monitoring both the size and the
quality of public expenditures. Although budgets are typically the product of a com-
plex bargaining relationship with the executive branch, the role of Congress in budg-
etary decisions has been rather limited. Creating a stronger budgetary role for
Congress, particularly one based on a rigorous evaluation of spending impact that
feeds directly into future allocations, is one of the key challenges for better gover-
nance. Using performance-based criteria is crucial to improving the quality of expen-
ditures. Chile has followed this approach, combining both its monitoring and
evaluation systems’ and fiscal responsibility rules framework in a mutually support-
ive manner (Box 2).

It is unlikely that Peru can improve its public services only by isolated initiatives
of the executive branch. Expanding the support of Congress and civil society will
play a large role in demanding accountability from both branches of government in
improving public spending and service quality.

Civil Service

The past 15 years have witnessed a troubling increase in the fiscal burden of Peru’s
civil service, both the costs of providing for active personnel and the costs of the pen-
sion regime for retired workers. The public wage bill in the social sectors increased
from 2.7 percent of GDP in 2001 to 3.2 percent in 2004. Consequently, investment
expenditures and outlays for goods and services were curtailed, falling by 0.4 and 0.2

Box 2. State Reform in Chile: Combining Fiscal Responsibility with
Monitoring and Evaluation

A key to Chile’s effective state reform was to evaluate the progress of reform in
implementing agencies. The Ministry of Finance created an “evaluation fac-
tory,” which includes a well-developed process for planning, commissioning,
managing, reporting, and using a range of types of evaluation. The monitoring
and evaluation system based at the Ministry of Finance is one of the most
effective worldwide. Evaluations have a high level of credibility among key
stakeholders in the executive and legislative branches and in academia. More-
over, evaluation results are strongly integrated into decision making and affect
the budget through major program redesign, program abolition, confirmation
of program effectiveness, and changes in program management. Together with
stringent and credible fiscal responsibility rules, Chile is well positioned to
raise the quality of public expenditures.
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percent of GDP, respectively, from 2001 to 2004. Redressing the balance of current
investment expenditures, and achieving higher efficiency in current spending, are
among the main fiscal challenges.

Basic steps have been taken to control hiring and the wage bill, but these have
proved ineffective. For more than a decade, hiring for permanent positions in the
civil service has been banned by decree. Similarly, base pay for public employees has
been frozen over this period. However, institutions have resorted to hiring on a con-
tractual basis, a process that is not subject to formal recruitment and selection pro-
cedures. Meanwhile, the effective salary that employees receive has been increased
through a variety of pay supplements and benefits, both in cash and in kind. Civil
servants are employed under a variety of legal regimes, with a wide disparities in
salaries for similar tasks. These factors all have contributed to a workforce that is
poorly prepared, poorly supervised, and consequently of low productivity.

Reforming civil service management is directly relevant to the decentralization
agenda. For a decentralized service delivery system to function properly—one that is
compatible with fiscal responsibility as well as accountability—personnel costs must
be transparent so that each level of government is aware of the fiscal burden. Under
current management practices, however, central, regional, and municipal govern-
ments all lack accurate information on personnel costs associated with delivering key
public services such as primary health care or secondary education.

Decentralization

With the establishment of autonomous regional governments in 2002, Peru has
taken bold steps toward deeper decentralization. Political decentralization—in the
form of election of regional authorities—was the entry point. As in all other coun-
tries, political reforms provide quick gains, but it will take time to complete fiscal
decentralization (generating own subnational revenues, adjusting transfer mecha-
nisms) as well as expenditure decentralization (transferring responsibilities for public
service delivery to the subnational level).

Peru is in a transitional stage of decentralization that carries the risk of low
accountability. Important management functions are in the hands of regional gov-
ernment, such as providing pay for teachers and doctors or allocating parts of the
investment budget. Yet in many other ways, Peru is significantly centralized. The
national level still participates in important decisions, for instance through the estab-
lishment of pay scales and the hiring and firing of personnel. The social sectors are
now leading a process of transferring expenditure responsibilities to local levels, a
process that will take time to be fully consolidated. Such overlapping and fragmen-
tation of responsibilities has led to a situation in which neither the central nor the
local level has a clear mandate for delivering health, education, or social protection
services. It is difficult to know which level of government is really in charge, an
arrangement that undermines accountability and also negatively affects the quality of
services.
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Another problem with decentralization is the increasing horizontal disparities
among the different departments. Transfers have been added without a common pol-
icy on compensation.”

In addition to completing the process of transferring responsibilities gradually
(discussed in Chapter 32, on decentralization), reforms can enhance accountability
through results-based delivery of services at the local level. A significant strategic
shift will be Peru’s move from emphasizing ex ante controls to strengthening ex post
accountability.

Judicial Corruption

The judicial branch in Peru is institutionally weak and operates with low levels of
transparency. An efficient and transparent judicial branch is essential to enhance the
competitiveness in the country, attract foreign investment, and therefore contribute
to growth. The judicial sector also exhibits troubling limits on access, particularly for
the poor. By reforming the judicial branch, Peru can address these shortcomings.
Key to addressing institutional weaknesses in the judicial sector are transparent
and accountable processes for compensation, selection, and nomination of judges.
The administration of justice in Peru is particularly afflicted by corruption (World
Bank Institcute 2001). Peru has one of the highest corruption indexes in the region
and, among public sector institutions, the judiciary is perceived as the most corrupt
public entity by Peruvian citizens (Figure 2).” This perception is caused largely by the
interference of political elites within the judicial branch and the lack of a strong
capacity to internally investigate and sanction judicial corruption. Although Peru’s
Constitution recognizes the judiciary’s independence, it remains the state’s weakest

branch.

Figure 2. Perception of Corruption in Public Institutions
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Some of the main factors characterizing judicial corruption in Peru include the
following.

Political interference. The judicial branch suffers from interference, particularly from
the executive branch. Eliminating the influence of political and economic elites in
judicial sentencing is necessary to making Peru’s judicial services more independent.

Lack of adequate human resources management capacity. Most judicial sector
institutions—including the courts and the Ministry of Justice—lack adequate
human resources management capacity. For example, since the appointment of pro-
visional judges during former President Fujimori’s regime in the 1990s, the National
Judicial Council (Consejo Nacional de la Magistratura) has sought to establish a judi-
cial appointment system based on merit and has tried to enforce the use of entry
exams for qualifying judges. However, the provisional status of many Peruvian judges
remains a major problem for the judicial sector, which leads to high turnover and
unrealistic planning.

Inefficient use of financial resources and weak management. As most judiciaries, the
Peruvian judiciary has limited influence in determining its annual budget because
the Ministry of Finance and the Congress make all major decisions over their alloca-
tion. The majority of the judiciary’s budget, and that of other sector institutions,
goes to pay the salaries of its employees. Poor administrative capacity and manage-
ment have kept courts from better utilizing their allocated budget to their own ben-
efit and to that of the citizens they serve. More efficient management of their
resources would provide a stronger case for increasing their overall budget.

Congestion and delays. Because of the backlog in many courts, particularly in the judi-
cial districts of Lima and Cono Norte, judges, practicing attorneys, and administra-
tive court personnel may also engage in corrupt behavior to accelerate or delay cases.
Monitoring and quality control are essential to tackling this problem, which would
also require a more transparent distribution of the workload.

Weak internal oversight. Clearly, insufficient training, poor management, and selec-
tion processes of judicial staff exacerbate the general belief that the judiciary is cor-
rupt. Existing mechanisms within the judiciary, through the Office of Internal
Control (OCMA—Oficina de Control de la Magistratura) and the district offices of
the OCMA (called ODICMAYS), are fundamental to investigating and sanctioning
judicial corruption. The OCMA was conceived as an investigatory institution with
minor disciplinary authority. Strengthening of the judiciary’s oversight mechanisms
will enable the office to properly investigate public complaints of judicial corruption
and adequately and fairly sanction improper behavior. Successful investigations will
require greater public information and monitoring.
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IV. Policy Recommendations

Reforming Budgetary Institutions and a New Role for Congress:
Monitoring the Quality of Public Expenditures

Progress Achieved

The MEF has started to conceptualize a future monitoring and evaluation system. It
is likely to follow the model implemented in Chile, where the Ministry of Finance
takes the leading role in institutionalizing monitoring and evaluation. However, this
system has not yet been advanced and fully implemented by the new administration.

Continued Challenges—Recommendations

In deepening its efforts to combine fiscal responsibility rules with monitoring and
evaluation systems, Peru could proceed on two tracks.

TRACK ONE: INCREASE THE ROLE OF CONGRESS USING THREE AREAS OF REFORM.

o Strengthen Congress. Improve the capacity of technical offices for budget
analysis.

* Improve congressional-executive collaboration ro improve the quality of public
expenditure. Present to Congress each year the key indicators for public serv-
ices, including budget execution, the performance of agencies delivering these
services, and achievement of objectives.

o Strengthen fiscal responsibility. Require the quantification of all laws that have a
potential fiscal impact and require the Ministry of Economy and Finance to
demonstrate that there is fiscal space for application of these laws within the lim-
its of the medium-term macroeconomic framework. Enactment of new laws that
do not meet this criterion could be postponed until adequate financing is found.

TRACK TWO: STRENGTHEN MONITORING AND EVALUATION SYSTEMS.

Two tools can be used to accomplish this goal: results-based budgeting and performance
evaluation, especially when those tools are linked to budget decisions. Monitoring and
evaluation systems linked to fiscal decisions have been demonstrated to be particularly
effective in increasing the quality of public programs and institutions. To that end, the
country could gradually phase in a monitoring and evaluation system, preferably sector
by sector, starting in areas that allow for tracking of results in the short term.

Completing Civil Service Reforms

Progress Achieved

The government has chosen several entry points for reforming the civil service. First,
Congress passed the General Law of Public Employment, which inspires a
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performance-based human resource policy. Also, government and Congtress are
working on additional laws to institute unified pay scales and competitive selection
(which already applies for sector directors at the regional level). Parallel initiatives are
being discussed for special personnel regimes such as primary education.

Second, to achieve greater transparency in personnel payments, the MEF is grad-
ually implementing an electronic payments system for payroll based on the use of the
Integrated Financial Management System. The Abono en Cuenta system, as it is
known, has progressed well: in August 2005 the system covered 410 out of 598 exe-
cuting units. Other executing agencies use banking accounts with private banks.
Together, roughly 97 percent of all payroll expenditures can be tracked and verified.

Third, regional governments have assumed payroll management for the educa-
tion and health sectors. While this constitutes a major advancement for the decen-
tralization process, this reform alone is no guarantee of achieving more efficient
services. Human resources now constitute the lion’s share of regional government
expenditures, with little expenditure flexibility remaining.

Finally, with regard to the pay-as-you-go pension system for public employees
(Cédula Viva), the government eliminated the adjustment in retirees’ pensions to
match the pay of active workers. In addition, a cap was imposed on the value of an
individual pension. Those who receive amounts above the cap will be gradually
adjusted downward. Reductions were introduced for survivor pensions as well.

Continued Challenges—Recommendations

Civil service reform should follow two tracks.

TRACK ONE: MOVING TOWARD A MERIT-BASED CIVIL SERVICE AND REFORMING
PENSION SYSTEMS.

Creating a merit-based civil service would be a very positive action. Though the elec-
tronic payments system is a positive step, the Abono en Cuenta system cannot reverse
the trend of increasing human resource expenditures. As the recent experience of
Ecuador illustrates, a reform would unify and standardize (harmonize) the remunera-
tion structure, with a gradual or immediate elimination of bonus payments and mon-
etary allowances (see Box 3). The draft text of the Proyecto de Ley General del Empleo
Priblico, debated in October 2005, failed to advance such a change (see Art. 16).

With regard to decentralization, several important civil service challenges remain.
The first involves normalizing the hiring process at the regional level. Regional gov-
ernments have been hiring personnel by converting contract employees (contratados)
into tenured positions (nombrados) with full benefits, although legally they are enti-
tled to do this only against centrally approved posts. Efforts to gradually regularize
workers are positive, but require that financial costs associated with the process be
offset by parallel efforts at payroll rationalization.

The second challenge is to identify existing labor debts and make provisions to
discharge that debt prior to transferring personnel to subnational governments. This
would involve systematizing and disseminating centrally held information on per-
sonnel numbers and types of contracts, salaries, and bonuses.
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Box 3. Reasserting Control over Public Employee Compensation
in Ecuador

The government of Ecuador sanctioned a new civil service law in September
2003 in a bid to reestablish central control over public sector pay policy and
the wage bill.* The situation was dire. The personnel salary lists produced for
each central government department by the Ministry of Economy and Finance
Budget Office had become practically worthless for estimating and controlling
the wage bill. The lists recorded only base wages, which commonly were less
than one-quarter of an employee’s total monetary compensation. The lion’s
share was composed of a plethora of monetary allowances that accumulated
over the years owing to the autonomy enjoyed by individual ministries, agen-
cies, and government-owned enterprises to set their own pay rules and/or to
lobby for tailored wage benefits. It was not uncommon for an employee’s salary
to include between 20 and 30 separate pay items.

The new Organic Law eliminated these pay elements, consolidating them
into base pay and establishing a uniform 14-grade pay scale (although the
armed forces, teachers, and police are excluded). For those employees covered
by the law, as of January 1, 2004, the only remaining elements of the wage bill,
apart from base pay, are the 13th and 14th salaries, overtime, travel expenses,
and honoraria.

The MEF Budget Office now is able to produce salary lists that reflect
actual personnel expenditures. A six-year transition period was established for
harmonizing salary payments among employees at the same professional level.
Similarly, as monetary allowances were converted into base pay, a phased
approach was crafted to increase the percentage of base pay subject to pension
contributions (20 percent per year from January 2006, reaching 100 percent in
2010). Thus, an added benefit of the civil service pay reform is to improve pen-
sion system balances.

* The Organic Law of the Civil Service and Administrative Career and Wage
Unification and Harmonization of Public Sector Remuneration was approved
in September 2003 (Reg. No. 184, suppl., October 6, 2003). Amendments to
the law were made in January 2004 (Reg. No. 261, January 28, 2004).

The third challenge is to clarify lines of accountability so that regional sector
directors respond to a single authority. Currently they respond to both national-level
authorities and the elected regional governor, an arrangement that undermines
accountability. One step toward that clarification is the defining of the roles of the
different actors involved in human resources management, particularly in education

and health.
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Several additional reforms could be made to the pension system for public
employees (Cédula Viva). A first step is to not exempt a large portion of the educa-
tion and health payroll from paying the pensioners’ contribution, especially the
Administrative Committee for the Assistance Fund (Comité de Administracién del
Fondo de Asistencia—CAFAE). Second, arrears in pension contributions could be
reduced, particularly in the public sector. A reliable system of financial audits could
be established, with improved access to information on pension management,
including the present economic and demographic assumptions. Private involvement,
both domestic and foreign, in pension fund management could be increased. The
system could be made more flexible so as to allow administrators of pension funds to
manage different funds with varied levels of risk and profitability.

Track Two: Performance-Based Civil Service

Civil service reform could also follow a second complementary track of increasing
the efficiency of public servants by contracting for explicit results. The recent expe-
rience of S3o Paulo may be instructive (Box 4). Following this approach, programs
such as the Performance-Contracts Administration Program (Programa de Adminis-
traciéon de Acuerdos de Gestién—PAAG) (health) could be adjusted to the ongoing
decentralization process, involving regional governments and MEF in new health
performance contracts to promote better services at the regional and local levels.

Managing the Transition toward a Decentralized State: From Ex Ante
Control to Ex Post Accountability

Progress Achieved

One of the key government goals is to use decentralization as a means to improve the
quality of service delivery within a framework of accountability. To achieve this goal,
the accreditation process was set up, and a procedure to define ex ante conditions for
subnational governments to verify minimum capacities was put in place prior to
adopting more expenditure responsibilities. However, implementing agencies also
used additional vehicle to ensure that ex post accountability mechanisms were intro-
duced at the national and local levels.

To that end, the government introduced two mechanisms. First, Results Admin-
istration Accords (convenios de administracion de resultados—CARs) are to be signed
between MEF and sector ministries, in addition to regional governments. The CARs
define targets for service delivery, establish lines of reporting, specify responsibilities
for institutional strengthening, and determine the budget and resource flow. Two
CARs have been signed with regional governments. Second, management agree-
ments (convenios de gestidn), related to the transfer of functions, are signed between
sector ministries and subnational governments. These agreements define targets for
service delivery coverage and quality. The Ministry of Women and Social Develop-
ment is spearheading the implementation of management agreements. Today, 125
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Box 4. Contracting for Public Hospital Services in Sao Paulo, Brazil

The state government of Sao Paulo has adopted a new management model to
administer a group of state public hospitals (16 of them in 2004). Social Orga-
nizations in Health (Organizagoes Sociais em Saride—QOSS) have been created
by statute to enable a formal partnership between the state and nonprofit pri-
vate sector organizations. Under the OSS model, the government provides
budgetary transfers to cover the costs of running a public hospital, but respon-
sibility for day-to-day administration is delegated to certified nonprofit organ-
izations. The State Secretariat of Health (SES) negotiates and signs a
performance contract with these hospital managers, committing public
resources in exchange for specific performance outputs. The managers, in turn,
are granted far greater flexibility than their counterparts in traditional state
hospitals to run the hospital in the manner they consider best-suited to meet
their performance targets.

In reforms of this kind, public sector labor rules commonly have been left
in place, even as managers have been granted greater financial autonomy and
been made accountable for results. However, Sao Paulo is an exception.
Human resource management rules in OSS hospitals are the same as those
covering private sector companies and far less restrictive than the rules govern-
ing personnel relations in traditional state hospitals.

While the Sao Paulo OSS model is still in its relative infancy, early data on
the efficiency and quality indicate that the OSS model compare favorably to
the traditional public administration model. Performance data from 2003 for
12 OSS hospitals and a sample of 10 direct administration hospitals of com-
parable size and complexity show no statistically significant difference in the
amount of resources at the disposal of OSS and traditional public hospitals.
Meanwhile, data on output, efficiency, and quality for each cohort show that
OSS performance was either the same or superior in all categories.

Source: World Bank (forthcoming). “In Search of Excellence: Strengthening
Hospital Performance in Brazil.”

provincial municipalities have signed management agreements with the ministry for
the transfer of functions of the food program PRONAA, and 406 district munici-
palities have signed these agreements for transfers of functions from FONCODES.
The preparation of management agreements are now a formal step in the process of
transferring functions to subnational governments. These agreements strengthen the
commitment of the key institutions to maintain a given level of services.
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Continued Challenges—Recommendations

From the point of view of governance, it is essential to complete the process of
transfer of responsibilities started in 2002. If no clear distribution of responsibili-
ties is achieved, or no improvement in subnational services is perceived, the process
of decentralization will falter, weakening accountability and frustrating local and
regional aspirations. A clear decentralization calendar, with specification of neces-
sary conditions, should be agreed upon as a matter of national consensus. This also
entails a gradual reform of the transfer system toward equalization, as well as
toward ex post accountability and a balance between earmarked and unconditional
grants.

The following recommendations are to further deepen results-based decentraliza-
tion with enhanced accountability:

* Monitoring and evaluation could be strengthened using sector evaluations.
The new, centralized monitoring and evaluation system being created at the
Ministry of Economy and Finance can acknowledge and reinforce the sector
evaluation systems that Peru has developed over the years.

* The monitoring and evaluation systems could link results with budget deci-
sions, thereby enhancing the uses and impact of evaluation and gradually
approaching performance budgeting.

* Results-based management at subnational levels could be reinforced by fully
integrating and ensuring compatibility of the MEF Budget Office’s monitor-
ing and evaluation system with the management agreements and CARs.

* Sanctions for noncompliance with intergovernmental agreements could be
introduced. Those sanctions could be phased in and enforced early in the
process as part of all instruments (currently only the CARs specify sanctions
for noncompliance).

Once these requirements are fulfilled and tested, moving to a full results-based
system in certain selected services will be possible in a future phase (yet to be

specified).

Controlling Judicial Corruption

Progress Achieved

A recent initiative for judicial reform was launched by the Judicial Reform Commis-
sion. The commission elaborated a National Plan for Integrated Judicial Reform.
The main recommendations are centered on access to justice, anticorruption initia-
tives, administrative modernization, and reform of the penal system. This analysis
was performed in a participatory manner, with civil society and academic institu-
tions. However, so far only a few recommendations have been implemented.
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Continued Challenges—Recommendations

To address judicial corruption, reforms could focus on strengthening anticorruption
mechanisms within the judiciary, as well as on responding more effectively to those
who bring cases of corruption before the courts. Building capacity among the judi-
cial sector’s main actors to investigate and sanction corruption, including of volun-
tary disclosure programs, and implementing public information campaigns to
disseminate the results of such work will go a long way in demonstrating the politi-
cal will that Peruvian society perceives as lacking in the judicial sector generally, and
in the judiciary branch specifically.

Disciplinary bodies within the sector, such as the National Judicial Council, and
internal controls such as the OCMA could be equipped with effective investigative
tools enabling those bodies to track down responsible actors and sanction them for
acts of corruption, or to request indictment by the attorney general’s office. An effec-
tive investigation also includes coordination among public entities, brought about as
interinstitutional coordination mechanisms are established and strengthened.

V. Conclusion

Peru faces new circumstances that impel the country to address the shortcomings of
the public sector. The costs of inaction are high: failing to tackle these weaknesses
will lead to a further decline in the quality of public services, continue to negatively
affect the credibility of public institutions, and cause Peru to miss opportunities to
increase the quality of growth.

From Colombia to Mexico, from New Zealand to Sweden, countries realize that state
reform is best carried out incrementally and in a gradual fashion. In the recent past, Peru
has made considerable advances in the area of fiscal management. In the second phase of
state reform, the focus may shift to the quality of public expenditures. Four areas are crit-
ical: monitoring of the quality of public expenditures and a new role for Congtess, civil
service reform, decentralization, and judicial corruption. Deepening state reform in these
areas will add depth and scope to Peru’s state reform process, with the benefits of quality
of growth, credibility of public institutions, and improved services.
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Table A.1. Matrix of Policy Recommendations

Annex

Recommendation Short-Term Actions Medium-Term Actions Long-Term Actions

1. New Role Budgetary institutions and Budgetary institutions and Budgetary institutions and

of Congress role of Congress: role of Congress: role of Congress:

and Budgetary * Elaborate a plan for institutional * Institutionalize exchange on performance * Exchange information on quality
Institutions strengthening of technical offices. and quality of expenditures in one of expenditures in several sectors.

2. Civil Service

M&E:

* Define a pilot sector for testing
M&E.

* Refine concept of M&E;
establish indicators for pilot sector.

Civil service:

* Identify labor debt in view of
decentralization.

* Elaborate a concept for future role
of sector directors in departments.

Pensions:

¢ Reduce arrears.

* Eliminate exemptions for education
and health payroll.

* Elaborate a concept for financial
audits.

pilot sector.

* Require mandatory assessment of
fiscal impact of laws.

M&E:

* Apply M&E to one pilot sector at the
level of annual commitments.

* Establish link with budgetary decisions.

* Report to Congress, civil society.

Civil service:

* Issue norms for hiring at the level of
departmental governments.

* Adopt and implement legal reform for role
of sector directors in departmental
governments for clear lines of responsibility.

* Pilot the use of results-based management
contracts in one sector (health) at the level
of annual commitments.

Pensions:

* Clear arrears.

* Carry out audits and establish and
enforce sanctions.

ME:

* Implement full results-based
budget management in pilot sector.

* Expand M&E to other sectors at
the level of commitments, then
fully results-based.

Civil service:

* Implement management contracts
in one sector (health) that are fully
results-based.

Pensions:

* Put complementary systems of
private and public pensions in
place (avoid competition between
two systems).
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3. Decentralization ® Review past experience with CARs

4. Judicial

Corruption

and management agreements.

* Elaborate a concept for ensuring
complementarity among subnational
and national M&E as well as
accreditation.

* Elaborate an operational plan for
judicial strengthening, based on the
National Plan for Integrated
Judicial Reform.

Complete full integration of national
and subnational M&E systems.

Pilot a results-based agreement in one
sector.

Establish and enforce sanctions for
noncompliance; apply also to manage-
ment agreements (convenios de gestion).
Strengthen capacity of the judiciary
sector to combat corruption internally.
Build capacity to investigate and
sanction corruption.

Pilot voluntary disclosure programs.
Implement public information
campaigns.

* Operate full results-based systems
in two or three sectors.

* Scale up voluntary disclosure
programs.

* Have in place fully effective
interinstitutional coordination
mechanisms.
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Endnotes

1. The figure depicts the percentile rank of Peru on two of the five governance indicators
used by the World Bank Institute. Percentile rank indicates the percentage of countries world-
wide that rate below the selected country (subject to margin of error). The governance indica-
tors reflect the statistical compilation of responses on the quality of governance given by a
large number of enterprise, citizen, and expert survey respondents from developing and indus-
trialized countries, as reported by a number of survey institutes, think tanks, nongovernmen-
tal organizations, and international organizations. For a detailed description of the indicators,
the sources of information, and the methodology, see http://www.worldbank.org/wbi/gover
nance/index.html.

2. The establishment of the Consulta Amigable—an Internet portal managed by the MEF
that makes available timely and disaggregated budget and public expenditure information to
the public—was an important achievement in increasing public financial transparency.

3. Following increased fiscal pressures during 2005, several exemptions to the fiscal respon-
sibility laws are being debated.

4. There was a slippage in the rules for fiscal responsibility in 2005.

5. For notes on the 2005 LAC Regional M&E Conference, see Mackay 2005. Also see
Guzmdn.

6. Fiscal decentralization is discussed in Chapter 32.

7. According to Transparency International’s Corruption Perception Index for 2005

(http://www.transparency.org/cpi/).
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Abstract

Peru’s development in the last 45 years has been characterized by two disappointments:
low growth and persistent poverty. Per capita income grew by less than 0.75 percent a
year on average, below the averages of Latin America, developed countries, and even
developing countries. This low level of growth has been insufficient to bring down
poverty rates and as of 2004 over half of Peru’s population lived on less than US$2 a day.
During the last five years the country has enjoyed economic stability, with average
growth rates of 5 percent per year, low inflation, stable exchange rates, and both primary
and nonprimary sectors sharing the overall dynamism. However, the growth effects on
employment and poverty reduction have only recently been felt, and the most important
question is how to ensure to ensure that growth is sustained for a longer period and trans-
lated into faster poverty reduction. In this context, the incoming administration faces a
choice. They can either continue with prudent fiscal and monetary programs while deep-
ening structural reforms to increase productivity, or take a new direction and resort to
market intervention and fiscal expansionist policies. The short-term effects of the second
option could be positive, but history has shown that in the medium term these types of
policies have failed to sustain growth and resulted in profound recessions. Although the
[irst choice may generate less quick political support, it holds our the promise of sustain-
ing high growth over many years, which history has shown is the only way ro create
major reductions in poverty.

This chapter was prepared with the assistance of Norman Loayza and Linette Lecussan. Special
thanks to Marco Ortiz for comments.
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I. Background

Peru’s economic history has been marked by short-term crises, unclear growth strate-
gies, and wide swings in policy orientation. Economic growth rates have never been
sustained for long periods and the economy has operated under a constant cloud of
vulnerability and uncertainty. Taken as a whole, Peru’s economic growth in the last
45 years has been disappointing. Per capita domestic production grew by less than
0.75 percent a year on average, below the averages of Latin American, developed
countries, and even developing countries (Figure 1). Needless to say Peru’s economic
growth has come nowhere near that of the “Asian Tigers,” which in 1960 had simi-
lar income levels to Peru.

As a result of Peru’s low growth, the level of per capita production has lost ground
compared to the rest of the world, to the advanced economies (like the United
States), and even to its Latin American neighbors. While Peru was considerably
ahead of Chile at the start of the 1970s, currently average per capita income in Peru
is barely half that of its southern neighbor. Not only has average economic growth
been low, but it has suffered considerable variation. Some of these variations are the
result of economic crises, such as during the mid- and late 1980s (Figure 2). While
the growth of potential production (trend production) has oscillated between +/-5
percent, actual growth has varied between +10 and —15 percent per year.

From 1960 to 1975, per capita income grew by a little over 2 percent per year.
Notwithstanding, it was at that time a left-wing nationalist set of policies was imple-
mented.! These policies included an import substitution strategy, land reform,
increased national control of natural resources and a model of industrial partnership,

Figure 1. Average per Capita GDP Growth in Peru and Comparator
Countries, 1960-2004/05
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Figure 2. Per Capita GDP Growth in Peru by Five-Year Periods, 1961-2005
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among others. Under this strategy, public spending increased considerably, together
with foreign borrowing. Unsustainable, growing domestic and external imbalances
led to an economic crisis, and in 1975 a bloodless coup began the second phase of
military government. Although growth during the inward-looking episode was mod-
erately high, the policies and reforms implemented impaired the efficiency of the
economy and limited possibilities for future growth.

The next 15 years were disastrous, with per capita income falling by more than 2
percent per year (Figure 2). Instead from moving away from populist policies that
failed in the 1960s and 1970s, the prevailing political view held that market mecha-
nisms were unable to reduce poverty. Policies continuously expanded government
intervention in the economy. Over this period, the economy suffered from drastic
oscillations in the level of output, international reserves, and inflation. The lowest
point was reached by the mid-1980s, when per capita income fell by 4 percent annu-
ally, inflation accelerated to extreme levels (7,000 percent in 1989), and terrorism
was rampant. The refusal to service international debt—and the corresponding
adverse response of international financial markets—was accompanied by a trade
policy of high tariff rates, extensive quantity restrictions, and discriminatory protec-
tion. Economic imbalances were addressed with failed stabilization strategies that
exacerbated the crises.? By 1990, the country was in total disarray: more than two-
thirds of foreign debt was in arrears, the Central Bank (BCRP) had no international
reserves, political violence was claiming 3,000 lives per year, tax collections were less
than 5 percent of GDD, and per capita income had fallen below that of 1966. In the
previous three decades, consumer prices had increased by a factor of 27 million.

The 1990s had marked a radical change in policy direction. The Fujimori gov-
ernment introduced shock treatment stabilization measures to control hyperinfla-
tion, and price controls and the massive fiscal subsidies were eliminated.
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Simultaneously, a major structural program was launched to eliminate pervasive
market distortions and to reintegrate Peru into the financial community. While these
reforms were successful in putting the macroeconomy and fiscal accounts on a more
stable footing, economic growth continued to be volatile. Growth resumed in 1993
until 1997; however, due to a combination of domestic political and external shocks,
the reform momentum was slowed down and growth faltered during 1998-2001.
During the last four years of the Fujimori government, GDP per capita fell by 0.8
percent per year.

By mid-2001, growth quickly resumed, supported by a favorable external envi-
ronment and sound and consistent policy framework. The economy grew at a steady
average of 5 percent per year, posting the longest stable period of output growth
since 1970. Inflation has remained low, the fiscal deficit has been reduced every year,
international reserves are at record high levels and the financial sector soundness has
improved. For the first time in Peru’s democratic history, a new administration has
received the economy (following the 2006 elections) without serious macroeco-
nomic imbalances and growing at a rate above its historical average. Ongoing eco-
nomic expansion is not only happening in a more stable environment, but is among
the strongest of Latin American economies. Nevertheless, progress with poverty
reduction and employment creation has been modest, especially when compared
with the strong macroeconomic indicators.

Many challenges lie ahead for the next administration, but the most important is
to find the appropriate policy framework to translate the current stable period of
growth into a higher and shared growth pattern with the ultimate goal of reducing
Peru’s high level of poverty. The remainder of this chapter looks at the long-term
sources of growth in Peru, provides an overview of the economic developments from
2000 to 2005, discusses the remaining challenges, and offers a set of recommenda-
tions to address these challenges.

IL. Sources of Economic Growth: An Accounting Framework

The basic hypothesis of growth economics is that progress is made up of two factors:
growth in factor inputs (capital and labor) and growth in total factor productivity
(TFP growth). The first factor implies working more (more hours, workers, and so
forth) or saving and investing more, thus postponing consumption. The second fac-
tor, TFP, implies that the same stock of capital and labor produces a higher amount
of output. Change in productivity could be associated with technological improve-
ments, investment in human capital, or changes in the use and administration of
economic resources.

3 reveals

A growth accounting analysis of Peru’s performance in the last 45 years
that the labor and capital were the main factors explaining GDP growth, while TFP
contributed almost nothing (Figure 3). This follows the trend followed by the major-

ity of Latin American countries: labor is the driving force of growth, followed by cap-
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ital, with TFP at the bottom. However, the contribution of productivity in Peru is
even lower than most other countries in the region.

The analysis by decades gives more precise growth factor decomposition (Figure
3). While the growth of labor and capital inputs account for most of the growth of
output, the changes in output growth over different decades are mostly due to
changes in TFP growth. The collapse of growth during the 1980s had almost noth-
ing to do with changes in labor and capital; it was mostly due to the inefficient use
of productive resources. The economic recuperation of the 1990s and the present
decade was achieved due to a considerable improvement in TFP. The productivity
growth exhibited in the 2000s reflects the permanent gains of the reforms intro-
duced in the 1990s. TFP growth has been the main contributor of economic growth
during the 2001-05 period.

The Key Determinants of Growth and Future Growth Prospects

From a policy point of view a key question is: are there ways to better run the econ-
omy that translate into higher productivity and higher output growth? The previous
analysis accounts for the contribution of certain factors to growth, but it does not
define which elements are the determinants of growth. A cross-country study by
Loayza, Fajnzylber, and Calderon (2005) estimates the main determinants of growth
for Peru. This exercise has two objectives: first, understanding the causes of economic
growth in the last decades and second, estimating the possible future performance of
Peru’s economic growth under two different scenarios. This study* relates economic
growth to five key explanatory variables that can be considered growth determinants:

¢ The initial position of the economy, which determines the capacity of the
country to grow at certain rate until it reaches diminishing returns;

Figure 3. PERU: Growth Accounting by Decades, 1960-2004/05
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* The economic cycle, which generates the propensity to grow faster than the
normal rate if the economy is recovering from a recession or more slowly if the
economy is leaving a transitory boom;

¢ Policies or reforms in areas such as education, financial depth, trade openness,
and the provision of public infrastructure;

* Policies of macroeconomic stabilization, price stability, inflation targeting,
cyclical volatility, and the frequency of systemic banking crisis; and

e Variables related to external or international conditions that serve as an
impulse (or brake) to domestic activity, such as terms-of-trade shocks and the
world growth situation.

The econometric analysis® shows that the gains in the 1990s and 2000-05 were
mostly explained by structural reforms and stabilization policies. Due to greater
financial depth, trade openness, and public infrastructure availability, the Peruvian
economy was able to grow 1.3 percentage points more in the 1990s than in the
1980s. Even more considerable was the contribution of the macroeconomic stabi-
lization policies, which radically reduced inflation and volatility and eliminated sys-
temic financial crisis. Annual growth rates in 2000-05 have been similar to those of
the 1990s, but 0.72 percentage points higher. This may be due to the fact that the
initial situation of year 2000 was more solid than in the 1990s (in trend and in
cycle).

What can be expected for Peruvian economic growth in the coming years? The
possibilities of future performance of growth determinants are multiple. However, in
order to synthesize, two general scenarios are presented, one conservative and one
optimistic. The conservative scenario assumes that all variables evolve over the next
decade according to past historical trends. In the conservative scenario, the annual
growth rate for the 2006-15 period is 2.2 percent per capita, very similar to the
period average of 2.3 percent in 2001-05. Even though policy measures in educa-
tion, trade openness, and public infrastructure contribute with 0.63 percentage
points, the terms of trade deterioration (with respect to boom years) and the initial
condition of coming out of a boom period offset the effects of structural reforms.

The optimistic scenario assumes the implementation of policy reforms that raise
all explanatory variables to the top 25th percentile of their distribution from a sam-
ple of developed countries. The simulations for 2006-15 show that Peru can expect
to grow at 3.24 percent per year in per capita terms, about 1 percent above what was
obtained during 2001-05. The difference between the conservative and optimistic
scenario is due principally to gains in financial depth, trade openness, and public
infrastructure. Gains from improved education are also registered, but to a lesser
degree. Taken together, structural reforms account for 1.7 percentage points of
growth.

Its worth considering the impact these predicted levels of economic growth
would have on income levels and poverty. Under the conservative growth scenario
(2.2 percent annual per capita growth), in 10 years average incomes would increase
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25 percent, and poverty levels would fall from 45 to 32 percent. In the optimistic
scenario (3.24 percent annual per capita growth), average incomes would increase by
40 percent in 10 years, and poverty would decline from 45 percent to 27 percent.

These results are not sufficient to achieve the social goals of the country in terms
of poverty reduction. In the face of this, one could argue that this calls for a greater
involvement of the state in the economy. However, Peruvian history and interna-
tional experience indicate that policies of this type would instead lead to long-term
economic stagnation, as was experienced in Peru during the 1980s. Although these
results in poverty reduction are not ideal, they are far superior to what could be
achieved by greater state intervention in the economy, and are sustainable in the long
term.

ITI. Recent Macroeconomic Performance and Key Challenges

The Peruvian economy exhibited a period of robust growth during 2000-05, accom-
panied by strong fundamentals (Table 1). Moreover, unlike previous volatile periods,
output growth was stable and averaged 5 percent a year in 2002-05. Economic
growth has been balanced between external and domestic drivers. Favorable external
conditions, including rapid growth of the world economy, a surge in commodity
prices, and high liquidity in global financial markets have played a major role in the

Table 1. Peru: Main Economic Indicators, 1997-2005

Indicators 1997 1998 1999 2000 2001 2002 2003 2004 2005

Annual GDP growth rate 6.8 —0.7 09 2.9 0.2 49 40 48 6.5
Inflation rate (CPI,

end of period) 65 60 37 37 -0.1 1.5 25 35 15
Total current public

sector revenues/GDP 19.0 189 17.7 178 172 172 17.6 17.8 18.5
Total nonfinancial

public sector

expenditures/ GDP 17.7 18.0 189 185 178 174 17.3 17.0 17.6
Opverall public sector

balance/GDP 0.1 —-1.0 =32 —33 —-25 =23 —-1.7 —1.1 —04
Public sector debt 46.1 469 47.5 45.1 38.0

Total investment/ GDP 24.1 237 21.2 20.2 18.8 18.8 18.8 18.5 18.2
National savings/GDP 184 17.8 183 173 16.7 169 17.3 185 199
Exports (FOB);

% change per year 16% —16% 6% 14% 1% 10% 18% 39% 25%
Imports (CIF);

% change per year 8% —4%—18% 9% —2% 3% 11% 19% 19%
External current

account/ GDP -57 —59 -29 -29 -—-21 -19 —-15 00 1.7

Source: BCRP and MEF (2005).
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country’s continued growth performance. Stable macroeconomic policies through-
out the Toledo administration have helped build investor confidence and supported
employment expansion, contributing to a rapid recovery of domestic demand. How-
ever, improvements with poverty and social indicators have been less impressive.
More than half of the population is considered poor (51.6 percent in 2004) and 18
percent of the population lives in extreme poverty.

Fiscal Policy: Revenue and Expenditure Challenges

Economic policy during the last few years has focused on reducing the fiscal defici.
The combined public sector deficit has come down every year since 2001, falling
from 2.5 percent of GDP in 2001 to 0.4 percent of GDP in 2005, lowering govern-
ment debt from 46 percent of GDP in 2001 to 38 percent of GDP in 2005 (Figure
4). Notwithstanding these achievements, Peru’s fiscal policy is still constrained by
limited flexibility on both the expenditure and revenue side.

At 18.5 percent of GDP, revenue collection in Peru is still low by international
standards, although it is growing. Rapid economic growth, revenue windfalls from a
sharp rise in the price of commodities, and tax measures® have contributed to an
improved tax ratio. Tax collection increased from 12.5 percent of GDP in 2001 to
13.9 percent of GDP in 2005, but is still far from the 18 percent of GDP of the mid-
1990s. Two important facts are worth noting regarding the recent improvements in
revenue collection. First, a closer look at the composition of the gains in tax revenue
collection show that these are mostly transitory in nature: two-thirds of the gains are
due to higher corporate taxes from mining companies. The high exposure of Peru’s
revenue-to-commodity cycles raises the question of sustainability of the fiscal finances.
Second, the gains from policy measures are mostly due to hikes in tax rates rather than
from a broadening of the tax base. Peru’s tax ratio compared to other countries is sur-

Figure 4. Consolidated Public Sector Balances
(in % of GDP)
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prisingly low despite the already high tax rates (19 percent VAT and 30 percent
income tax). Moreover, the tax base is currently limited by a number of distortionary
exemptions. Changes to the tax regime since the early 1990s have increased regional
and sectoral exemptions, which are estimated to consume 1.9 percent of GDP. The
fact that much of the private production (about 60 percent) operates in the informal
sector severely constrains the possibility for broadening the tax base.

Nonfinancial expenditure decreased slightly from 15.2 percent of GDP in 2001
to 14.9 percent of GDP in 2005. However, fiscal rigidity has increased since the
mid-1990s as wages, interest, and transfers rose to about 78 percent of central gov-
ernment spending by 2005, from 71 percent in 1995. The upward trend is primarily
the result of rising transfers to local governments and the public pension system, and
growing personnel outlays. Thus, while the general government deficit has dropped
steadily since 2001, this has been largely sustained by severe reductions in public
investment (a 3 percent cut in real terms on average per year) that shrank public
investment to 2.5 percent of GDP in 2005, its lowest level since the 1980s. To
address this shortcoming, the government is developing an institutional framework
to promote public-private partnerships (PPPs) and prevent infrastructure and trans-
portation from becoming a major obstacle for growth

Operall, fiscal policy during recent years has been moderately procyclical and the
opportunity for further reducing the vulnerability of the economy to shocks has been
missed. Primary spending in 2005 is up by 7 percent in real terms, well above the 3
percent limit established in the Fiscal Responsibility and Transparency Law. While
the overall fiscal deficit fell to 0.5 percent in 2005, the cyclically adjusted fiscal
deficit increased from 1.4 percent in 2004 to 1.6 percent in 2005. Higher permanent
(new) current expenditure has been financed with temporary revenue resulting from
increased profits of mining companies. Peru’s fiscal stance in the medium term will
remain highly vulnerable to negative terms of trade shocks, unless policy measures
are taken to smooth out the impact of a sharp decline in commodity income.

Monetary and Exchange Rate Issues

Peru has a sound and credible monetary policy framework. The monetary policy
introduced in 1993 was based on the control of net domestic credit aimed to ensure
that the domestic currency was backed by foreign reserves. To give clear signals to
agents about the direction of monetary policy, the BCRP adopted an inflation-
targeting scheme in 2002, with annual targets of 2.5 percent within a range of 1 per-
centage point. To achieve this, the BCRP has been using its own interest rate’ (policy
rate) as a policy instrument, aiming to guide commercial rates. The implementation
of the inflation-targeting framework has been successful in reducing inflation and
anchoring expectations. The 2005 year-end inflation was 1.5 percent, the lowest in
Latin America, despite accelerated growth and higher oil prices.

Though the explicit exchange rate policy is a freely floating exchange rate regime,
the BCRP has been intervening heavily in the market to avoid excessive exchange
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rate volatility. In 2005 nominal appreciation relative to the U.S. dollar was 3.4 per-
cent, driven by rising export prices and volumes. The 3.4 percent real effective
exchange rate depreciation resulted from depreciation of nondollar currencies and
low domestic inflation.

The high level of dollarization is constraining monetary policy. Currently, the
financial system is highly dollarized, which entails a significant risk since most Peru-
vians earn their salaries and other income (both consumers and corporates) in local
currency, while most credits are denominated in dollars. Therefore, in the case of a
unexpected and abrupt depreciation, citizens and other entities that are currently
paying loans in dollars and receive their income in nuevos soles will see their debt
increase significantly, which can bring about problems in the financial payment
chain. This balance sheet mismatch could be potentially disastrous to Peru. A super-
visory framework that could induce agents to better internalize risks, implement new
risk management guidelines of the Basel Committee, and establish buffers to cover
higher liquidity and solvency risks are very relevant policy issues. The BCRP decision
to maintain a high level of bank reserves and recent efforts by the Superintendency
to make banks implement higher provisions in cases of balance sheet mismatches
goes in the right direction, but further actions are needed.’

The “Holy Trinity,” a golden rule in monetary policy, states that a country can
have only two of the following three policy objectives at the same time:’ (i) enjoy
free international capital mobility, (ii) stability of exchange rate, and (iii) a mone-
tary policy oriented toward domestic goals. Globalization is turning capital controls
more porous, and maintaining exchange rate management and monetary inde-
pendence has become more and more difficult. The BCRP has tried to deal with
this challenge by setting an explicit inflation-targeting framework with the objec-
tive of price stability and low inflation, and posing an intermediate stance between
free capital mobility and a managed exchange rate regime. The BCRP has been
intervening in the exchange rate market by substantial amounts and almost contin-
uously to reduce volatility but, at the same time, limiting the mobility of private
pension funds to invest abroad, while engaging an independent monetary policy. In
short, the BCRP is trying to maintain the three objectives, not without constraints
and risks.

The BCRP faces the policy dilemma of either maintaining its current policy or
relaxing the limits on private pension funds for investing in international markets.!®
Restraining the scope of private investment funds’ investments has a negative impact,
since it reduces the return of the fund while increasing its exposure to domestic
shocks. The BCRP has argued that due to the small size of the Peruvian capital mar-
ket, private pension funds can influence the exchange rate strongly through invest-
ment decisions and affect the general level of prices, the principle mandate of the
BCRP. Thus, the BCRP has justified limiting foreign investment of local private
pension funds by the statement that it is unable to maintain an explicit inflation tar-
get if the exchange rate changes abruptly—although there is evidence that pass-
through devaluation to inflation in Peru is very low.
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IV. Key Policy Recommendations

Peru needs to continue with prudent macroeconomic management, while making
further efforts to foster an environment conducive to private sector output and
employment growth. While reforms have advanced in a number of key areas, there
remains a substantial unfinished agenda. In order for Peru to consolidate the eco-
nomic gains achieved in the last four years, it must deepen the reforms that improve
human capital, make financial markets more accessible, promote high-quality public
infrastructure, and reduce the regulatory burden. In all of these Peru has much room
for progress. Going forward with the reform agenda is a difficult political economy
problem that must overcome rent-seeking interest groups; the problem can be solved
only with political authority, intelligence, and will.

The preceding analysis points to critical areas where directed policy action can
position Peru to consolidate the gains from macroeconomic stabilization and favor-
able external environment. In particular these measures should aim to reduce
medium-term vulnerability to external and domestic shocks as listed below:

* Macroeconomic Management. First and foremost, a key and central policy
recommendation is to continue with sound macroeconomic management.
This will support and consolidate the recent recovery of business confidence
and promote private investment.

* Fiscal Policy:

— Fiscal adjustment should involve strengthening the tax regime and revert-
ing expenditure trends. A comprehensive reform of the public sector should
examine proposals to combine a gradual reduction of current expenditure,
especially wages and salaries, while developing a more efficient labor force
under a civil service reform.

— Avoid expenditure increases that are financed with transitory revenues.
Evaluate the adoption of a cyclically adjusted deficit policy.

— Promote private sector participation in the provision of some infrastructure
and other public goods. Develop a solid framework for PPP operations,
covering institutional safeguards, fiscal accounting and reporting, and
transparency (including the reporting of contingent liabilities arising from
guarantees provided to PPP firms).

* Monetary and Exchange Rate Policy:

— Continue implementing measures to lower dollarization levels. Strengthen
the financial system.

— Promote deepening of the domestic capital market.

— Fully implement the Basel guidelines on the management of risks.

¢ Structural Reforms: Deepen structural reforms and move faster with unfin-
ished reform agenda in the following areas:

— Strengthen infrastructure.

— Strengthen the judicial system.
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— Reform labor markets.

— Broaden access to credit and financial resources

— Improve the quality of education.

— Create more flexibility in labor and firm regulation.

— Develop the capability to generate and manage technological change and
innovation.
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Endnotes

1. A military government ruled the country led by General Velasco during the 1969-75
period.

2. From 1975 to 1989 there were 10 stabilization attempts, 17 ministers of finance, and 7
presidents of the Central Bank.

3. This method was first used by Robert Solow. It relates GDP growth to labor and capital
growth, assigning the unexplained factor to total factor productivity growth.

4. The method is based in the econometric analysis of different countries and of different
periods for the same country.

5. The results discussed here are based on Loayza (2006).

6. Tax measures included increases in the VAT and excise rates, a hike in the personal
income tax rate, introduction of a financial transactions tax, broadening of the base of the
income tax, tariff reductions, and the elimination of corporate income tax exemptions. In par-
allel, tax administration measures were introduced to fight tax evasion. These measures
included extending the coverage of the VAT withholding schemes to imports and large tax-
payers and strengthening supervision and enforcement.

7. The BCRP uses the monetary regulation interest rate as an upper limit and the overnight
interest rate as a lower limit.

8. See in particular Cayazzo et al. (2006) for a thorough, recent study on these issues.

9. See Obstfeld et al. (2004).

10. This limit is set at 10.5 percent of the fund resources, while the maximum limit estab-
lished by the law is 20 percent.
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Toward a More Efficient Tax Policy

Valeriano Garcia and José Valderrama

Abstract

Peru’s tax situation has improved in recent years. The nonfinancial public sector deficit
Jfell from 3.3 percent of the GDP in 2000 ro 0.3 percent in 2005. Nonetheless, certain
Jfactors contributing ro this improvement are temporary, such as the extraordinary increase
in prices on mineral exports, as well as the introduction of new taxes (on financial trans-
actions and the corporate assets), which by law must be eliminated at the end of 2006.
Rates also increased on the two main taxes: income tax and value-added tax. Tax admin-
istration improvements contributed in much lesser measure to the deficit’s reduction. On
the other hand, substantial increases have continued in current government spending,
particularly on wages. It is thus necessary to adopt precautionary measures, so that when
the favorable economic conditions revert, the tax situation will not deteriorate.

Although one could debate whether fiscal pressure in Peru is low, clearly, the situation
is not due to low tax rates, which are comparable with those of other countries. In order
Jfor tax reform to succeed, it must tackle the tax system’s three central problems: (i) lack of
stability in taxes and tax regulations, (ii) prevalence of business informality and tax eva-
ston, and (1ii) proliferation of regional and sectorial exemptions. A major cause of Peru’s
extreme variations in tax collection is nearly constant tax policy changes, which signifi-
cantly increase uncertainty for the private sector. Business informality and tax evasion are
likewise quite high, even compared ro most of the neighboring countries. Although
advances have been seen in recent years, much room remains for improving tax adminis-
tration. Exemptions have not yielded the desired effect, yet in recent years there have been
political obstacles to reducing or eliminating these privileges.

The two main challenges for the incoming administration are (i) keep tax revenues at
least relatively constant with respect to the GDP in a less favorable international envi-
ronment, and (ii) significantly improve the equity of the tax system and eliminate distor-
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tions. The specific policy options proposed here aim to meet these two main challenges.
Measures include approaches ro replace the temporary taxes, a gradual elimination of
exemptions with strict limitations on new initiatives, and new regulations to reduce the
proliferation of tax law changes that lack technical rationale.

I. Introduction

In recent years, the nonfinancial public sector deficit has fallen significantly, from
3.3 percent of the GDP in 2000 to 0.3 percent in 2005. High economic growth, low
world interest rates, and appreciation of the nuevo sol have significantly reduced
public debt as a percent of revenues (Figure 1).

However, these figures hide a somewhat less favorable situation.

* First, reduction of the deficit occurred as a result of higher tax revenues, which
were largely attributable to temporary factors. A good part of this increase is
tied to an extraordinary rise in prices of Peru’s mineral exports and to the
country’s position in the economic cycle within a very favorable international
context. The deficit was also reduced through the introduction of new taxes
(on financial transactions and the corporate assets), which by law must be
entirely phased out by the end of 2006. As well, rates on the principal taxes—

Figure 1. Nonfinancial Public Deficit and Public Debt
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income tax and value added tax—were increased. Only a much smaller reduc-
tion was attributable to improvements in tax administration.

* Second, the general government’s current spending' has sharply increased,
especially over the last two years. Since the mid-1990s a considerable part of
these increases was in current expenses, which is causing greater budget inflex-
ibility (Figure 2).? Capital expenditures grew at a slower rate, falling to less
than 3 percent of GDP.

In short, the improved fiscal balance could revert in the future for several reasons.
First, less favorable international environment with lower international mineral
prices is foreseeable, which would have a significant impact on tax revenues. Second,
temporary taxes will have to be replaced by other sources in order to prevent a loss of
revenues (though it is uncertain whether the next administration is ready to take on
that political cost). Third, increased public spending is already taking place and there
are commitments for future spending not yet reflected in the budgets of these last
few years; spending and commitments to spend could severely limit the leeway for
adopting an austerity policy without hampering growth.

For these reasons, it is important that fiscal discipline measures be taken during
this boom period in order to keep the future deficit in line with the Fiscal Responsi-
bility Act. Such measures are needed to keep from losing ground in the debt reduc-

Figure 2. General Government Spending in Real Terms
(1994 = 100)®
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tion achieved so far or undermining mid-term fiscal sustainability. It is important to
avoid repeating the serious error committed by Peru® and by other developing
nations; that is, failing to set aside transitory increased revenues generated during
boom periods. This is the only way to avoid extreme restrictions on expenditures
during economic downturns and allow for an effective countercyclical tax policy. In
view of the high volatility of an economy such as Peru’s and its still high debt service
load, it is necessary to limit increases in government spending when times are good
and generate tax surpluses, in order to not aggravate the situation in more difficult
times.

IL. Structure and Trends in the Tax System
lax Level and International Comparison

Many analysts believe that Peru’s tax revenues are relatively low. Peru’s fiscal pressure
is lower than the regional average (Figure 3). However, if oil-producing countries
(Mexico and Venezuela) were excluded, the figure would show an adjustment line
with a positive slope, whereby the fiscal pressure in Peru would basically reflect the
country’s relatively lower economic development. In other words, Peru’s tax pressure
is less than the region’s average, but its per capita revenues are also lower than average.

Figure 3. General Government Tax Revenues, 2003
(percent of GDP)
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Low tax revenues do not appear to be due to low tax rates (Figures 4 and 5). In
fact, the general value-added tax rate (called the general sales tax [GST] in Peru) of
19 percent is between 3 and 4 percentage points above the average for Latin Amer-
ica. The corporate income tax rate (even without considering the tax on dividends)
and the personal income tax rate are 30 percent, which are also higher than the Latin
American average.’

Tax collection is seriously affected by a low tax base. This is due to two main
problems: business informality and a high degree of tax evasion, and a proliferation
of exemptions and other special treatments. Before analyzing these in greater detail,
this note reviews trends in the tax system over time, which reveals a third critical
problem of Peru’s tax system: lack of stability in its rules of play, due to constant tax
changes.

Trends and Fluctuations

The tax system was modernized through reforms in the early 1990s, particularly
when 68 taxes with myriad scaled rates and exemptions were reduced to a system
essentially based on four taxes: income tax (personal and corporate), value-added
tax, the selective consumption tax, and import duties. At the same time, the admin-
istrative system was institutionalized with the creation of an autonomous agency for

Figure 4. Value Added Tax Rate
(percent)
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Figure 5. Corporate and Personal Income Tax Rates
(percent)
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tax collection, administration, and oversight, the National Tax Superintendency
(Superintendencia Nacional de Administracién Tributaria—SUNAT),® whose work
was further supported by a reform of the tax code. These reforms brought positive
results, including a considerable increase in tax collections. Thus, tax revenues
increased significantly, and the general government’s tax revenues increased from
less than 11 percent of GDP in 1990 to 14.4 percent in 1997. There is a strong pos-
itive trend in tax collections measured from the beginning of the 1990s to 1997
(Figure 6). Starting in 1997, a substantial decrease was recorded, but in 2003 the
positive trend resumed.

Following the overhaul in the early 1990s, the tax system has undergone contin-
uous changes, some of which have made the system more complicated, more seg-
mented, less efficient, and less fair.” Two stages can be distinguished:

e 1996-2001: Between 1996 and the first half of 2001, measures were taken
that, generally speaking, reduced tax rates, while in many cases differentiat-
ing among sectors or regions. Beginning in 1998, tax revenues fell as a pro-
portion of the GDP. Though part of this reduction was due to the impact of
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Figure 6. Current General Government Revenues and Tax Revenues
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the international economic crisis (and the El Nifio weather phenomenon), it
was also due to a series of actions that reduced tax revenues. Outstanding in
this regard were the exemptions differentiating among geographical areas
and special economic zones (CETICOS), as well as others that granted sec-
toral privileges (the most noteworthy of which was a reduction in income
tax and VAT rates for agricultural production units with sales below a certain
threshold level).®

e 2002-05: At the outset of President Toledo’s administration in mid-2001, this
trend toward reducing tax rates was reversed. Beginning in the second half of
2001, tax rates (income and VAT increased in net terms, and new taxes were
created (the Financial Transactions Tax, Impuesto a las Transacciones
Financieras—ITF) and the assets tax was reinstated, which was only partially
offset by a reduction in other taxes (including elimination of the payroll tax,
reduction of tariffs, and reduction of the selective fuel tax).

As can be seen, tax revenues in Peru fluctuate considerably. Only part of the vari-

ation is due to relative volatility in production and domestic demand. Everything

indicates that many fluctuations have resulted from changes in tax policy, a good

number of which were not aimed at diminishing the cyclical effect at all, but rather

were in response to other interests (such as elections, or the promotion or restriction

of spending pressures).” It therefore comes as no surprise that there is a widespread

perception of instability, which undermines investment decisions. For this reason,
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measures to address the instability of the tax system should be taken along with steps
to increase the tax base.

II1. The Three Main Problems: Exemptions, Business
Informality and Tax Evasion, and Constantly Changing Rules

Exemptions

Tax exemptions result in high costs for the economy for reasons including the fol-
lowing: (i) lower taxes for a given population (that must be made up by the rest of
the population either paying higher taxes or receiving fewer public services); (ii)
reduced economic growth, because exemptions cause arbitrary distortions among
businesses or regions and, as a result, generally lead to a less than adequate allocation
of resources, which affects the economy’s efficiency; (iii) increased administrative
burden, which could be channeled into other more productive purposes (such as
reducing tax evasion and smuggling); and (iv) social costs, since exemptions seek to
generate nonproductive income, which could lead to acts of corruption.!”

SUNAT estimates the fiscal cost of the exemptions at slightly over 2 percent of
the GDP!"! but acknowledges that this is merely a measurement of potential rev-
enues. Eliminating all exemptions would increase tax revenues by a significantly
lower amount.'? Nonetheless, reforming exemptions needs to focus less on short-
term fiscal benefits and more on eliminating the previously mentioned costs, which
significantly undermine the tax system. In fact, the elimination of a large number of
exemptions most likely would have to be accompanied by increased expenditures in
order to offset the immediate impact on the more vulnerable affected groups.

Tables 1 and 2 show the official estimate of fiscal costs for tax-related expenses by
type of tax and type of exemption (regional, sectoral, or general), and estimate the
degree of difficulty that would be entailed if specific exemptions were eliminated.'?

Recent years have shown the political problems associated with reducing these
privileges. Once granted, they are very hard to eliminate, despite widespread publi-
cizing of their costs for society as a whole, analyses showing how few benefits result
for the favored groups, and a general consensus for reform.'* Although a small num-
ber of exemptions have been eliminated, in recent years the number of exemptions
has actually increased.!® Furthermore, the practice of extending the term of exemp-
tions without conducting further analyses continues to be the general norm (includ-
ing in the case of ZafraTacna for a period in excess of the three years established as
the maximum term in a recent reform of the Tax Code).

In order to effectively reform tax exemptions, it will not suffice to enact a new law
addressing the problem, or simply eliminate or refuse to renew the current exemp-
tions. Full consensus and a serious commitment are needed from various political
groups in order to ensure that the reform will be respected. Remaining exemptions
should be limited to those clearly justified on the basis of a rigorous cost-benefit
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Table 1. Estimated Tax Costs, by Type
(percent of GDP)

Potential Cost Short-Term Impact

Value-Added Tax (VAT) 1.62 0.88

Less:

Agribusiness 0.44 0.14

Amazonfa 0.61 0.25
Selective Consumption Tax 0.21 0.21

Less: Amazonia 0.06 0.06
Import Duties 0.17 0.17
Income Tax 0.24 0.24
Total 2.24 1.50
Source: SUNAT.
Table 2. Summary of Tax Exemptions®
(percent of GDP)
Principal Exemptions Tax Cost Degree of Difficulty
Regions 0.41
Amazonia: VAT, except in-region sales 0.09 Low
Amazonfa: VAT, in-region sales 0.16 Medium
Amazonfa: ISC® on fuels 0.07 Medium
Free trade zones: VAT & ISC on vehicles 0.06 Medium
Sectors 0.76
Agriculture VAT on products and materials 0.18 High
Transport: VAT & ISC for ground transportation  0.08 Low
Construction: VAT on sales up to

30 fiscal payment units 0.02 Medium

Accelerated depreciation 0.02 Low
Education (misc., including books) 0.20 High
General 0.37
Tax on interest earnings 0.02 Low
Customs drawback 0.17 Low
Total 1.55

Source: SUNAT and MEFE, Marco Macroecondmico Multianual, 2006-08.

a. Exemption based on official SUNAT list and estimates. Includes nonpayment of VAT by financial
institutions, but due to the practical impossibility and likely tax cost, inclusion in this list is open to
question.

b. Official estimate of like tax collection at current levels of administration ability.

c. ISC = Impuesto Selectivo al Consumo (Selective Consumption Tax).



112 AN OPPORTUNITY FOR A DIFFERENT PERU: PROSPEROUS, EQUITABLE, AND GOVERNABLE

study demonstrating the need for action. Moreover, the exemptions must have a
term of not more than three years, renewable only on the basis of further studies.!®
These must be very limited cases, and only those that cannot be resolved with direct
budget subsidies.

The alternative of a transparent subsidy is much preferable, because it does not
entail a blind subsidy as is the case with tax exemptions. Consequently, at least the
cost of the subsidy is not hidden. At the same time, a transparent subsidy allows for
a clearer identification of the beneficiaries, which will facilitate future decisions in
line with the preferences of society.

For the current exemptions, to the extent possible, commitments for the terms
already established must be respected. Existing exemptions with a maximum term of
three years should be allowed to expire. At the same time, negotiations should start
with the regions and sectors so that existing exemptions with terms longer than three
years can be replaced by expenditures of an equivalent sum, but of greater benefit to
the target population.

The agreement made with the San Martin regional government should be emu-
lated, where three exemptions were eliminated (two immediately) in exchange for
the national government’s commitment to allocate funds for specific infrastructure
investments. A major disadvantage for Amazonfa is its great distance from markets
due to geographical factors; infrastructure improvements would certainly have a
greater positive impact on its populace than the current exemptions. In addition,
some of the exemptions (for example, elimination of the subsidy on fuels in the rain-
forest area) will have to be gradually eliminated and replaced by aid programs focused
on more vulnerable sectors.

Of equal importance to reforming specific exemptions is the reduction of other
types of tax benefits that are also discriminatory. In this regard, it is necessary to limit
amnesties and extended payment plans that provide privileged treatment for taxpay-
ers who fail to meet their obligations in a timely fashion, which also discourages a
culture of timely payments.

Business Informality and Tax Evasion

Peru has one of the greatest proportions of informality in the region, nearly 50 per-
cent higher than the regional average and more than three times that of developed
nations. The only Latin American country with a higher rate of business informality
is Bolivia (Figure 7).

This high rate of informality logically results in considerable tax evasion, which
explains why tax revenue collection is relatively low, despite the high rates. But busi-
ness informality and tax evasion are matters of degrees, and tax evasion does not only
occur among companies or persons that are entirely informal.

In an economy with such a high rate of business informality, it is easy to under-
stand why such emphasis is placed on the use of indirect taxes (and rightfully so),
because indirect taxes are easier to administer and harder to evade. When inputs are
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Figure 7. Estimated Business Informality (1999-2000)
(percent of GDP)
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sold to the formal sector that does pay taxes, since no tax credit has been issued, the
VAT ends up being paid. When the final sale is made in the informal market, the tax
is at least paid on materials acquired from the formal sector. Indirect taxes are paid
on a broader base of the economy than direct taxes are. In fact, a survey of microbusi-
nesses and small enterprises (defined as businesses with at least 40 employees)
revealed that they are more likely to pay the indirect tax (VAT) and municipal taxes,
while they find it less important to pay income and payroll taxes (the latter of which
has now been eliminated). Out of all of the companies surveyed that were covered by
the general taxation system, nearly 80 percent said that they pay the VAT, whereas
only about 10 percent pay income tax (Jaramillo 2002).

Some measures taken by President Toledo’s government have reduced tax evasion,
especially on the VAT. Withholding, deduction, and receipt systems were introduced
in 2002, whereby a significant part is withheld of what should be paid on the VAT
by the less formal sector in its business relations with the so-called good taxpayers
(generally speaking, a large taxpayer with a good payment record).

These measures yielded positive collection results and reduced tax evasion (Figure
8). Losses due to nonpayment have been reduced to a rate of slightly more than 2
percentage points per year, which is quite significant.

Despite the success of these administrative measures, Peru should broaden these
systems cautiously, because their success has been based on a limited number of tax-
payers who serve as withholding agents or receivers or who deposit the deductions,
and SUNAT must carefully select and monitor them to ensure that the due amounts
are actually paid. An additional problem is that the different rates would apply for
various types of businesses, given their different degree of integration, among other
factors, which would make monitoring the system even more complicated. In order
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Figure 8. Estimated Nonpayment of VAT
(percent of potential collections)
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to prevent a multiplicity of rates and special cases, the system must establish a mech-
anism for prompt refunds of duly proven overpayments.

A major challenge for the tax administration is to continue improving tax pay-
ment, despite having possibly exhausted the ability to expand withholding systems,
and despite the fact that the country may be facing a less favorable macroeconomic
environment. Much room remains for bettering tax collection by introducing
administrative improvements, including for the VAT, which is where the most
progress has been made. The efficiency rate for VAT collections has improved in
recent years, but has yet to reach the peaks of the mid 1990s (Figure 9). Compared
to other Latin American countries, Peru still has a relatively low efficiency rates (one-
third less than that of Chile and developed nations).

Given the difficulty of extending these withholding control systems, another way
to improve tax administration would be to make better use of auditing presump-
tions.!” The use of presumptions is especially important in the case of income tax,
where auditing is more complicated. Along similar lines, it is advisable to consider
the possibility of replacing the Temporary Tax on Net Assets (/mpuesto Temporal a los
Activos Netos—ITAN), a system for estimated income tax payments based on assets
after depreciation, with a true minimum tax system, also based on assets, that allows
for making lower payments in critical periods of the business but does not allow for
prolonged periods of nonpayment.

The tempration to introduce special regimens (lower rates for specific groups,
such as small business or the agricultural sector) must be avoided. International
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Figure 9. VAT Collection Efficiency Rates
(percent of consumption & GDP)
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experience—as well as Peru’s experience during the 1980s—reveals that these special
regimens generally do not work. In particular, systems like the current Standardized
Simplified System (Régimen Unico Simplificado—RUYS) for very small businesses,
whereby a single tax is paid, must not be broadened.!® Consideration must even be
given to reducing their coverage through a lower maximum qualifying level to apply
for the RUS and through measures leading to a gradual incorporation of those busi-
nesses into the general tax system, the special income tax system, or at least the VAT
system (Ruiz de Alonso 2001).

On the other hand, small taxpayers must be relieved of reporting costs through a
simple accounting system and mechanisms to lower the cost they must pay when
registering their business and paying their tax obligations.

Legal and Tax linstability

Legal instability, including instability in tax matters, is a serious problem in Peru.
Surveys of businessmen reveal their concerns over unstable rules of play in general.
For instance, a survey conducted by the World Bank and the Andean Development
Corporation (Corporacién Andina de Fomento—CAF) of the management of 576
industrial companies shows that they perceive high insecurity with respect to “laws,
policies and government regulations.” Specifically, 79 percent of those surveyed
stated that laws and regulations were moderately, highly, or entirely unpredictable
(Haggarty and Ruiz 2003). Those who considered laws and regulations highly or
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entirely unpredictable represented 37 percent of the survey participants. Naturally,
this perception is harmful for investment, as proven by the study, which concludes
that the companies with the greatest perception of uncertainty are the ones that least
often make long-term investments, and most often have the oldest equipment. Based
on statistical analysis, the study found that for each incremental point in uncertainty
(on a scale of 1 to 5) companies reduce the percentage of their equipment less than
five years old by 5.2 percent, which is equivalent to a 16 percent reduction of invest-
ment in new machinery. Though these quantitative data must be viewed with cau-
tion, they clearly indicate the direction and significance of the effect. There is a
strong negative trend whenever there is a correlation between uncertainty over eco-
nomic policy, on the one hand, and regulations pertaining to investments in new
machinery, new technologies, and job training on the other.

Another survey conducted by the University of Lima between September and
October 2005 of 240 board chairmen of top Peruvian companies confirms concerns
over legal instability. Forty-seven percent of those interviewed believe that Peru’s
weakness in developing business is due to legal uncertainty, even more than political
uncertainty (37 percent). Twenty percent of those interviewed considered the lack of
legal stability to be the principal problem facing business in its relations with the
government, taking precedent over the need to modernize the government and its
institutions, sign free trade accords, or reduce taxes and other levies.

Figure 10. Perception of Uncertainty over Economic and Regulatory Policies,
International Comparison
(percentages)
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These levels of legal insecurity are much higher than those perceived on equiva-
lent items in other countries. In similar surveys conducted by the World Bank, more
than 70 percent of Peruvian businessmen rated uncertainty over economic and reg-
ulatory policy as a major or serious obstacle. In contrast, only 20 percent of business
owners in India and Malaysia viewed uncertainty as an obstacle of such magnitude,
while in China this perception was less than 35 percent.

Although this high level of concern in Peru pertains to legal uncertainty in gen-
eral, it is also applicable to the constant tax changes, as summarized in Annex 1. In a
highly volatile economy like Peru’s, fiscal policy needs to be capable of responding to
unforeseen events, and flexible enough to take prompt corrective measures, includ-
ing some changes in the tax legislation. However, the frequent changes in the tax
laws are often responses to other factors and tend to accentuate rather than mitigate
economic volatility.

As shown by a World Bank study on institutionality in Peru (Matsuda 2002),
there is a tendency in the country to make decisions with a short-term view despite
the possibility of adverse long-term results, including their impact on the investment
climate and macroeconomic stability.!” Significant changes in tax laws not backed by
serious evaluations increase business uncertainty. Therefore, it is important to insti-
tutionalize certain filters for issuing new tax provisions, including prepublication
and a serious cost-benefit analysis that supports the change, as is usually done in
developed nations. The MEF has recognized the importance of this point and has
just announced an approach for improving quality in proposed laws and regulations.

IV. Current Tax Policies and Some Policy Options

The Peruvian tax system is based in large measure on the VAT, which has contributed
an average of approximately 40 percent of tax revenues over the past four years. This
high percentage is greater than in developed countries and slightly surpasses the aver-
age for neighboring countries (though similar to Chile). Such a high percentage is
not only due to the VAT’s relatively high rate, but also to the prevalence of business
informality and to SUNAT’s limited ability to audit income tax payments.

Income tax (individual and corporate) has provided approximately 30 percent of
total tax revenues in recent years, but corporate income tax is especially sensitive to
the economic cycle and in particular to export commodity prices. Compared to
developed nations, tax revenues in Peru are lower not just because of differences in
corporate income tax revenues, but also due to differences in personal income tax
revenues, which is a problem throughout Latin America (Bird and Zolt 2003; Tanzi
and Zee 2000).

The share of tax revenue has declined for selective taxes (due to the reduction in
the tax on fuels, which was extraordinarily high following the crisis of the late 1980s),
for other revenue sources (due to the gradual elimination of the payroll tax), and in
particular for taxes on foreign trade (basically due to necessary opening of trade).



118

AN OPPORTUNITY FOR A DIFFERENT PERU: PROSPEROUS, EQUITABLE, AND GOVERNABLE

Long-term changes in the composition of taxes follow a trend throughout the

region and in developed countries. The lower percentage of revenues from taxes on

foreign trade and to a lesser extent from income tax has been offset by higher rev-
enues from the VAT.
Several long-term trends in the tax structure are noteworthy (Table 3):

1.

Income tax over time shows a U-shaped pattern. These taxes played a more
important role in the 1970s when, on average, they represented nearly 30 per-
cent of tax revenues. Later, during the 1990s, their revenue declined by some
10 percentage points, but they have recovered during the current decade (espe-
cially over the past few years).

High revenues during the 1970s resulted from the high tax rates (both indi-
vidual and corporate) that prevailed at the time in most countries. These rates
have decreased almost continuously in developed nations as well as in most of
the region’s countries. A return to high income tax rates would be quite harm-
ful to the Peruvian economy’s competitive position and would affect the poten-
tial to attract new investments, especially given that the rate is higher than that
of most of the neighboring countries. If the obligatory employee profit-sharing
program is included—which is essentially a surcharge on income tax ranging
from 3.5 to 7 percent of income**—the corporate tax burden is even higher.

In addition, it is necessary to strengthen the degree of compliance. This
means that it is important to reintroduce a minimum tax by raising the appli-
cable base for nearly all companies regardless of their size, while at the same
time increasing the number of taxpayers who pay personal income tax. In Peru
the threshold for the obligation to pay personal income tax is very high with
respect to per capita income, and clearly higher than average for the region.
Although this high threshold simplifies tax administration, it affects the cul-
ture of paying taxes.

Table 3. Central Government Tax Revenues, Long-Term Trends

(percent)
1971-80 1981-90 1991-2000 2001-04

Income tax and taxes on assets 31.5 23.4 21.7 27.1
Taxes on foreign trade 25.7 22.8 12.5 10.1
Value-added tax* 25.6 17.4 38.1 40.2
Selective taxes 11.5 28.9 19.3 16.0
Other 5.7 7.5 8.4 6.6
Total tax revenues (% of GDP) 14.2 12.3 13.0 12.6
Source: BCRP.

a. Based on tax payment documents, basically in connection with refunds to exporters.
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Constant changes in corporate income tax rates and other taxes generate
uncertainty, limit investments, and probably shift the investment structure
toward those investments that mature more rapidly and those that lock fewer
funds into a given project. This detracts from the ability to improve the qual-
ity and productivity of investments, especially for sectors such as mining,
hydrocarbons, and infrastructure with high investments “locked” into a
project.

2. The value-added tax (VAT), which was second in importance as a share of tax
revenue during the 1970s, declined in the 1980s when experiments were made
that substantially lowered its rate in certain periods. However, since the 1990s
the VAT has become the principal tax in Peru. This trend of growing impor-
tance for the VAT is similar to most countries, where, in addition to an almost
universal application of the VAT, the general rate has been increasing. Given
Peru’s extensive business informality, the importance of the VAT is appropri-
ate, since it produces fewer distortions and achieves a better horizontal redis-
tribution.?! However, exemptions from this tax must be reduced, because they
not only weaken the taxs effectiveness and administration but also the differ-
ential approaches among sectors and regions.

3. Taxes on foreign trade continue to decline in percentage terms and currently
represent only 10 percent of total tax revenues. This decreasing trend is preva-
lent throughout the world as a result of globalization. Furthermore, it is
expected and hoped that this tax will continue to diminish in the future as a
result of freer trade and the implementation of new trade accords that reduce
or eliminate protectionist barriers among nations. This is a positive change
because taxes on imports or exports inhibit a sound allocation of resources,
distort price indicators by creating false comparative advantages, and hinder
productivity and the country’s economic growth.

Presented below is a descriptive summary of the principal taxes and suggested
changes for each one.

Principal Taxes: A Brief Description and Policy Suggestions

Value-added tax (VAT)

The VAT rate is 19 percent (including 2 percentage points that are transferred to the
municipalities, called the Municipal Promotion Tax (Impuesto de Promocién
Municipal—IPM).

COMMENTS
This tax has the most exemptions (72 percent of the estimated potential).
There is a special 4 percent regimen, but without tax credits, for hulled rice.
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PoLicy OPTIONS

* Do not extend sector exemptions other than on education and, in part, on the
initial sale of agricultural products without industrial added value.

* Negotiate with the regions for the elimination of regional exemptions (emu-
lating San Martin).

* Eliminate special treatments and do not introduce any new ones.

Corporate income tax

Companies subject to the general system are required to pay 30 percent of their prof-
its when earned and an additional 4.1 percent upon distribution of their earnings.

Companies with annual sales below a threshold amount (S/. 240,000) that also
meet other requirements may pay their income tax under the Special Income Regi-
men (Regimen Especial de Renta—RER), which has a rate of 2.5 percent on gross
earnings on trade and industrial activity and of 3.5 percent on services.

Small businesses may utilize the Standardized Simplified System (Régimen Unico
Simplificado—RUS), under which they pay a single tax (see other taxes).

COMMENTS
Principal exemptions include interest and other capital gains on the domestic finan-
cial market and stock exchange.

Partial exemptions include the 15 percent rate for agriculture and ZafraTacna; 0
to 15 percent for Amazonia; 0 for exports from the special customs zone known as
CETICOS (Centro de Exportacién, Transformacién, Industria, Comercializacidn y
Servicios—Center for Export, Transformation, Industry, Marketing, and Services).

In addition to income tax, but with similar effects, companies with more than 20
employees are required to distribute a percentage of their profits to their workers
(between 5 and 10 percent, depending on the sector).

Mining and oil companies must pay an additional 2 percent of their profits in
order to benefit from the legal stability agreement.

PoLicy OPTIONS

¢ Reintroduce a broad-based minimum tax on assets that is constitutionally viable
and creditable against income tax, with the possibility of a long-range credit.

* Eliminate sector (basically agribusiness) and regional exemptions and at least
introduce an offsetting surcharge paid at the usual rate when earnings are
distributed.

* Eliminate obligatory employee profit sharing (which would be difficult to enact).

Personal income tax

Resident individuals are subject to a 15 percent tax on income between 7 and 27
UITs,?? 21 percent for income between 27 UI'Ts and 54 UITs, and 30 percent for
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income greater than 54 UlI'Ts. Income from rent, dividends, and similar items is sub-
ject to withholding at the source in the amount of 12 percent and 4.1 percent,
respectively.

COMMENTS
In comparison to other countries, deductions on taxable income are low and broad-

based.
PoLicy OPTIONS

* Eliminate the exemption on interest and capital gains.

* Reduce the threshold for minimum tax obligations from 7 UITs to at least 2
UITs, with the introduction of a fourth, lower scale (3 percent up to the first
7 UITs). Allocate revenues generated by the reduced threshold to the regional
governments as a part of the decentralization process, as this tax has a low
mobility and a greater correspondence to the educational and health services
that these government levels could offer in the future.

Taxes on imports

There are four tariff rates (0, 4, 12, and 20 percent) plus a 5 percent surcharge on the
CIF price, with a scale ranging from 0 to 25 percent.

The average tariff is 10.1 (weighted average for imports: 9.4 percent). Items by
tariff category are shown in Table 4.

COMMENTS
Fiscally speaking, these taxes have gradually lost importance; however, from the
microeconomic viewpoint they are still relevant, because their wide variation creates
distortions.

PoLicy OPTIONS

* Reduce tariff disparities among sectors by decreasing high tariffs. In particular, a
single nominal rate of 8 percent should be established within a period of not more

Table 4. Tariff Items by Category

Rate plus surcharge (%) No. of items
0 118
4 2,799
12 2,956
17 49
20 759

25 316
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than three years following a specific timetable (especially for eliminating the sur-
charges and the 20 and 25 percent tariffs, at a rate of 1 percent per month).

Selective consumption tax

This covers the sale of fuels, alcoholic and other bottled or canned beverages, ciga-
rettes, and vehicles. The tax is specific on fuels and beer and ad valorem for the
others.

COMMENTS
The specific tax on fuels should be increased as a function of the price index, but
there is no explicit mechanism for doing so. Recently, this tax has been lowered in
order to mitigate the effect of rising international fuel prices.

Vehicles imported through the CETICOS are exempt from the tax, and a differ-
entiation is made between new and used vehicles.

In addition to the exemptions for fuel sales to electricity companies, payments
made by ground transportation companies and export fishing business are refunded.

PoLicy OPTIONS

* Eliminate the fuel exemptions for the Amazonia region.
* Make the selective tax uniform for all vehicles, eliminating the preferential
treatment for CETICOS imports.

Other central government taxes

Two recently introduced taxes are temporary by law:

1. The Financial Transactions Tax (Impuesto a las Transacciones Financieras—
ITF), with a rate of 0.08 percent in 2006.

2. The Temporary Tax on Net Assets (Impuesto Temporal a los Activos Netos—
ITAN), with a rate of 0.6 percent on assets (after depreciation) surpassing S/.
5 million (approximately US$1.5 million). The payments are an income tax
credit.

Businesses with annual revenues of up to S/. 240,000 can opt to come under the
Standardized Simplified System (Régimen Unico Simplificado—RUS) and pay a sin-
gle tax (specified in nuevo sols for each category). No tax credit is given for purchases
within the VAT system.

Poricy OPTIONS
* Respect the timetable for dismantling the ITF by eliminating it in practical

terms in 2007 (it could remain with a rate of less than 0.05 percent, deductible
from the corporate or personal income tax).
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¢ Replace the ITAN with a true minimum tax; a broad-based income tax at a
rate of 1 percent.

¢ It is extremely important to avoid new tax brackets and amnesties.

* Lower the threshold for electing to come under the Standardized Simplified
System.

Subnational taxes

The regional governments are not responsible for collecting their own taxes.

Municipalities are responsible for collecting property taxes (on real property),
vehicle taxes, and property transfer taxes (excise tax), in addition to other minor
taxes. However, the tax rates and bases for these taxes are essentially set by national
government regulations.

COMMENTS
The regional governments are supported by transfers from the central government,
in particular those transfers granted discretionally under the budget. They are also
financed by a share in certain tax revenues (basically fees and royalties) and certain
nontax revenues.

On average municipalities receive more than 50 percent of their funding from
transfers from the central government, including their share of certain tax revenues
(the IPM, fees, and royalties).

PoLicy OPTIONS

* Gradually reduce the vertical inequality among the government levels by
assigning more responsibility for revenue collections to the subnational
governments.

V. Conclusions

The new administration will be facing serious challenges in fiscal matters, of which
two should be highlighted.

First, the administration will quite likely face the challenge of falling tax revenues
with respect to the GDP starting in 2007 due to (i) lower prices on exports and a less
favorable situation on account of cyclical factors, (ii) the legally mandated elimina-
tion of temporary taxes, and (iii) the possibility of lower tariff revenues due to a
greater opening of trade and the anticipated implementation of a trade agreement
with the United States. This will not be easy to offset only through restrained public
spending.

Second, and perhaps of equal importance, the tax system must be made more
orderly. The tax base must be increased and made less susceptible to short-term fluctu-
ations that undermine confidence and investments. A deliberate policy of increasing
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total fiscal pressure—that is, increasing the transfer of resources from the private sector
to the public sector—can only be justified if expenditures of the national public sector
are more efficient than those of the private sector. For this reason, any reforms of the
tax sector would have to focus on the current lack of fairness and the distortions attrib-
utable to the current tax structure. The lack of fairness is related to tax evasion and to
the fact that few people are paying taxes. The distortions are due to exemptions.

The incoming administration could take advantage of the election mandate to
adopt measures addressing these two issues. In particular, it would be desirable for
the new administration to take the following steps, seeking broad congressional sup-
port, during the first hundred days in office:

1. Approve measures for replacing revenues from the taxes being eliminated
(ITAN and ITF). In this regard, it is proposed that the ITAN be replaced with
a true minimum broad-based tax on assets that is deductible from the income
tax, and that the ITF be replaced by a low tax on interest and capital gains.

2. Dass a provision at a very high legal level, with a broad consensus and com-
mitment, which will not only reform existing tax exemptions but also, and
more important, will limit the creation of new exemptions in the future or
extensions of those now in existence.

3. At the same time, negotiations should be started aimed at eliminating regional
exemptions, placing special importance on eliminating the fuel exemption
(although it is recognized that this will probably have to be phased in gradually).

4. Approve a provision that that starts to close tariff disparities and that approves
an explicit timetable for doing so.

5. Approve a provision that creates technical and transparency filters for intro-
ducing and possibly enacting future amendments to the tax laws and
regulations.
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Annex 1. Principal Changes in Tax Legislation over the
Past 10 Years
(1996-2005)

Corporate Income lax

Rates: At the end of 2000 it was agreed to reduce the income tax rate from 30 per-
cent to 20 percent on reinvested earnings. In August 2001 the income tax rate was
raised to 27 percent and a 4.1 percent tax was added on the distribution of dividends
(as a result of which distributed earnings paid a total of 30 percent) applicable start-
ing in 2002. At the end of 2003 it was agreed to increase the tax rate on earnings to
30 percent (raising the payment on distributed earnings to 33 percent) applicable as
of 2004. (The fiscal effects of these changes only began to be seen in calendar year
2005).

Tax based on presumed assets: At the end of 1996 the minimum income tax rate on
net assets (that is, after deducting depreciation) was reduced from 2 percent to 1.5
percent. In June 1997 the minimum tax was replaced by the IEAN in order to ensure
its legality as well as minimize dual international tax on income. The rate was reduced
to 0.5 percent of net assets. For 1999 the IEAN rate was lowered to 0.2 percent. This
tax was eliminated at the end of 1999. In 2002 the Estimated Income Tax Payment
System was created with a rate based on net assets of between 0.5 and 1.5 percent,
depending on the size of the business (which, in contrast to the previous schemes,
allowed for the refund of the tax after payment of the income tax). In October 2004
the Constitutional Court ruled that the Estimated Income Tax Payment System was
unconstitutional, which resulted in a suspension of its payment for the final two
months of that year. In late 2004, and applicable as of the start of 2005, the ITAN—
introduced to substitute the Estimated Income Tax Payment System, and also based
on net assets—was approved, but it will continue only until the close of 2006.

Other taxes: In the second half of 2000 the collection of a surcharge was intro-
duced, equivalent to 2 percent of earnings for mining and petroleum companies that
enter into legal stability agreements with the government (although gas was
exempted from this surcharge in 2002). In the second half of 2004 the collection of
royalties was introduced, based on sales prices for the mining industry (applicable
starting in 2005 and reported as nontaxable income).

Personal Income Tax

At the end of 2000 the marginal rate was reduced from 30 percent to 20 percent,
applicable as of 2001. In August 2001 this rate was increased to 27 percent, applica-
ble starting in 2002. At the end of 2002 and applicable as of 2003, the marginal rate
was increased to 30 percent and an intermediate tax bracket of 21 percent was intro-
duced (thereby increasing the number of brackets from two to three).
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Payroll Taxes

At the end of 1996, effective as of 1997, the National Housing Fund (Fondo
Nacional de Vivienda—FONAV]) contribution rate was reduced from 9 percent to 7
percent, but the tax base was broadened to include bonuses and income from inde-
pendent businesses. In August 1997 the rate was reduced again to 5 percent. The
Special Solidarity Tax (Impuesto Extraordinario de Solidaridad—IES), which replaced
FONAVI, was created in 1998. In August 2001 the IES rate was reduced from 5 per-
cent to 2 percent. IES was eliminated as of 2005.

Regional Exemptions

In 1996 the law creating special tax and customs zones (CETICOS) was passed.

At the end of 1998 the Amazon Investment Promotion Act was passed, which
brought greater tax benefits to this area, as well as reduced income tax rates (5 per-
cent and 10 percent) for certain activities conducted in the area, and an exemption
from the VAT and from the selective fuel tax.

Indirect Taxes

The ITF was introduced for credit and debit transactions at the start of 2004. It is
supposed to be eliminated in 2007 by gradually reducing the rates each year (0.1 per-
cent in 2004, 0.08 percent in 2005, and 0.06 percent in 2006). In November 2005
it was decided to maintain the 0.08 percent rate for 2006 instead of reducing this tax
as anticipated.

The VAT rate was increased from 18 percent to 19 percent as of August 2003.

Only two examples will be cited here regarding changes in the tax base. In 1999
the sale of new low-cost housing was exempted from the VAT and a special VAT rate
for rice was introduced (5 percent). In the following year this VAT on rice was
replaced by a special 4 percent tax on the sale of hulled rice, with no tax credit. This
special tax was eliminated in 2001. In April 2004 a special 4 percent tax was intro-
duced on the sale of hulled rice, again without credit, replacing the usual VAT.

In 1997 the selective tax on industrial fuels was reduced from the equivalent of 50
percent of the plant price to 10 percent, and in July 1998 the selective tax on these
products was entirely eliminated. In 2004 and 2005 selective fuel tax rates were sig-
nificantly reduced in order to mitigate the effect of increased international prices for
oil and gas.

Iaxes Related to Foreign Trade

During the first half of 1997 the standard tariff of 15 percent was reduced to 12 per-
cent (applicable to 85 percent of the tariff categories) and the special rate on more
protected products was reduced from 25 percent to 20 percent, whereby the effective
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tariff rate was reduced from 15.3 percent to 13.1 percent. In April 2001 (with slight
modifications in June and July) tariffs on nearly 1,400 categories of inputs not pro-
duced in the country were reduced to a 4 percent rate, which covered 16 percent of
imports, and at the same time the surcharges were changed. With these measures the
average tariff dropped from 13.3 percent to 11.8 percent. In the first half of 2002 the
tariff on more than 1,500 categories (essentially capital goods) was reduced from 12
percent to 7 percent and 4 percent, while the surcharge on certain agricultural prod-
ucts was raised. This meant that the average tariff was lowered from 11.8 percent to
10.7 percent. Between December 2003 and February 2004 tariffs on more than
1,100 categories were reduced, making the average tariff fall to 10.2 percent. In
November 2005 new modifications were introduced to customs duties, which
reduced the tariff on some 200 categories (especially capital goods). The surcharge
on other categories was eliminated (but offset by an increase in their tariff rate), and
the average tariff was reduced to approximately 10 percent.

The drawback system for exporters was made more flexible, increasing the num-
ber of tariff categories that can access this system (refund of an amount based on a
presumption of indirect taxes paid), through an increase in the amount of exports in
each category (from US$10 million to US$20 million) for which this special system
can be applied.



130 AN OPPORTUNITY FOR A DIFFERENT PERU: PROSPEROUS, EQUITABLE, AND GOVERNABLE

Annex 2. Estimated Fiscal Impact of the Principal Tax Law

Changes, 1997-2000

(annual impact as a percentage of the GDP)

Elimination of the minimum income tax —0.4
Reduction of the payroll tax (FONAVI, replaced by the IES) —0.3
Reduction of tariffs & and increased drawback on exports —0.3
Exemptions for Amazonia —0.3
Elimination of benefits for mergers and reduction of accelerated depreciation 0.1
Increase in benefits for the agricultural sector —0.1
Reduction of the selective tax on industrial fuels —0.1
Reduction of the income tax rate —0.1
Total —-1.5

Source: Author’s estimates based on various legal provisions.

Almost three-fourths of the reduction in the tax revenues, which amounted to

approximately 2 percentage points of the GDP between 1998 and 2001, can be

attributed to the effects of changes in tax policies. Also contributing to the decline in

tax revenues was the impact of international crises (in Asia, Russia, and Brazil), as

well as the El Nifio weather phenomenon. But the decrease in tax revenues cannot be

explained solely by reduced economic activity (and lower export prices). The bulk of

the decreased ratio of tax revenues to the GDP was due to the tax policies adopted.

These measures not only affected revenues but also significantly affected tax

administration.



TOWARD A MORE EFFICIENT TAX PoOLICY 131

Annex 3. Estimated Fiscal Impact of the Principal Tax Measures,
2001-05

(annual impact as a percentage of the GDP)

Increase in income tax rates® 0.4
Increase in the VAT rate from 18 percent to 19 percent 0.3
Financial transactions tax 0.3
Taxes based on net assets 0.2
Introduction of mining royalties 0.1
Elimination of the payroll tax (IES) —-0.4
Net reduction of customs duties and surcharges -0.2
Reduction of the selective fuel tax -0.0
Total 0.6

Source: Author’s estimates based on various legal provisions.
a.Excludes the effect of increasing the corporate income tax from 20 to 27 percent.
b.Since royalties are reported as nontaxable income, they are not included in the total.

By 2005, general government revenues recovered a good part of the decline that
occurred after the maximum collection level in 1997. Indeed, in the last three years,
revenues increased by 1.8 percentage points above the growth of the GDP. Approxi-
mately one-third of this increment can be attributed to the net impact of tax policies.
The effect of tax administration (basically resulting from the introduction of systems
whereby the principal taxpayers withhold part of the VAT) would explain another
fifth of the increase (0.3 percent of GDP). The balance (approximately half) could
be attributed to improved economic activity and especially to extraordinarily high
prices on minerals.
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Endnotes

1. The general government includes both the central government and regional governments.

2. In addition, future spending commitments are being made, such as for parity in govern-
ment salaries, to be gradually implemented, as well as the commencement of large investment
projects in which the expenditures to be incurred will be posted to the accounting books out
of phase. This includes projects involved in public-private investment schemes.

3. As emphasized in a previous World Bank and IDB study (2002).

4. Note that fiscal pressure in Latin America is lower than the fiscal pressure prevailing in
the rest of the world, even after making a correction for the relative degree of development
(Perry et al. 2006). As noted by Tanzi (2000), it is impossible to determine an optimal tax
level. What must be avoided are the extremes. On the one hand, a high level probably starts
causing damage to economic growth, especially if it is accompanied by an inefficient use of
public funds. On the other hand, a very low level would not allow for the financing of “essen-
tial” public spending, and therefore is also an obstacle to growth.

5. According to Cérdenas, Lora, and Mercer-Blackman (2005), the simple average of the
rates of 19 Latin American and Caribbean nations for 2002 was 15.4 percent for VAT, nearly
20 percent for corporate income tax, and 26.4 percent for the marginal personal income tax.
According to Gémez-Sabaini (2005), the simple average of 18 Latin American countries in
2004 was 14.8 percent for the VAT, 26.6 percent for the corporate income tax, and 28.8 per-
cent as the maximum personal income tax rate.

6. SUNAT was responsible for domestic taxes, while Customs handled tax revenues col-
lected on imports (including the VAT and selective taxes). The two agencies were merged in
2003, when Customs functions were taken over by SUNAT.

7. In order for a tax system to be sound it must be: (i) efficient (not discriminate among sec-
tors or regions or distorting the decision making of economic agents); (ii) fair (give equal treat-
ment to those who have similar income, but at the same time allow for a certain progressivity
whereby those who have more pay more); (iii) transparent (based on explicit rules and not
subject to discretionary treatment); (iv) simple and easy to administer; and (v) stable, in order
to provide incentives for investment and business activity.

8. Annex I presents major changes to the tax system during the past decade. Annexes II and
I1I are estimates based on tax costs during the periods of 1997-2000 and 2001-05.

9. The standard deviation in the real growth of tax revenues is approximately 50 percent
higher than the standard deviation for growth in the GDP or domestic demand, which can-
not be explained solely by the elasticity of tax revenues (estimated to be between 1.09 and 1.15
in various studies).

10. For a discussion of these costs and negative experiences in general with tax incentives in
developing nations, see in particular Zee et al. (2002).

11. SUNAT'’s estimate excludes tax exemptions and benefits on local government taxes,
cross-subsidies in government services, and nontaxable status or tax exemptions for govern-
ment agencies (including activities that also involve private sector participation, such as health
services, among them the social security administration, and certain specific exemptions like
those on the financial transaction tax for government bonds).
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12. One SUNAT estimate-published as an annex to the Marco Macroeconémico Multian-
ual, 2006-2008 (MEF 2005)-acknowledges that given current administrative capacity, at most
two-thirds of the estimated potential could be collected. Apoyo Consultoria (2003) calculates
a figure closer to half, which appears to be more realistic. These differences between potential
revenues and a more realistic estimate are basically explained by the difficulties involved in col-
lecting the VAT on agricultural products and in Amazonia.

13. Because of the different methodologies used, an international comparison is not possible.
However, a noteworthy aspect is the high concentration of tax spending based on indirect
taxes (especially the VAT) in Peru, which comprise 90 percent of potential costs.

14. Since the start of this decade, the costs of the exemptions have been identified, quanti-
fied, reviewed, and published annually by SUNAT and the MEF in the Marco Macro-
econémico Multianual. In addition, analyses of the principal exemptions indicate that they
have not generated any significant economic impact in sectors or regions that were to have
benefited; in this regard, see the excellent study by Apoyo Consultoria (2003). The approved
Competivity Plan includes as a specific action the reform of tax exemptions and benefits as a
reflection of a widespread desire to at least moderate these privileges.

15. Among the exemptions eliminated in recent years is preferential income tax and VAT
treatment for persons whose agricultural units yielded sales of less than 50 Fiscal Payment Units
(Unidades Impositivas Tributarias-UITs). On the other hand, noteworthy among the new
exemptions (besides term extensions) are the refund on the selective fuel tax for interurban
transport companies and fishing businesses and the exemptions established in the Book Act.
16. Since tax exemptions and other tax benefits are fiscal costs, changes and term extensions
should not be made through a congressional initiative (since Congress cannot increase public
spending). Although there is a certain legal basis for such congressional measures, their strict
enforcement could result in political turmoil, and it is therefore advisable to proceed with cau-
tion. Furthermore, congressional action would not solve the problem as such, since new
exemptions are generally proposed by the executive branch.

17. See in particular Baca (2000) and Silvani et al. (2005) for detailed proposals of specific
tax administration measures.

18. In this regard, see the recent study by Shome (2004).

19. The report headed up by Matsuda (2002) clearly reveals the lack of restrictions in deci-
sion making, especially on the part of the executive branch, which takes a short-term approach.
Accordingly, he argues that “Peru’s institutional environment encourages policy decisions that
tend to be oriented toward satisfying narrow and short-term interests, while providing limited
constraints on executive decision making. Consequences of the combination of weak incen-
tives for coherent policy making geared toward long-term, public interests on the one hand,
and weak checks and balance on executive decisions on the other, are unpredictability in gov-
ernment policies over time and little progress in institutional development of the state appa-
ratus, which in turn affects the state’s capacity ... to maintain predictable legal and regulatory
environment for private economic activities.”

20. As pointed out by Kopits et al. (2000), this profit sharing can be interpreted as a sur-
charge on the corporate income tax for the companies required to pay it. It can also be inter-
preted as a transfer from the government to workers in the amount that the employees receive.
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Companies with more than 20 employees are required to distribute their profits to their
employees at a rate based on the business activity in question (between 5 and 10 percent).
Since the rate differs from one sector to another, this requirement also affects the sector’s allo-
cations and economic efficiency.

21. Although it is commonly said that indirect taxes are less progressive than direct taxes, the
study by Haughton (2005) suggests that Peru’s VAT can be progressive if most of its revenues
are used well to cover social expenditures.

22. Unidad Impositiva Tributaria (UIT) [Fiscal Payment Unit], which is established for each
year at the end of the preceding year and which in general approximates US$1,000. (The UIT
for 2005 is 3,300 soles).
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Abstract

Peru’s debt situation has made remarkable improvements in recent years. From 1993 to
2005, gross total public debt fell from 63.5 percent of GDP to an estimated 37.8 percent,
and interest payments on public debt dropped from 3.5 percent of GDP in 1995 to 1.9
percent in 2005. Assuming continued primary fiscal surpluses, favorable external condi-
tions, and a stable macroeconomic environment, Peru’s debt is projected to remain stable,
at minimum, and possibly decline to as low as 30 percent of GDP by the end of this decade.

Despite this good progress, Peru should lower its public debt ratio further, to reduce the
risk of crisis in the event of internal or external shocks. To do so, the government will need
to continue implementing sound expenditure and revenue policies to strengthen its fiscal
stance. Sound policy should be complemented by continued improvements in public debt
management, in particular the deepening of the local currency debt market, in order ro
address the substantial currency exposure of the debt portfolio. These steps should be con-
sidered a policy priority because current favorable conditions may retract, and the actions
of the monetary authorities related to domestic objectives may increase the volatility of the
nominal exchange rate. In this case, a resilient domestic debr market may prove useful.
However, the governments increased reliance on the domestic market will require improv-
ing the functioning of the primary market and promoting the reforms required to have
active and liquid secondary markets. These improvements can also enable Peru to reap the
benefits of a lower debt burden, including increased chances of becoming investment
grade and further reducing interest rates.

This chapter has benefited from comments provided by several colleagues. We would like to
thank especially Hela Cheikhrouhou, Rossana Polastri, Linette Zuazo, Chris Humphrey, John
Newman, and Roberto Zagha, who gave us useful suggestions on an earlier draft.
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I. Background

Debt Trends

Peru’s debt levels have been on a declining trend. The total gross stock of Peru’s pub-
lic debt! declined from over 63 percent of GDP in 1993 to about 40 percent in
1997. The debt ratio increased to about 50 percent in 1999 and declined again in
2005 to 37.8 percent of GDP (Figure 1 and see also Table A.I.1 in Annex I, which
includes general government historical debt ratios for a set of countries).? These
trends were mainly as a result of improvements in fiscal balances at different levels of
government during the economic expansions of 1995-97 and 2003-05 (Figure 2),
privatizations, and revaluation of the local currency during 2001-05. These out-
comes are in line with a study on emerging market debt dynamics that finds that pri-
mary fiscal surpluses and real GDP growth were the main contributors to reductions
in the debt-to-GDP ratio in a set of 21 countries from the period 1991-2002.% The
same variables appear to explain the reduction of external debt-to-GNP ratio in the
case of debt default/restructuring countries, whereas for nondebt default/restructur-
ing countries the explanatory variables are net repayments and output growth.

The general government and the nonfinancial public sector (NFPS) have posted
a series of improving balances, strengthening from —2.8 percent of GDP and -3.3
percent of GDP, respectively, in 2001 to about —0.5 and —0.3 percent in 2005 (Fig-
ure 2). These balances reflect increases in revenues and, to a lesser extent, declining
expenditures. On revenues, tax collection has improved since 2002 due to transitory
factors such as the increase in Peru’s export prices, economic growth, and the tax
reform enacted in 2002.% In 2005, total revenues reached an estimated 18.3 percent
of GDD, up from 17.4 percent in 2001. On the expenditure side, total general gov-
ernment expenditures decreased to 16.6 percent of GDP in 2005 from an average of
over 21 percent of GDP in 1999 and 2000.

Figure 1. Peru: Internal and External Public Debt
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Figure 2. Public Sector Overall Balances
(percent of GDP)
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Although the current debt-to-GDP ratio of about 38 percent may be thought an
acceptable level for Peru, research has shown that high levels of debt can have signif-
icant negative impact on growth (Patillo, Poirson, and Ricci, 2004), and that coun-
tries with high inflation and default history have higher risks of a debt crisis even
with low external debt levels of 15 percent of GNP (Reinhart, Rogoff, and Sevastano
2003). IMF research suggests that the conditional probability of a crisis is zero with
debt levels of less than 18.7 percent of GDDP, and increases to 10 percent at debt lev-
els above that threshold (IMF 2002). In Latin America, only Chile has reached lev-
els of debt to GDP below these levels. The recent crises in Argentina and the
Dominican Republic illustrate the fact that debt-to-GDP ratios of 40 and 27 percent
cannot be considered safe levels (See Figures A.I.1-A.L.3 in Annex I). In the case of
Peru, further declines in debt-to-GDP ratio would be beneficial. Ultimately, fiscal
surpluses must be achieved according to the government lifetime budget constraint
to ensure fiscal sustainability.

Debt Structure and Risk Analysis

The estimated 2005 total public debt in Peru stood at US$30 billion: US$22.27 bil-
lion (28.1 percent of GDP) external and the remaining US$7.68 billion (9.7 percent
of GDP) domestic (see Figure 1 and Table 1).° External debt thus represents 75 per-
cent of the total, but the total funding raised in foreign currencies is even higher,
since more than 22 percent of the domestic debt is denominated in dollars.

The issuance of dollar-denominated liabilities in the local market is a reflection of
the financial dollarization process underway in the Peruvian economy since the early
1990s. Conscious of the increased vulnerabilities due to dollar-denominated public
and private sector debt, the authorities have adopted a number of measures to grad-
ually reverse this process, including actions to promote a broader and deeper local
currency market for government securities.
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Figure 3. Tax Revenues of the NFPS
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Table 1. Public Debt
(in US$ millions)

Debt 2000 2001 2002 2003 2004 2005
Total Public Debt 24,273 24,756 26,502 28,896 30,905 29,967
(% of GDP) 45.4 46.1 46.9 47.5 44.4 37.8
Domestic Debt 5,068 5,79 5,787 6,128 6,439 7,688
(% of GDP) 9.5 10.8 10.2 10.1 9.2 9.7
External Debt 19,205 18,967 20,715 22,768 24,466 22,279
(% of GDP) 35.9 35.3 36.6 37.5 35.1 28.1

Source: MEF (2006a).

The greater use of local currency instruments started in 2001 and has accelerated
since 2003 (through the Programa de Creadores de Mercado), as evidenced by the
greater size and longer terms of local currency bonds. However, because of the large
debt stock relative to the borrowing flows, external debt in Peru is still dominant (see
Figure 4).

Although the external debt is mainly denominated in dollars, 36 percent of exter-
nal liabilities from official funding sources and the Paris Club are denominated in
other currencies (Figure 5). Currently the Peruvian Debt Management Agency
(Direccion Nacional de Endeudamiento Publico—DNEP) lacks a benchmark for the
currency composition of the overall portfolio.

The portfolio structure by funding source is changing rapidly as a result of Peru’s
greater access to the international capital markets and the refinancing and prepay-
ment of Paris Club loans with the proceeds of bonds denominated in dollars and
nuevos soles. As shown in Table 2, Paris Club was the main government creditor in
2002, but in 2005 outstanding bonds and multilaterals were far more important.
This trend is expected to continue for the next 10 years, reflecting outstanding Paris
Club loans coming due, and highlights the importance of increasing the size of the
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Figure 4. Composition of Public Debt, 2000-05
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Figure 5. Composition of External Public Debt as of March 2006
(percent of currency)
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domestic market and the need to strengthen access to the international capital
markets.

Refinancing exposure relates principally to maturing Paris Club loans. Following
the prepayment of US$1.55 billion worth of Paris Club debt in August 2005, refi-
nancing risk has been reduced significantly for the period 2005-09. The stream of
annual repayments fluctuates around US$350 million from 2006 to 2009; however,
it surpasses US$600 million from 2010 to 2013, as illustrated in Figure 6, and these
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Table 2: Public Debt by Sources of Funds 2000-05
(US$ millions)

Year IFI  Paris Club Bonds Other Subtotal Loans Bonds Subtotal Total

2000 5.830 8391 3.727 1.257 19.205 1.047 4.022 5.069 24.274
2001 6536 7.688 3.727 1.004 18955 1.023 4766 5.789 24.744
2002 7.044 8.188 4.424 1.059 20.715 937 4.851 5.788 26.503
2003 7.359 8.658 5.630 1.121 22.768 968 5.160 6.128 28.896
2004 7.875 8508 6.944 1.139 24.466 929 5.541 6.470 30.936
2005 7983 5.696 8.393 207 22.279 890 6.799 7.689 29.968

Source: BCNP and MEE

Figure 6. External Debt Amortization Profile
(US$ millions)
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flows, combined with maturing bonds, produce an important concentration of
repayments in 2012, 2014, and 2015.

Refinancing is also a preoccupation in the domestic market, even though there is
no short-term concentration of repayments. Figure 7 illustrates principal repayments
exceeding US$300 million per year for the six years following 2005; these liabilities
may pose significant refinancing risk if market conditions turn less favorable. Close
to US$400 million have been rolled over as of 2005, and US$320 million will need
to be rolled over during 2006.

Of the total debt, 41 percent has a floating interest rate, while most of the remain-
ing 59 percent has fixed rates.” Floating-rate debt consists of the external debt con-
tracted with multilateral institutions. This percentage takes into account Paris Club
loans refinanced with funding from the international and domestic capital markets.
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Figure 7. Redemption Profile of Domestic Debt as of September 2005
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With 84 percent of the total debt denominated in foreign currencies, currency
risk is the authorities’ main concern. To reduce currency risk, the debt management
unit is developing a market for securities in nuevos soles and is gradually changing
the portfolio’s currency mix. The share of local currency debt rose from 8 percent to
16 percent between 2003 and 2005. Issuance of dollar-denominated debt in the
domestic market has been suspended since 2000, when dollar-denominated debt
accounted for over 80 percent of the domestic debt; by September, 2005, this per-
cent had fallen to under 25 percent. As well, a portion of the external bonds is being
refinanced with local currency bonds. An illustration of the government’s efforts in
this regard is the debt exchange conducted in 2005, which allowed it to redeem
US$262 million worth of dollar-denominated bonds in exchange for bonds in
nuevos soles (S/. 851 million), including a bond with a 10-year maturity; and an
additional US$119 million exchange of dollar-denominated bonds for inflation-
indexed bonds (VAC) maturing in 2024.

Going forward, currency risk may increase if the Central Bank (BCRP) lessens its
intervention in the exchange rate market and implements a monetary policy more
oriented towards domestic goals.® In addition, a downturn in commodity prices or a
relaxation of capital controls may result in net foreign currency outflows that would
pressure the exchange rate. Given its currency structure, this clearly represents the
debt portfolio’s chief exposure.

Refinancing risk is benign. With the exchange of internal debt and the prepay-
ment of some Paris Club obligations, the borrowing requirements for 2006 are mod-
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erate. Close to 20 percent of outstanding Paris Club debt to be refinanced in the
market between 2005 and 2009 has been prepaid with the proceeds of long-term
paper, half of which was issued in local currency. As a result of the exchange referred
to above and the replacement of external debt, the average maturity of the domestic
debt portfolio increased from 5.9 years to 8.9 years (BCRP 2005).

The debt management strategy has also significantly reduced interest rate risk.
On the one hand, prefinancing and substituting short-term maturing Paris Club
loans with long-term, fixed-rate bonds has reduced the share of debt that will be
repriced in the next few years. On the other hand, there is a consistent drive to
increase the share of fixed-rate debt, not only using new borrowing, but also through
interest rate swaps on existing debt.” The percentage of fixed-rate debt increased
from 47 percent in 2002 to 59 percent in 2005.

Key Issues for Debt Sustainability, Debt Management, and Debt Market
Development

Following from the above discussions, a number of key questions can be asked from
a policy maker’s standpoint: (i) Taking into account the potential impact of a down-
turn in the economy driven by the end of the current external boom, is the debt fis-
cally sustainable under the current fiscal policy stance? (ii) Given the potential
for higher funding needs (end of current external boom), and the market’s limited
capacity to absorb domestic debt, how can debt management practices contribute
to improving debt sustainability? (iii) Taking into account that the domestic debt
market is relatively small and illiquid and that macroeconomic or financial shocks
may result in a debt market squeeze, what can be done to ensure the government
has sustained and increasing access to funding in local currency in the domestic
market? The following sections attempt to answer these questions.

II. Debt Sustainability

Public debt in Peru has improved considerably, decreasing to 37.8 percent of GDP
in 2005. The primary balance has steadily improved from a deficit of 0.8 percent of
GDP in 2000 to a surplus of 1.3 percent in 2005, and the government is forecasting
primary surpluses averaging 1.4 percent for the rest of the decade. An analysis of
Peru’s debt determinants'® (see Table 3 and Figure 8) show the positive strong con-
tribution of real growth during periods of economic expansions: from 2001-05, the
growth effect contributed to about a 9 percent decrease in the debt-to-GDP ratio
and to a decrease of about 8 percent in the 1995-98 period. A revaluation effect con-
tributed to about a 5 percent decrease in the debt-to-GDP ratio from 2001-05,
whereas in the 1995-98 period, it contributed only to about a 1 percent decrease.
Privatization proceeds greatly contributed to the decrease in the debt ratio in
1995-98 by transferring not only assets, but liabilities, to the private sector, but their
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Table 3. Peru: Debt Determinants

(as a percent of GDP)

143

1995- 1999- 2001-
98 2000 05 2001 2002 2003 2004 2005

Change in public

sector debt —8.7 47 —=7.6 0.3 1.2 0.7 —33 —6.5
Interest payments  10.4 4.9 11.0 2.3 2.2 2.2 2.1 2.2
Primary deficit

(— a surplus) —5.2 1.7 =27 0.2 0.1 -04 —1.0 -—16
Growth effect -76 —-16 —-86 —0.1 -2.1 -17 =21 =27
Inflation effect -0.8 —04 —0.8 -0.1 0.0 —-02 -—-04 -0.1
Revaluation effect —0.7 1.5 =54 =20 1.4 -03 -39 -05
Privatization —7.1 —-1.6 —1.8 —-0.6 —0.8 —0.1 —0.2 -—-0.1
Predicted change

in debt —11.0 4.5 —8.4 —-0.3 0.7 -04 —55 —3.0
Residual

(other factors)  —4.1 0.2 0.8 0.6 0.5 1.1 22 -35

Source: Staff calculations.

impact has declined with the slowing of the privatization program after 2000. Other

factors captured by the residual of the model accounted for a 3.5 percent decrease
and a 5.6 percent decrease in 2005 and 1997, respectively, and could be attributed
to the reduction of the Paris Club debt in September 2005 and the restructuring of

Brady Plan debt in 1997.

Figure 8. Peru: Debt Determinants
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To analyze whether the current primary surplus forecast is enough to ensure fiscal
sustainability of the public sector debt, and to arrive at policy recommendations, this
section: (i) estimates the primary fiscal balances necessary to achieve desired debt-to-
GDP targets by the year 2010; (ii) conducts a sensitivity analysis to account for a
slowdown in economy activity and increasing interest rates; and (iii) includes foreign
currency exposure risk.

Table 4 shows the required primary balances to achieve different debt-to-GDP
ratio targets, assuming a 2005 starting point of public debt of 37.8 percent of GDP,
a nominal interest rate on total public debt of 5.5 percent, inflation of 2.5 percent,
and a real GDP growth rate of 5 percent, and thereafter assuming constant annual
growth and real interest rate. If growth in coming years is a low 2 percent of GDP
annually, and the real interest rate is 5 percent, a primary surplus of 2.6 percent is
required to achieve a target public debt ratio of 30 percent of GDP by 2010. Under
the same growth and real interest rates, a primary surplus of 3.5 percent of GDP is
needed to bring public debt down to 25 percent of GDP by 2010, or a primary sur-
plus of 4.5 percent to achieve public debt levels of 20 percent of GDP by 2010.

Under a higher growth scenario of 5 percent of GDP per year, annual primary
surpluses of 1.3 percent of GDP are needed to achieve the public debt target of 30
percent of GDP by 2010; a 2.3 percent of GDP primary surplus is needed to reach
public debt of 25 percent of GDP by 2010; or 3.3 percent of GDP primary surplus
is needed to reach a public debt of 20 percent of GDP by 2010.

In Table 5, the same exercise is performed with interest rates gradually increasing
to 8 percent by 2008 and remaining at that level in 2010. Assuming annual primary
surpluses of 1.4 percent of GDP and growth at 5 percent of GDP (the government’s
latest projections for the next five years), the debt-to-GDP ratio could go below 30
percent of GDP by 2010. However, Table 5 also shows an alternative scenario, where
Peru posts a low primary surplus average of 0.5 percent of GDP (the primary surplus
average from 2001-05), and the economy grows at 2 percent. Under this less opti-
mistic scenario and with increasing interest rates, the debt-to-GDP ratio would actu-
ally increase to about 41 percent by 2010.!!

Table 4. Required Primary Balance to Achieve a Debt-to-GDP Ratio Target
by 2010

Real interest rate (%)

Target Growth (%) 3 4 5 6 7 8
30% 2 1.9 2.2 2.6 2.9 3.3 3.6
25% 2 2.7 3.0 3.4 3.7 4.0 4.3
20% 2 3.7 4.0 4.3 4.6 4.9 5.2
30% 5 0.6 1.0 1.3 1.6 2.0 2.3
25% 5 1.7 2.0 2.3 2.6 2.9 3.2
20% 5 2.7 3.0 3.3 3.6 3.9 4.2

Source: Staff calculations based on Burnside (2005).
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Table 5. Debt Dynamics Under Increasing Interest Rates Scenario

2005 2006 2007 2008 2009 2010
Interest rate assumption 6 7 8 8 8
Debt (end-of-period,
% of GDP)
Baseline 37.8 35.6 33.7 32.2 30.6 29.0
Alternative 37.8 37.7 37.9 38.5 39.1 39.7

Source: Staff calculations based on Burnside (2005).

The government is increasingly relying on financial markets (both internal and
external) as a source of funding. The domestic debt of the central government is
expected to continue to rise through an expansion in issuance of sovereign local cur-
rency bonds. The objective is to help limit currency risk and to rely more on domes-
tic financing, which can promote further development of the domestic capital
market through lengthening of the yield curve and financial deepening.'?

External debt as a percent of total public debt is declining, but currency risk still
is a major concern. This section accounts for foreign exchange risk and tries to
benchmark the risk of government debt. Figure 9 shows the results of taking into
account exchange rate risk by including stochastic shocks to the nominal exchange
rate, using the same assumptions as in the baseline scenario in Table 6, above (5 per-
cent GDP growth, 2.5 percent inflation, 3.7 percent monetary base, and 1.4 percent
of GDP primary surplus). The fiscal sustainability paths'® were derived after 1,000
simulated debt paths that depend on random draws of the neuvo sol/dollar exchange
rate. Assuming a constant 76 percent share of external dollar-denominated debt, in
44 percent of the simulations, the debt-to-GDDP ratio is above 30 percent by 2010,
and only in about 5 percent of the draws does the debt-to-GDP ratio go below 25
percent.

Under a less optimistic scenario, with 2 percent annual real GDP growth and 0.5
percent primary surplus, the debt-to-GDP ratio paths change dramatically (Figure
10). In only 5 percent of the simulations does the debt-to-GDP ratio go below 30
percent, while in 50 percent of the outcomes, debt increases above 40 percent of
GDBP, indicating that the debt-to-GDP ratio could, in fact, increase under a com-
bined scenario of low growth, low primary surpluses, and a shock to the exchange
rate. Table 6 depicts the probabilities associated with the two scenarios, and shows
that under a high-growth scenario, even with shocks to the exchange rate, the debt-
to-GDP ratio has a more than 50 percent chance of falling under 30 percent by the
year 2010. However, under a low-growth scenario of 2 percent and lower primary
surplus of 0.5 percent of GDDP, the debt-to-GDP ratio is more likely to increase,
given the same shocks to the exchange rate.

In conclusion, the official forecasts for the next five years of an average of primary
surplus of about 1.4 percent of GDP' and growth of 5 percent of GDP put Peru’s
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Figure 9. Dynamic Fiscal Sustainability: Baseline Scenario
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Figure 10. Dynamic Fiscal Sustainability: Alternative Scenario
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Table 6. Debt Dynamics

2006 2007 2008 2009 2010

Prob. that debt is above 38%

(baseline scenario) 24 15 10 6 7
Prob. that debt is below 30%

(baseline scenario) 0 14 28 42 56
Prob. that debt is above 38%

(alternative scenario) 45 50 54 58 61
Prob. that debt is below 30%

(alternative scenario) 0 0 2 3 4

Source: Staff calculations based on Burnside (2005).
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debt-to-GDDP ratio on a downward trend, and Peru could very well reach levels of
less than 30 percent of GDP by 2010. Given the good external conditions, growth
in the rest of the decade could be as strong as it has been in the last two years. How-
ever, if global conditions change, and the scenario turns less positive, leading to a
slowdown in economic activity and lower primary surpluses, Peru’s debt path would
change, and could lead to an increase in debt-to-GDP to over 40 percent.

Debt Sustainability Recommendations

Fiscal surpluses and growth are the most important factors in Peru’s debt
dynamics and are key to debt sustainability. The country’s fiscal stance is a crucial
policy lever that the Government can utilize to manage its debt dynamics. The Gov-
ernment needs to reach the expenditure and revenue quantitative and qualitative tar-
gets (Loayza and Polastri 2006). The continued generation of primary surpluses is
essential to bring down the debt level, especially in the event of a slowdown in GDP
growth, rising interest rates, and a devalued exchange rate. This is all the more impor-
tant given that safe thresholds of debt-to-GDP ratio are lower for emerging market
countries.

The government should further minimize the debt risks by continuing to mod-
ernize debt management, as discussed in the next sections.

III. Debt Management and Debt Market Development, 2000-05
Debt Management

Declining public external debt and prudent debt management have led rating agen-
cies to upgrade Peru’s sovereign rating, bringing it closer to investment grade. Stan-
dard and Poor’s upgraded Peru’s long-term foreign currency ratings to BB in June
2004, and its long-term local currency rating to BB+ in July 2005. While spreads for
all Latin American markets have considerably narrowed over the last few years (Fig-
ure 11), steady improvement in Peru’s credit ratings have further reduced funding
costs, made it easier to lengthen domestic bond maturities and facilitated access to
markets and hedging instruments. With a brighter economic outlook and the recent
signing of Master Derivative Agreements with the World Bank and some foreign
banks, Peru has gained access to derivative products and has started using them to
further hedge the financial risks in its overall debt portfolio.

Opver the last four years Peru has achieved substantive progress in the manage-
ment of its public debt. The DNEP organizational structure and division of respon-
sibilities are closer to international best practice. The institutional capacity needed to
plan and start developing the domestic debt market is being built. And a strategy to
increase the share of domestic debt in nuevo soles, lengthen the maturities of fixed-
rate debt, and continue to develop the market for international sovereign bonds is
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Figure 11. Emerging Markets Bond Index, Global Spreads
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Source: JP Morgan, Emerging Markets Bond Index (EMBI) Global, Bloomberg.

being designed and implemented. These measures are helping reduce budget vulner-
ability to financial and economic shocks.

In 2005, the DNEP’s Middle Office (MO) was reorganized and a Front Office
(FO) is being built. The MO was expanded to strengthen the analytical work lead-
ing to the preparation of a borrowing strategy and to help promote debt market
development. The creation of the FO will be instrumental in the DNEP’s ability to
execute debt operations and to provide critical input in the preparation of the bor-
rowing strategy. In 2004, the former Crédito Priblico modified its organizational
structure and changed its name to DNEP to reflect the broader scope of its functions
as established in the new Debt Law. A new unit—Direccidn de Normatividad—was
created to fulfill the new responsibilities of the Ministry of Finance (MEF) regarding
a legal and regulatory framework for the indebtedness of sub-sovereigns, guarantees
and concessions, and contingent liabilities.

As discussed above, the debt unit has gone a long way in mitigating refinancing
and interest-rate risk, mainly through prefinancing and substituting Paris Club
loans. While important steps have been taken to increase the share of local currency
funding, currency exposure remains high and is the chief financial risk of the debt
portfolio. This exposure needs to be addressed given the potential increase in
exchange rate volatility that may result from changes in monetary policy and/or
changing external conditions.

Debt Management Recommendations

Going forward, the main challenge for the Direccidn de Normatividad is to put
together a strategy to address foreign-currency exposure in a way that is consistent
with the macroeconomic environment and with the pace at which the domestic debt
market is developing. This will require: (i) enhancing the formality of the decision-
making process; (ii) bolstering the capacity to analyze alternative borrowing strate-
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gies, including the short end of the curve; and (iii) strengthening the unit’s capacity
for execution, recording, and bookkeeping, especially with regard to derivatives.

FORMALIZE A DEBT MANAGEMENT STRATEGY

The major policy decisions determining the structure of the public debt portfolio are
taken in a somewhat informal manner by high-level authorities within the MEE
Without formal mechanisms for deciding on the debt strategy, the government
might be unable to maintain a medium-term course oriented towards clearly defined
debt management objectives.

A more institutional decision-making process could be where a proposal is drafted
by the MO and the ultimate decision is taken by the Minister with the help of a debt
management advisory committee. The committee would debate the proposals pre-
pared by the debt unit. Other countries’ experience could offer guidance on the
structure of the committee. An initial step, which has already been undertaken, is to
document the current debt strategy (MEF 2005).

The possibility of BCRP taking part in the debt management committee as a coor-
dination mechanism should be considered. Currently, the debt unit is only responsible
for a borrowing strategy in the medium and long end of the yield curve. The short end
is left to the BCRP, which issues its own CDs with maturities up to three years. The
committee could coordinate the development of an integrated strategy for the whole
yield curve to avoid potential conflicts. A plan could be prepared to transition towards
conducting monetary policy in the secondary market in a few years.

BOLSTER ANALYTICAL CAPACITY TO DEVELOP A DEBT MANAGEMENT STRATEGY

The current debt management strategy is rather intuitive and could be better sup-
ported by the systematic analysis of cost and risk. With this in mind, the MO has
developed a stochastic model to quantify cost and risk. However, its specification
could be simplified and the model output needs to be tested. More importantly, the
analytical framework for the strategy design needs to explicitly incorporate macro-
economic constraints and market development considerations. A thorough under-
standing of the way in which macroeconomic and market considerations can be
included in the strategy design is fundamental to decide on the pace at which the
share of domestic currency debt can be increased.

STRENGTHEN THE DEBT MANAGEMENT UNIT’S CAPACITY FOR EXECUTING AND
RECORDING TRANSACTIONS

At present, the FO is unprepared for a high level of activity in issuance, exchanges,
and hedge operations in the domestic and the international capital markets. Devel-
oping and implementing a training program, that covers the functioning of financial
instruments and financial markets, market intelligence, syndications, and so forth,
would boost the unit’s capacity and would allow the FO to contribute to the formu-
lation of the debt management strategy. The latter is critical in the case of Peru, given
the embryonic state of domestic market development.
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The Back Office (BO) is not fully prepared to process hedging operations trans-
acted by the debt unit. Systems are outdated, inefficient, and cannot account for and
monitor derivatives. To upgrade BO functioning, the current processes should be
assessed and reengineered according to international best practice. Subsequently, the
IT systems could be redesigned in line with the new processes, and a training pro-
gram for the staff could be prepared.

Debt Market Development

Since 2001, the MEF has made significant strides in developing a domestic govern-
ment bond market. Within an overall framework of strong economic performance
and fiscal discipline, BCRP’s monetary policy of inflation-targeting accompanied, by
a managed float through dollar purchase and nuevo sol sterilization have reduced
volatility in interest and foreign exchange rates. This has provided a favorable back-
ground to allow local capital markets to play a small but growing role in funding
MEEF financing needs. With consistent improvements in macroeconomic stability,
MEEF started to tap the domestic debt market, introduced Dutch auctions in 2002,
focused initially on two and three year maturities, then started to build longer-term
instruments. The process of domestic debt market development got a boost in 2003
through the introduction of the primary dealership system (Creadores de Mercado).
Currently, auctions are held monthly after consultation with market participants.
Sol-denominated, fixed-rate bonds have up to 15-year terms, and nuevo sol VACs
extend up to 30 years. This trend is having the side effect of providing the financial
system with a nuevo sol reference curve, despite the high degree of financial
dollarization.

Prior to 2000, the only domestic public bonds were bank-restructuring, privately-
placed, and U.S. dollar-denominated. By December 2004, the domestic bonds out-
standing had become mostly market issues (Figure 12), denominated in nuevo soles
(or nuevo soles VAC) and with semiannual coupon payments and fungiblity, thus
limiting the number of different bonds outstanding and allowing for a larger stock
under each line.

In 2002, the MEF and DNEP developed the comprehensive design of domestic
bonds instruments and issuance processes. Market participants had a negative per-
ception of government credit risk due to the absence of an organized, market-based
set of instruments. DNEP decided to adopt a primary dealer (PD) system to foster
the development of the domestic market. PDs” incentives versus obligations are
detailed in the Reglamento de Creadores de Mercado. DNEP also considers using
active exchanges to further consolidate the number of domestic bonds maturing in
any given calendar year.

The Peruvian financial market is highly concentrated, which is reflected in gov-
ernment debt ownership. There are five private pension funds (AFPs), twelve banks
(with the top five represent close to 80 percent of the total), four life insurance com-
panies, and four fund managers. While banks and mutual funds invest more in
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Figure 12. Local Currency Bond Market
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instruments with a residual maturity below five years, AFPs, foreign investors and
life insurance companies have an appetite for long-term nominal and inflation-
linked paper. This concentration segments the demand and limits securities trading
(see Figure 13).

Domestic government securities outstanding as of November, 2005, represent a
lower share of banks assets and AFP assets than in comparable countries in the region
(Mexico, Colombia, and Chile). This partly reflects the eatly stages of the debt mar-
ket’s development. Also, investors’ appetite for government exposure may be less.
Moreover, domestic bonds compete with internationally issued Peruvian bonds in
local investors” exposure to government debt.

Well-functioning securities funding tools, such as repurchase agreements (repos)
and securities lending systems, could increase the liquidity of the market for govern-
ment bonds. The Superintendencia de Banca y Seguros (SBS) has issued a regulatory
clarification and adopted FAS133"> accounting for repos, with two possible account-
ing schemes. Problems exist with repo enforceability in Peru, particularly in the case
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Figure 13. Peru’s Debt Owners
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of a bankruptcy. Securities lending requires a special setup in the custody/clearing
entity CAVALL'® in order to warehouse the lending collateral and unwind the trans-
action at maturity.

In terms of market infrastructure, CAVALI implemented the last steps towards
Delivery versus Payment (DVP) in government securities in November 2005, thus
eliminating principal risk. Transactions on government securities are supported by
three centralized trading platforms (Datatec,'”” CIMD,'® and BVLs ELEX), and set-
tled by the custodian CAVALL!"> CAVALI went live on the link to BCRP’s RTGS

system, which eliminates counterparty principal risk.
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While these improvements have been substantial, the authorities in the debt man-
agement unit and the MEF view it as a work in progress. The recommendations that
follow are directed at improving the functioning of the primary market and promot-
ing the conditions for a more active and liquid secondary market.

Debt Market Development Recommendations

MEF should ensure the regular issuance of government paper across the curve and
coordinate with other issuers in the public sector. DNEP should not neglect short- and
medium-term instruments.?’ Appropriate supply of these instruments to the market could
be developed in coordination with the Treasury and BCRP and should be part of the over-
all debt strategy. BCRP should increase its efforts to standardize CDs maturities and min-
imize the number of issues in the market to facilitate their trading in the secondary
market.?! A transition mechanism toward conducting monetary policy in the secondary
market would be a major step in improving the functioning of the primary market.

The Primary Dealers’ system has to be reinforced to ensure minimum lig-
uidity in the secondary market. Dealers trading volumes outside the resale of ini-
tial offerings are very limited, and institutional investors often trade directly with
each other. MEF should reexamine and formulate an adequate and sustainable mix
of incentives and obligations. In particular, the possibility of paying a small fee for
increased quoting obligations could help develop a guaranteed liquidity cushion to
address minimum investor exit needs without disrupting the market.

MEF and other regulators should continue to push for a well-functioning repo
and securities lending mechanism. At present, market makers are heavily restricted
to finance the trading of securities in the interbank market, which is small, fragmented,
and concentrated mostly in overnight, unsecured transactions. This would change with
the development of a repo market, which could be done in two stages: first, a Master
Repurchase Agreement (MRA) would be drafted reviewing bankruptcy laws as well as
the accounting standards; second, a repo clearing mechanism would be established at
CAVALI in a manner consistent with the legal framework and accounting rules.

METF needs to ensure that the financial system has the capacity to manage the
risks arising from holding and trading public debt instruments. In the concen-
trated and fairly illiquid securities market, sharp adjustments in asset value could gen-
erate a debt market squeeze (such as occurred in Brazil in 2003, Colombia in 2002,
and Mexico in 2004). MEF and SBS should promote stronger risk-management prac-
tices of investors. Also, the Business and Securities National Supervisory Commission
(Comisién Nacional Supervisora de Empresas y Valore— CONASEV) and MEF should
provide a regulatory framework for the voice broker CIMD and for Datatec.”

The DNEP should continue its recent efforts to establish regular dialogue
with the investors and closely follow the regulatory changes related to the criti-
cally important investor segments: banks, fund managers, insurance companies, and
most important, private pensions.?? These considerations are critical inputs to the
DNEP’s strategy for debt management and market development.



Annex 1. International Comparisons: Tables and Graphs

Table A.I.1. General Government Debt
(percent of GDP)

LTFC

rating 1995 1996 1997 1998 1999 2000 2001 2002 2003 2004 2005¢
A countries 19.1 20.4 21.7 24.0 30.2 32.2 33.0 32.8 35.7 35.6 36.1
Cyprus A+ 49.8 51.2 55.2 59.6 59.9 59.9 61.9 65.2 69.7 71.7 69.1
Korea A+ 8.9 11.1 13.7 24.5 30.6 31.0 35.3 33.5 33.5 34.5 35.8
Taiwan A+ 24.4 24.4 25.1 22.6 23.1 26.6 30.7 32.2 34.6 36.2 37.8
Chile A 40.4 37.3 37.3 34.2 35.7 36.2 36.8 36.8 33.8 29.7 23.8
China A 10.5 10.7 10.8 17.2 24.3 29.9 29.8 30.3 28.8 28.3 27.0
Czech Republic A 14.8 15.2 15.3 20.0 29.8 33.4 26.3 29.8 36.8 36.5 36.4
Estonia A 7.5 7.5 6.4 5.6 6.0 4.7 4.4 5.3 5.9 5.4 4.5
Greece A 108.7 111.3 108.2 105.8 112.3 114.0 114.4 111.6 108.8 109.3 107.9
Malta A 32.9 39.5 47.3 59.7 57.2 56.0 61.7 61.2 71.3 76.6 75.6
Saudi Arabia A 9.7 12.9 16.6 21.1 23.6 20.2 25.1 22.3 21.2 17.7 12.1
Slovakia A 21.6 30.6 33.1 34.0 47.2 49.9 49.4 43.8 43.1 42.6 37.9
Bahrain A- 16.5 15.8 18.3 23.5 29.5 29.3 30.3 32.1 36.9 35.1 34.9
Israel A- 109.7 106.8 103.6 106.4 100.8 90.8 95.9 104.7 106.5 104.9 104.2
Latvia A- 14.6 13.3 11.0 9.8 12.6 12.8 15.0 14.2 14.6 13.1 14.9
Lithuania A- 14.9 16.4 15.8 16.8 23.0 23.6 22.9 22.3 21.2 19.5 19.2
Malaysia A- 41.1 35.3 31.9 36.4 37.3 36.6 43.6 45.6 47.9 48.2 48.9
BBB countries 47.9 37.3 37.7 33.6 40.2 38.5 41.2 42.9 38.5 35.7 34.2
Hungary BBB+ 85.3 72.0 64.2 62.4 62.1 56.1 53.1 56.7 59.0 60.3 61.2
Poland BBB+ 47.9 44.0 43.2 38.5 40.2 37.1 37.8 42.9 47.4 46.3 46.4
South Africa BBB+ 49.5 48.9 48.0 48.0 45.5 42.0 41.2 35.6 35.5 35.3 34.2
Thailand BBB+ 4.7 5.0 24.0 32.1 38.3 38.5 38.2 39.4 35.1 34.2 31.5
Aruba BBB 38.5 23.9 37.7 30.3 27.2 36.9 42.0 47.1 41.1 44.2 44.8
Bulgaria BBB 111.9 295.9 101.1 75.8 79.2 73.5 66.1 52.8 45.2 38.6 31.4
Kazakhstan BBB 7.5 9.6 12.2 16.6 26.5 21.6 18.0 15.6 13.5 10.8 9.5
Mexico BBB 50.2 37.3 31.6 33.6 44.9 38.5 38.1 39.4 38.5 35.7 34.9
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Russia
Tunisia
Croatia
Namibia
Romania
BB countries
Egypt

El Salvador
Guatemala
India
Panama
Azerbaijan
Colombia
Costa Rica
Macedonia
Peru
Philippines
Brazil
Indonesia
Iran
Lesotho
Nigeria
Serbia

Sri Lanka
Turkey
Ukraine
Venezuela
Vietnam
B/C/D countries
Cape Verde
Ghana
Mongolia
Uruguay
Benin

BBB
BBB
BBB-
BBB-
BBB-

55.3
57.4
19.3
15.3
20.5
44.4
121.4
31.4
23.7
70.5
79.5
12.3
19.2
44.4
19.4
56.4
61.1
44.4
31.0
34.8
65.1

699.2
95.2
46.1
41.0
59.8
19.8
67.5
88.5
90.7
45.1
32.6
78.3

56.8
61.0
28.5
17.9
27.8
47.7
108.5
31.9
20.9
66.9
66.9
14.1
20.2
42.3
27.4
57.8
53.2
55.9
24.8
27.6
62.6

247.3
93.3
47.7
25.7
59.5

66.3
93.7
81.6
62.2
31.2
74.7

57.5
62.1
27.3
20.2
27.7
41.7
93.4
30.5
20.3
68.9
61.8
14.1
24.1
40.0
32.8
41.7
55.7
58.1
38.4
25.1
53.7

217.4
85.8
46.6
33.3
45.7
21.2
63.1
80.6
89.6
65.8
33.8
63.1

148.2
59.3
26.2
23.9
27.6
46.7
77.6
27.3
20.1
69.9
60.2
15.8
27.5
38.9
37.0
47.4
56.6
55.5
50.3
29.1
69.3

194.6
90.9
43.5
46.7
42.5
20.7
79.9
79.9
95.1
88.2
35.5
58.9

101.2
61.9
34.0
25.1
33.2
55.9
75.9
28.3
19.7
72.6
62.3
24.6
37.9
45.5
36.0
50.3
58.4
63.8
87.3
22.8
69.1

162.3
95.1
55.9
59.4
38.4
22.2
90.0
90.0

119.6

112.6
41.8
60.4

63.2
62.3
36.6
241
31.4
52.7
75.1
29.8
18.9
76.4
59.8
25.4
45.1
45.8
53.5
46.8
62.7
67.6
91.8
17.3
83.7
85.6
241.5
96.9
51.9
44.4
33.2
32.2
91.5
121.8
160.3
98.5
47.0
60.4

50.7
62.7
42.1
27.1
28.8
57.6
83.0
33.7
18.8
81.3
64.7
27.5
51.7
47.8
52.3
45.6
63.0
73.9
77.7
16.5
101.4
79.5
111.2
103.2
102.0
36.0
35.6
33.4
78.3
119.8
127.8
95.2
60.2
59.6

43.2
61.6
43.5
24.5
28.8
59.4
97.7
38.7
16.3
85.4
63.7
26.3
55.1
51.2
46.1
47.0
67.0
84.2
68.8
21.3
73.8
93.8
74.4
105.6
89.3
33.0
44.4
31.8
88.5
107.7
120.6
91.9
118.7
51.6

32.9
60.4
45.7
30.2
26.9
57.3
111.4
40.6
17.6
85.8
63.5
25.6
54.6
50.7
42.5
47.3
72.1
78.9
60.0
20.5
65.1
80.0
68.9
105.8
79.6
28.7
50.8
30.6
81.1
97.6
101.4
104.8
112.9
41.1

24.6
59.5
49.3
34.0
23.1
51.8
110.0
40.5
17.8
86.1
65.9
20.9
50.2
49.2
39.4
44.3
69.8
75.4
57.2
17.6
53.4
66.0
58.9
105.4
74.0
22.6
39.7
33.0
74.3
93.3
80.3
99.0
92.6
41.7

17.5
60.3
50.8
31.7
22.5
453
112.6
39.6
16.6
84.3
61.4
15.4
48.2
45.7
43.0
37.8
68.8
75.2
48.7
15.3
44.9
40.7
56.2
95.3
69.4
17.1
35.0
34.1
68.0
95.0
70.0
75.9
72.3
42.1

(Table continues on the following page.)
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Table A.I.1. General Government Debt (continued)

(percent of GDP)

LTFC

rating 1995 1996 1997 1998 1999 2000 2001 2002 2003 2004 2005¢
Mozambique B 271.9 185.4 163.6 161.3 144.8 151.9 158.1 94.8 86.9 62.9 68.0
Papua N. Guinea B 61.3 59.9 59.9 70.6 67.2 61.7 69.2 75.4 68.0 60.8 59.5
Suriname B 44.7 21.1 16.5 24.7 48.3 69.7 51.6 48.0 41.7 39.5 36.7
Uganda B 62.0 62.3 60.1 61.4 45.6 43.7 65.1 74.7 81.1 75.7 65.0
Bolivia B- 48.1 46.1 46.2 48.6 50.7 51.9 49.4 57.8 67.1 74.3 73.7
Cameroon B- 110.0 110.0 110.0 127.9 126.7 106.2 99.2 88.5 66.4 65.1 57.5
Dominican Rep. B- 30.3 27.0 29.1 29.0 26.5 25.9 23.5 29.4 46.9 29.9 30.5
Ecuador B- 67.5 66.3 58.8 67.3 100.7 88.2 67.4 58.2 53.3 48.0 45.3
Lebanon B- 74.8 94.2 97.9 109.2 131.5 151.1 165.9 169.9 166.9 164.0 168.5
Mali B- 102.3 108.4 105.9 101.1 92.6 95.6 85.6 80.5 75.3 69.0 67.4
Moldova B- 59.4 65.6 44.4 81.6 85.6 91.5 78.3 73.1 58.5 47.6 39.7
Gambia CCC 133.9 121.8 123.7 136.1 130.2 156.8 150.6 188.3 182.7 162.9 150.7
Malawi CCC 154.4 103.1 110.3 208.3 158.0 208.4 155.0 193.7 219.0 172.8 166.0
Argentina RD 34.4 36.4 35.4 38.2 43.5 45.6 53.6 149.9 137.9 121.0 79.5

Source: FitchRatings (http://www.fitchratings.com/).
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Table A.I.2. Cumulative Debt Decomposition for 21 Market Access Countries
(percent of GDP)

1991-1996 1997-2002 1991-2002
Total change in public debt —13.8 26.6 12.7
Primary fiscal balance —6.7 —5.2 —11.9
Real GDP growth rate —14.5 -7.8 —22.3
Real interest rate 0.4 19.4 19.8
Real exchange rate —3.5 8.6 5.1
Other factors 10.1 9.1 19.2
O/w recognized liabilities 0.4 2.4 2.8

Source: Budina and Fiess (2004).



Table A.1.3. Episodes of Declining External Debt, 1970-2000
(Middle-Income Countries with a Population of at Least One Million)

Cumulative

Start of Debt/GNP change in Primary (secondary) Debt/GNP

Episode Total Debt reasons for fall in end-2000

(year t) t t+3 (USS$ billion) (percent) Debt/GNP ratio® (percent)

Debt default/restructuring during the episode
Russia 1999 96 67 —14.06 5.9 Debt reduction (output growth) 67
Egypt 1987 110 79 —11.13 3.4 Debt reduction (output growth) 29
Iran 1993 42 16 —6.8 3.1 Net repayment 8
Jordan 1991 249 129 —1.84 6.9 Debt reduction (output growth) 99
Bulgaria 1992 116 81 —1.58 —6.3 Debt reduction 86
Costa Rica 1987 111 69 —0.97 43 Debt reduction (output growth) 31
Bolivia 1988 113 80 —0.84 4.3 Debt reduction (output growth) 72
Chile 1985 142 88 —0.8 5.7 Output growth 54
Jamaica 1990 125 93 —0.57 2.3 Debt reduction (output growth) 61
Paraguay 1987 69 39 —0.42 4.9 Debt reduction (output growth) 41
Gabon 1978 70 32 —0.38 —8.0 Net repayment 94
Albania 1992 98 18 —0.18 2.7 Debt reduction 20
Panama 1989 135 100 0.03 6.8 Output growth 75
Philippines 1986 96 68 0.45 5.2 Output growth 63
Morocco 1985 129 98 5.01 5.6 Output growth 55
No debt default/restructuring during the episode

Thailand 1998 97 66 —25.24 0.1 Net repayment 66
Korea 1985 52 20 —11.42 9.7 Net repayment (output growth) 30
Malaysia 1986 83 44 —5.6 6.4 Net repayment (output growth) 51
Papua New Guinea 1992 93 56 —1.28 8.7 Net repayment (output growth) 71
Lebanon 1990 51 17 —0.43 9.1 Net repayment (output growth) 59
Botswana 1976 42 16 —0.03 13.5 Output growth (net repayment) 8
Swaziland 1985 68 40 0.02 9.3 Output growth 17

Source: Reinhart, Rogoff, and Savastano (2003).

a. Column lists the economic factors that contributed to at least 20 percent of the decline in the debt-to-GNP ratio during each episode. The contribution of
changes in the US dollar value of nominal GNP (which were often sizable) or of changes in the valuation of the debt stock are not listed among the factors.

8¢1

ATIVNIIAOD) ANV ‘TTIIVLINOY ‘SNOYHISOYJ N INTIZIAI(] V YOd ALINNINOIIQO NV



FISCAL SUSTAINABILITY AND DEBT MANAGEMENT

Graph A.L.1. Chile Public Debt
(percent of GDP)
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Graph A.L.2. Argentina Public Debt
(percent of GDP)
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Annex II. Analytical Framework for Fiscal Sustainability

This chapter analyzes the evolution of public debt, drawing from Burnside (2005),
starting with the budget constraint identity,

B/f _Btzl :]t _Xt _(Mt _Mt—l)

where B, is the quantity of public debt at the end of period # Then, B, — B, | repre-
sents net debt issued, 7, represents interest payments, X the primary balance (revenue
minus expenditures excluding interest expenditures), and M, — M, seigniorage rev-
enue. Exclusion of the financial public sector leaves us with the identity

and in order to describe the evolution of public debt, this identity is expressed as a
ratio of GDP, letting P, represent the GDP deflator and y, real GDP, then

W=B1(Py) ;= E1(Py) = X1(Py),

- ])r—l)/r—l = "

;—&4 Py 7 X

Assuming that inflation and growth are zero, the above expression reduces to

and the change in the debt-to-GDDP ratio is defined as the sum of two components:
interest payments and the primary balance. If the financial public sector is included,
which includes the central bank, then the third component, seigniorage, would be
added. With nonzero inflation and growth, two extra components are added to the
expression: the inflation effect and the growth effect. The inflation effect captures
the erosion of the real cost to the government of servicing domestic currency deb,
which in the case of Peru has decreased, and accounts for —0.1 percent of GDP in
2005 and —0.4 percent of GDP in 2004. As Burnside (2005) explains, it is impossi-
ble to perfectly decompose the inflation and growth effect because of their interac-
tion, but by defining the growth rate of nominal GDP as z, = (1+_)(1+g), the change
in debt can be given by
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and then rewritten as

-_- -_- 7[: - g

b bf—l l'_x 1+ﬂ't.&~1_1+zt.b—1 .

Issuance of domestic and foreign currency debt requires inclusion of a revaluation
effect because movements in the exchange rate affect debt valuation (a depreciation
will increase the governments effective indebtedness). The change in the debt-to-
GDP ratio is then decomposed as follows:

T =D S =Smr [&=S 1 T |=F
=] ’.,—g’.’&+ b, +| e — e [,y
b+ 7 1+, I+z & § S, 1+z 1+m,

t =1

-D —F

where b, = Bf /Py, and BtD represents domestic currency debt, 4, = Bf ./ Py and Bf
represents foreign currency debrt, S, is the end-of-period exchange rate (soles/foreign
currency), and S is the average exchange rate.

Fiscal Sustainability

In this chapter, due to data availability, our definition of “government” is the nonfi-
nancial public sector; therefore, it excludes the central bank and other public finan-
cial entities. Since in Peru direct BCRP financing of the fiscal deficit is limited, and
we assume independence of the BCRP is credible, we assume in our projections that
the likelihood that the government would resort to inflationary financing of the
deficit is negligible.

Assuming that all debt has a maturity of one period, that debt is real, and that it
pays a constant real rate of interest, then the budget constraint identity is rewritten as

b=(1+r)b_ —x,

where 4, = B/P, is the end of period # stock of real debt and x, = X/P, and r is the real
rate of interest. By rearranging then

b_ =01+ ! b, +(1+ ) X,
and updating to period # this implies

bt =(1+7)" ém +(1+7)" X,
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Then, substituting &, on the right hand side of the previous equation,

b =0+r)"b, +(1+r) " x +(1+r) "%,

Forward iteration of the above equation and combining with the condition that
Limi~=(147)"""6, =0

gives the government’s lifetime budget constraint that states that the government
finances its initial debt by running future primary surpluses with a present value that
equals its debt obligations. That is, in order to avoid an unsustainable debt, the pubic
sector must generate a sequence of primary surpluses such that the net present value
of the sequence is worth at least as much as the debt at time 7 1:

oo —(i+1)

b_ = 2(1 +r) x,

=0

If the government also finances its initial debt by raising seigniorage revenue in the
future, then the lifetime budget constraint would be defined as

—(i+1)

bt—l = 2 (1 + l”) ('xH—i + o-;-H' )

=0

To express the government lifetime budget constraint as a ratio of GDD, defining y,
as real GDP, and then defining b, = b /y,, a_ct =x/y, and <_5m. = _/y, the budget con-
straint is rewritten as

—(i+1)

;(,1)4":2(14- 7’) (;G+i+_0'm)}lﬂ

=0

which can also be rewritten as

—(i+1)

L =2 (1+7) <;,+,+z;ﬁ.>%
=0

=1
In a steady state with constant real GDP growth rate g, so that y/y, | = 1+, the pri-
mary balance is a constant x, and seigniorage a constant G, then the government life-
time budget constraint is reduced to

o 1+ -
=y|— +
ba ;‘ 1+7 e G‘)

Assuming 7 > g, then
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b =5=Gro)ls

or alternatively, it could be written as

X"rh, O

where 7 is the real interest defined as (» — g)/1 + g). And, given estimates of 7, G,
and data on the public debt stock at #— 1, the required size of the primary balance to
ensure fiscal sustainability can be determined.

As mentioned before, this chapter follows Burnside’s (2005) methodology to
determine the required primary balance to achieve a target level and to analyze inter-
est rate and foreign currency risk. Given a target level, the primary balance required
to reach that target is given by

EZ?[((H?)”Z_F) _5

(a+7y —1)}

where all the variables are expressed as ratios of GDD, and it is assumed that the inter-
est rate remains constant. To account for the possibility of increasing interest rates,
even though only about 40 percent of Peru’s debt is variable interest rate debt, and
mainly with multilateral institutions and the Paris Club, the debt-to-GDP ratio is
analyzed by the following:

and for the exchange rate risk analysis,

E:(1+61911)(1+R_1)51E+L;71

1+ 2z

where 0,  is the share of the foreign currency-denominated debt in the previous
period, 8, is the rate of depreciation of nuevo sols and U.S. dollars in the present
period, and R _, is the nominal interest rate in the previous period.
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Endnotes

1. There are several types of public sector liabilities other than “debt.” The following ter-
minology is adopted throughout this paper: (i) direct-explicit liabilities are liabilities estab-
lished by law or contract, and include “full faith and credit” debt, expenditures prescribed by
budget law, and claims for services rendered (the timing and amount of these liabilities may
nevertheless be affected by contingencies); (ii) direct-implicit liabilities are liabilities on which
it is presumed, with good probability, that the government will make good, but without a legal
obligation to do so; (iii) contingent-explicit liabilities are recognized in legally binding docu-
ments, but the extent and timing of payment hinges on uncertain future occurrences; and (iv)
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contingent-implicit liabilities refer to an expectation that government will accept a liability
without having a legal obligation to do so. For more details on the classification of public sec-
tor liabilities, see Schick (1999).

2. Net debt is total gross debt minus domestic public debt held by all public sector entities.
The evolution of debt aggregates in the last decade is discussed with reference to gross aggre-
gates because estimates of net debt in Peru are not available.

3. Budina and Fiess (2004). See their debt decomposition table results in Annex I, Table
Al2.

4. Reinhart, Rogoff, and Savastano (2003). Their table is included in Annex I of this chap-
ter as Table A.1.3.

5. See Valeriano and Valderrama (2006) and Loayza and Polastri (2006) for details and rec-
ommendations on the transitory components in the fiscal accounts.

6. Information as reflected in MEF (2006a). There exist accounting differences between the
BCRP’s data and that of the MEE.

7. A small percentage of the domestic debt is indexed to inflation.

8. See Monetary and Exchange Rate Issues in Macro Policy Notes.

9. Such as swap transactions from floating to fixed interest rates on four IBRD loans and
Brady Bonds.

10. The debt dynamics decomposition is carried out following Craig Burnside’s methodol-
ogy as described in Burnside (2005). Methodology is described in Annex I of this chapter.
11. Contingent liabilities are not included in these scenarios. Including the present value of
contingent liabilities, estimated by the Ministry of Finance to be about 10 percent of GDP in
2005, would require primary surpluses of 3.1 percent to achieve a 27 percent debt-to-GDP
ratio and 3.5 percent to achieve a 25 percent debt-to-GDP ratio by 2010.

12. The share of treasury sovereign bonds accounts now for 41 percent of domestic issued
debt with instruments that have maturities of 15 years.

13. This section also follows the Burnside (2005) model to determine the debt paths.

14. Primary balances are defined here with respect to the nonfinancial public sector.
Although in the assumptions we do account for seigniorage, which in the case of Peru has
remained very low; in 2005 our estimates have it at around 0.2 percent of GDP and it is
expected that in the medium term it will remain at around that level.

15. Financial Accounting Standards Board Statement No. 133, “Accounting for Derivative
Instruments and Hedging Activities” (hetp://www.fasb.org/pdf/fas133.pdf).

16. htep://www.cavali.com.pe/.

17. Datatec is a joint venture of the Lima Stock Market (Bolsa de Valores de Lima-BVL and
Mexican SIF Garban. All market participants praised Datatec’s positive contribution to mar-
ket development and its excellent operational performance and service. Datatec supported
more than 80 percent of government securities trading in 2004. It also supports most trading
in BCRP CDs as well as foreign exchange spot and clean interbank.

18. http://www.grupocimd.com/cimd.

19. Government securities are dematerialized and registered with CAVALI, the central
depository.

20. General debt law specifies that DGCP caters only to debt longer than one year.
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21. BCRP has made an effort to reduce the number of CD series by attempting to have only
two maturity dates per month.

22. Indeed, MEEF is only indirectly present via CAVALI as a regulator/supervisor.

23. These changes may include reviews of investment limit in government instruments, for-
eign investments limit, impact analysis of development of multifunds scheme, projected asset

growth, and so forth.
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Infrastructure Concessions: Moving Forward

José Luis Guasch

Abstract

Peru’s investment in infrastructure bas historically been low, volatile, and generally insuf-
ficient for creating the public infrastructure needed to support a dynamically growing
economy. Investment has been particularly low in transportation and water infrastruc-
ture. These gaps translate into economic costs to the private sector and inadequate public
service provision, especially to the poor. To generate adequate infrastructure, Peru should
aim to invest 3 or 4 percent of GDP annually, up from the current level of abour 1.5
percent of GDR 10 do so, in light of budgetary constraints, the government should move
Jorward with public-private partnerships (PPPs), through redesigned contracts that offer
financial security to both parties, that address social concerns, and that can also serve to
deepen local financial markets.

I. Main Infrastructure Sector Issues
Low and Volatile Historic Investment in Infrastructure

Investments in infrastructure in Peru have been cyclical, ranging from 0.5 to 2.5 per-
cent of GDP. From 1981 to 1986, Peru invested around 2 percent of GDP in infra-
structure sectors. This flow fell substantially to less than 1 percent of GDP during
1988-93, reflecting the major economic recession of this period. Thereafter, from
1996 to 2001, infrastructure investment once again recovered to levels above the 2
percent of GDP threshold. Until 1995, however, Peru’s infrastructure investments
were among the lowest in their peer group (Figure 1).
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Figure 1. Overall Infrastructure Investments in LAC as a Percentage of GDP
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Particularly Low Investments in Water and Transport

Compared to its peers in Latin America and the Caribbean (LAC), Peru stands out
as having one of the highest concentrations of infrastructure investment in the
telecommunications sector, second only to that of Venezuela. By contrast, it has
invested one of the lowest shares of its infrastructure budget in the transport and
water sectors (Figure 2).

Low and Inequitable Infrastructure Coverage

With this low, irregular, and skewed investment flow, Peru did not manage to increase
coverage levels sufficiently from their low levels in the early 1990s. Over the period
1995-2000, Peru’s efforts at expanding service coverage are in line with other countries
in the region (reaching about 2 additional percent of its population each year with water,
sanitation, and electricity services, and an additional 2.6 percent with telephone service);

Figure 2. Sector Breakdown of Overall Investments in Infrastructure in LAC
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however, this was not enough to bridge the gap. As a result, Peru’s coverage of water, san-
itation, and electricity services is in the 70-80 percent range, which corresponds to the
bottom half of its regional peer group (Figure 3). Relatively low levels of access to
telecommunications are disappointing given the major concentration of investments in
this sector during the last decade. Rural coverage levels are particularly low, and the gap
between urban and rural coverage particularly high. This inevitably results in less equi-
table access to services than in other Latin American countries (Figure 4).

II. Infrastructure Needs and Impact on Poverty and Growth
Significant Unmet Investment Needs

In order to sustain current growth rates and catch up with infrastructure leaders such
as Costa Rica (the regional leader for Latin America) or the Republic of Korea (the
median East Asian country), Peru would need to sustain infrastructure investments
of 3—4 percent of GDP over the next two decades. Simulations of infrastructure
investment needs suggest that Peru needs to invest a minimum of 3 percent of GDP
in order to sustain growth rates at current levels over the medium term. This is about
three times as much as the country is currently investing, and about 0.5 percent of
GDP more than the country has ever invested in infrastructure during the recent
past. In order to catch up with infrastructure leaders such as Korea, Peru would need
to invest 3.8 percent of GDP in infrastructure every year for the next twenty years.
This would be comparable to efforts made by the newly industrializing East Asian
countries during the last twenty years, and could potentially support GDP growth
rates of 5 percent per year (see Calderén and Serven 2004).

In a detailed study of infrastructure investment needs in Peru, total investment
needs are identified to be over US$18 billion in the transport, water and sanitation,
energy, and telecommunication sectors, of which about 71 percent is needed in the
provinces outside Lima (Table 1).

Insufficient Public Investment Capacity

Public investment in infrastructure in Peru has halved in value, from around 2 per-
cent of GDP in the 1980s to less than 1 percent of GDP in the 1990s (Figure 5).
The vast majority of Latin American countries experienced a sharp decline in pub-
lic financing for infrastructure investments towards the end of the 1980s, falling
from 2—4 percent of GDP to around 0-2 percent of GDP in each country. Peru pro-
vides a particularly clear example of this trend. However, while Peru had one of the
lowest levels of public investment in infrastructure during the 1980s, its levels of
investment during the 1990s are closer to the middle of the range for the peer group.
Nevertheless, current levels in Peru are well below 1 percent of GDP, and are there-
fore strongly insufficient to cover the country’s investment needs described above.



170

Figure 3. Infrastructure Coverage Levels in LAC
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Figure 4. Equity of Infrastructure Coverage in LAC
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Table 1. Infrastructure Investment Needs by Sector
Amount Total
Sector Investment needed (US$ millions) (US$ millions)
Transport Roads 5,005 6,090
Ports 159
Airports 926
Water and sanitation Potable water coverage 1,535 4,153
Sewerage coverage 1,601
Rehabilitation 532
Water treatment 385
Metering expansion 100
Electricity Distribution coverage 1,100 5,569
Transmission 303
Generation 4,166
Telecommunication Coverage (fixed and mobile) 2,290 2,350
Rural telephony 60
Total investment needs 18,162

Source: TPE and Adepsep (2003).
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Figure 5. Public Investment in Infrastructure in LAC Countries
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Decline in Private [nﬁastmcture Finance

The 1990s were a period of heightened interest among private investors in infra-
structure projects across the developing world. Among recipient regions, LAC coun-
tries received 50 percent (US$345 billion) of worldwide private funds dedicated to
infrastructure investment during the decade. Private financing of infrastructure in
Peru started comparatively late, but reached relatively high levels by the mid-1990s.
From 1992 onwards, most LAC countries were able to attract private infrastructure
financing worth about 1 percent of GDP, and up to 3 percent in the case of Chile.
In Peru, private financing of infrastructure did not begin to take off until 1995.
Flows peaked at close to 2 percent of GDP in 1999, and began to drop off after the
year 2000. Overall, private financing flows to Peru over the 1990s came to over 1.2
percent of the decade’s GDD significantly higher than for countries such as
Argentina or Mexico, but still significantly less than for Chile. In addition, private
sector finance in Peru primarily focused on electricity and telecommunication, and
was lacking in other sectors such as water.

During the late 1990s and early 2000s, investment flows to infrastructure proj-
ects have shrunk considerably throughout the developing world, including in
LAC—and Peru has clearly not been exempted from this trend. Many factors con-
spired to reduce private investors’ appetite for infrastructure projects in emerging
countries. Several local and external crises, such as the East Asian, Brazilian, and
Argentinean crises, combined with the global economic slowdown, led to a weaker
economic environment and overall political and macroeconomic instability that
increased uncertainty and made it difficult to properly assess the economic viability
of projects. The slowdown also adversely impacted the financing schemes under
which many infrastructure projects were undertaken.
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In addition, the immaturity of regulatory frameworks and the lack of experience
and capacity of regulators frequently led to difficult relationships between govern-
ments and operators. As a result, the incidence of contract renegotiations rose and
there has been widespread incidence of breach of concession contracts, delayed or
suspended tariff increases, political tolerance of consumption theft, frozen or partial
foreign-exchange or other costs pass-through, and so forth. Consequently, govern-
ment-related risk, including breach of contract risk, is perceived as much higher
than before. Simultaneously, private investors’ confidence in relying on specific proj-
ect contract clauses to ensure protection against government-related risk (for exam-
ple, concession contracts often include clauses stipulating transparent tariff revision
mechanisms, clear compensation for private investors in case of regulatory or legal
changes, and clear dispute mechanisms) has been eroded, as in several instances
these clauses were not honored.

The increasingly negative perception of users about the outcomes of privatization
throughout Latin America has made governments wary of relaunching privatization
and concession programs. These negative perceptions and potentially adverse public
response—such as the “Arequipazo” case in Peru'—also increase private investors’
perceptions of risk and further reduce their appetite for infrastructure investments
in the region.

Since social backlash and government-related risks are among the key risks that
private investors feel uncomfortable bearing in an infrastructure project (as they
have no control over them, but can incur large losses because of them), these are now
key obstacles to further private investment in infrastructure in emerging countries.
These risks need to be addressed to help bring back the private sector.

Impact of Shortages in Stock and Quality of Infrastructure

Limited Productive Infrastructure

Peru also lags behind its peers in the accumulation of productive infrastructure,
including electricity generation capacity, telephone mainlines, and paved roads (Figure
6). Peru’s productive infrastructure stock is small compared with peers in Latin Amer-
ica, while prices of infrastructure services are toward the upper-middle end of the range
for the region. By far the largest infrastructure gap is to be found with respect to the
prevalence of paved roads. The quality of transport infrastructure, as assessed by busi-
nessmen in an international survey (World Economic Forum 2005), reveals major
deficiencies. For all means of transportation—roads, ports, airports, and railroads—
Peru scores below the average for comparable middle-income countries in Latin Amer-
ica. In particular, a more detailed analysis of port services in LAC confirms the rela-
tively poor performance of the port of Callao in terms of service quality.?

Peru’s deficient levels of infrastructure show in key areas like logistic costs, inventory
levels, and percentage of goods reaching markets, which in turn have an impact on
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Figure 6. Infrastructure Endowments in LAC
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growth, competitiveness, regional development, and poverty reduction. For example
logistic costs are around 34 percent of product value, some of the highest in LAC,
whereas the benchmark for OECD countries is around 9 percent. Many regions in Peru
are beginning to take off productively but they are hampered by poor infrastructure.
They need modern seaports, airports, access roads, and water distributions systems.

The impact of Peru’s current stock and quality of infrastructure is quite sobering
and urgently calls for improvements. A summary of the impact by theme is shown
in Box 1.
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Figure 7. Deteriorating and Insufficient Infrastructure Contributions to
Uncompetitive Industries, 2004
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Box 1. The Effects of Peru’s Current Infrastructure

What does this mean in social terms?

e Between 1998 and 2002, Chile spent around 0.28 percent of GDP on
rural infrastructure, whereas Peru, with twice the share of rural popula-
tion, spent around 0.18 percent of GDP.

¢ Despite relatively good overall water supply, sanitation, and electricity
coverage in urban areas, rural coverage remains very low by regional
standards. In fact, the urban-rural coverage gap is among the highest in
LAC.

What does this mean for competitiveness?

e Peru’s road density is one of the lowest in the region and maintenance
spending by the Ministerio de Transportes y Comunicaciones (MTC)
has fallen from US$481 million (1998) to US$216 million (2002).

* Logistics costs account for 34 percent of operating costs in Peru, com-
pared with 25 percent (Brazil), 20 percent (Mexico), and 8-10 percent
in most OECD countries (Guasch and Kogan 2005).

What does this mean for growth?

e At about 30 percent of GDP, Peru’s level of productive infrastructure
stocks (including electricity generation, paved roads, and overall tele-
density) lags many other Latin American countries (with infrastructure
stocks of 40-50 percent of GDP).

* Economic growth of about 5 percent per year through 2010 will gener-
ate infrastructure demand (both maintenance and new investment) of
about 3 percent per year (Fay and Yepes 2003), about three times cur-
rent levels.

* Raising Peru’s infrastructure stocks to the quality and coverage of the
regional leader (Costa Rica) would add about 3.6 percentage points of
growth to annual GDP (Calderén and Servén 2004).

Sources: Calderén and Serven (2004); Guasch and Kogan 2005; Fay and Yepes (2003).

III. Moving Forward

Due to the large deficit for infrastructure services for the ongoing economic growth
and development of Peru—estimated at US$10 to US$16 billion—the government
must develop an integrated strategy to relaunch its infrastructure investment pro-
gram. The new strategy needs to promote infrastructure investments essential to
enhance competitiveness, economic growth, regional development, and poverty
reduction. There are three key requirements for a successful strategy:
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¢ Increase overall investment levels.
¢ Increase the benefits of each project.
¢ Address issues behind social resistance to concessions.

Increasing Investments in Infrastructure

Infrastructure investment should be increased through greater fiscal space for pub-
gh g % p

lic investment where possible, combined with the use of private sector financing,

guarantees, and infrastructure funds.

Tapping Private Sector Financing for Infrastructure Projects: PPP
Framework

Public sector financing for infrastructure investment can be increased through spe-
cial earmarked taxes and user fees. However, given the high investments required to
achieve the GOP’s objectives (near US$2 billion over the next three years) and given
Peru’s fiscal constraints, the government should attract private funding to finance
most-needed investments and leverage scarce public funds. The salient modes of
bringing in the private sector are the concession framework and the use of innova-
tive private-public partnerships (PPP). Many future infrastructure projects should
be awarded as concessions to private sector sponsors, and financed with privately
raised debt and equity. Many of the projects in the pipeline are not financial viable,
but are socially desirable (such as regional airports, regional ports, coast-mountain
region links, and urban water distribution). The most appropriate mode entails pri-
vate sector concessions, with the government partially financing or providing credit-
enhancement for the project, for example through minimum annual subsidies, min-
imum revenue guarantees, or other forms of guarantee.

DEVELOPING FINANCIAL GUARANTEES AND INFRASTRUCTURE FUNDS

Peru presents increasing domestic options for developing creative and effective financial
instruments for infrastructure investment. Over the last few years, domestic capital
markets have deepened and securities laws and regulation are relatively strong for the
region. Public guarantees can be quite effective in leveraging public sector funds and
reducing uncertainties. Guarantees lower the cost of capital, and thus the financial con-
tributions by the government. Moreover, projects covered by guarantees, such as those
by the World Bank (under the Guarantee Facility project in Peru), make projects invest-
ment grade and thus a target for investment by pension funds, which in Peru are highly
liquid and eager to invest in higher-return endeavors (see below). Public-private infra-
structure funds, such as those used in Brazil and Colombia, can be useful as well.

TAPPING LOCAL MARKETS AND LOCAL INSTITUTIONAL INVESTORS: PENSION FUNDS
AND INSURANCE FIRMS

The government and private promoters of concession projects need to take into
account institutional investors’ requirements in terms of debt and equity instru-
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ments design, as this is crucial to attract increased private financing to infrastructure.
Private pension funds in Peru have demonstrated that they have some appetite for
infrastructure investments, with participation in at least seven projects in recent
years. Total investments by pension funds (administradoras de fondos de pensiones—
AFPs) exceeded US$300 million in debt and equity. The promoting public entities,
as well as the private project sponsors, should make a conscious effort ex ante to
design the concessions and their financing structure in a way that allows them to
obtain risk ratings acceptable by AFPs. AFPs typically look for investment-grade,
AAA local ratings, but could consider up to BBB+ local ratings, given the right
yields.

AFPs look both for local currency and foreign currency investments, and give rel-
atively more importance to instrument creditworthiness than liquidity. As the pen-
sion system matures and the annuities market develops, life insurance companies
will have an appetite for highly creditworthy, long-term, local currency instruments,
especially if they are indexed on inflation. Such good risk ratings can be achieved in
the concessions design through various credit enhancement mechanisms, including
multilateral partial risk guarantees; dedicated escrow accounts to capture govern-
ment flows to the concession—if any; first loss retainer by concession; specialized
financial insurance companies, as in Chile, and so forth. Coordination across MEE,
the Private Investment Promotion Agency (Agencia de Promocidén de la Inversién Pri-
vada para el Desarrollo de Inversiones en el Peri—Prolnversién), institutional
investors, and the Supervising Agency of Banks and Insurance (Superintendencia de
Banca y Seguros—SBS) is key to designing concessions with all the necessary char-
acteristics to raise adequate financing. (For more information on institutional
investors and financial instruments, see Chapter 7 of this book.)

Securing Higher Levels of Benefits from Concessions

Improving Concession Design

Improvements over past concession designs should be a cornerstone of moving the
program forward in Peru. Focusing on the awarding process, fine-tuning incen-
tives and penalties, reducing the incidence of renegotiation, improving risk allo-
cation, and facilitating dispute resolution will have substantial positive economic
consequences.

In terms of the concession-awarding process, there should be two stages: one to
prequalify interested parties on the bases of experience and a technical proposal, if
applicable, and a second to solicit bids from the prequalified bidders using a single
criterion for selection. There are three criteria that have generally been used to award
concessions after prequalification has taken place. The first—minimum tariffs—has
frequently been used, but has some flaws. The salient choices for concession award
criteria, based on efficiency, incentives, and effectiveness against renegotiation,
should be either an annuity payment—a fee (canon) or minimum subsidy for
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unprofitable concessions—or the least the present value of revenues (LPVR), when
appropriate.

Broad and sweeping statements in concession contracts about financial equilibrium
without reference points are undesirable, and often have been the source of conflicts
and inefficiencies. Such clauses should not guarantee financial equilibrium without
making reference to efficient operation and preserving the sanctity of the bid. Finan-
cial equilibrium clauses should also specify the capital base on which the firm is
allowed to earn a fair return. To avoid opportunistic renegotiations, the concession
contract should address as clearly as possible two conditions: (i) events that would trig-
ger tariff adjustments and the extent of the adjustments; and (ii) events that would
trigger a renegotiation of the contract, including guidelines about the process and out-
comes of the renegotiation. Performance bonds and penalties should be adequately
specified in the contract itself or in the regulation framework, and use agreed clauses
to penalize noncompliance—such as not meeting targets, failure to fulfill investment,
retribution, or quality obligations. Sanctions in concession contracts should depend
on the magnitude of the fault or noncompliance and on the extent of reoccurrence.

Prioritization of Projects and Quality of Infrastructure Expenditures

Given fiscal constraints, it is imperative that the government carefully select high-
value targets for public financing, setting in place proper screening and evaluation
so as not to finance “white elephants.” The National Public Investment System (Sis-
tema Nacional de Inversidn Piiblica—SNIP) will be crucial in this process. Particular
priority should be placed on the development and concessioning of the Port of
Callao, at least one regional port in the North, such as Paita, and at least one in the
South, such as in the Ica-Pisco area, as well as the regional airports—all essential to
support regional development and to reduce logistics costs. Investments in water
and sanitation in medium-size towns are also critical for poverty alleviation, along

with building key feeder roads.

Enhancing Regulatory Design

The main objectives of a regulatory framework are: (i) to induce the regulated firm
to operate at the lowest possible (efficient) cost; and (ii) to closely align prices (tar-
iffs) with costs, thereby allowing the firm to earn only normal profits. Key factors
for price-tariff alignment are the determination of the cost of capital (essential to set-
ting tariffs), regulatory accounting, and credible commitment to not allow oppor-
tunistic renegotiation. Currently, these are all issues in Peru. Both the government
and operators should be accountable for the initial bid and the contract, and biting
sanctions should be set in the event of a breach of contract or noncompliance. To
effectively determine tariff adjustments, the regulator must have the professional
capacity, regulatory instruments, and accounting norms to determine the cost of
capital and evaluate the concession assets.

In terms of determining future tariffs, a number of lessons have emerged. For
instance, arrangements and criteria for the readjustment and revision of tariffs
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should be clear and based on cost of capital considerations. Furthermore, extraordi-
nary revisions of tariffs should only be permitted in clearly defined circumstances,
such as changes in the rates or calculation of specific taxes and allowed costs, and
should not cover the normal commercial risks of providing the service, such as
changes in the cost of labor or operational inputs.

Care should be taken in choosing among the types of regulatory regimes—rate
of return and price cap—and the tradeoffs between them should be understood.
Price caps provide incentives for securing efficiency gains, at least between tariffs
reviews. They are low maintenance in the sense that they do not require high levels
of information about the concessionaire’s operations (at least between tariff reviews).
However, price caps induce a higher cost of capital as a result of their inherent risk-
iness, and efficiency effects can be lost through rapid renegotiation. Rate-of-return
regulation does not provide strong incentives to reduce costs and requires much
higher information levels for the regulator. However, it generates a lower cost of cap-
ital since the associated risk is lower.

Regulatory accounting that defines the scope and treatment of assets and liabili-
ties is key to assisting in the alignment of costs and tariffs, and such accounting has
been an issue in Peru. For example, determining an accurate cost of capital and val-
uation of concession assets is critical to ensuring that the concessionaire earns a fair
return on investment. One way to value assets is to rely on a full cost of service
approach that takes account of the replacement value of all of the assets of the con-
cession and allows for the estimated depreciation of these assets over standard peri-
ods rather than according to historical accounting conventions. The regulatory asset
base would thus be equal to the replacement value of the concession assets and
would be totally separate from the book value of such assets.

Effective regulation requires good information about the operations of the regu-
lated firm. The regulator needs to periodically collect information about costs, rev-
enues, prices, investments, financial data, and realized demand from the operator.
Reporting requirements, including form and frequency, should be stated in the con-
cession contract. The contract should also provide the regulator with subpoena pow-
ers to coerce the information from the operator and the right to impose significant
and increasing fines in the event of noncompliance. In order to make use of data col-
lected from the operator, the data should be standardized and the regulator must
have the capacity to analyze it, a job that can be quite complex.

Operators face risks due to possible political interference and unpredictability in
the implementation of regulation, which can drive up the cost of capital. To reduce
this risk, regulatory frameworks and agencies should be grounded with the strongest
legal instruments, and agencies should be given proper autonomy levels.

Addressing Social Issues

To move forward with concessions, the concerns of the public and negative impacts
on the poor and laid-off workers must be addressed. It is essential to improve trans-
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parency of project selection, the awarding process, financing, and the use of funds
and proceeds; and the Internet should be used to enhance transparency as much as
possible. Mounting an effective communications campaign explaining the motiva-
tion and likely outcomes is another key step, and involving local and regional stake-
holders in decision making through private participation is also essential to win pub-
lic support and ensure more positive concession outcomes. Civil society and
international organizations can play a role in holding infrastructure providers
accountable, and decentralization is often a way to increase accountability and
responsiveness to local needs.

Accounting for the poor and other citizens who may be adversely impacted by a
project is also key. Improvements in infrastructure services have great potential to
benefit the poor. However, for the poor to realize these benefits, specific attention
should to be paid to their needs and vulnerabilities throughout the private partici-
pation process. This step is necessary for both equity reasons and to improve public
support for concessions. Connection and consumption subsidies, quality-price
tradeofs, flexibility in payment, and phasing-in periods for tariff adjustments are all
measures that can help the poor. If a concession leads to employment losses, special
consideration also needs to be devoted to laid-off workers. Measures to compensate
the affected and to retrain them for reinsertion in the labor market ought to be con-
sidered. Examples include on-site tutorials on employment, microenterprises, or
self-employment opportunities.
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Access to Financial Services: Setting the Basis

for Sustainable and Inclusive Growth

Hela Cheikhroubou

Abstract

Although it has continued to grow, Peru’s financial system is smaller, relative to GDD
than those of most large countries in Latin America. As of end-2004, total financial sec-
tor assets were about US$35 billion, equivalent to 53 percent of GDE compared to about
100 percent of GDP in Brazil (2002) and Chile (2003) and 61 percent of GDP in
Colombia (2003). Financial deepening has slowed in Peru since 2001, as it has in many
other countries. Any meaningful deepening of access to financial services will include a
magjor role for local banks, which represent 65 percent of the financial sector. As such, the
government should maintain and reinforce the regulatory and supervisory role of the
Superintendency of Banking and Insurance (Superintendencia de Banca y Seguros—
SBS); roll out an agenda for enhanced risk management approach; set up an effective
[framework for large bank problem resolution; and carefully weigh the pros and cons of
increased credit activity by public banks and try to limit such activity ro a second-tier role.

Significant strides have been made, yet Peru has a challenging agenda for improving
access to credit by smaller companies, especially rural and agro-oriented, through stronger
lending infrastructure, releasing constraints to alternative lending tools, and enbhanced
capacity of microfinance institutions. Peru can boast advanced credit reporting systems, a
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pilor commercial courts program, and fast-growing, formal microfinance institutions, as
well as growing leasing volumes. However, further outreach and preservation of credit his-
tory is needed; execution of collateral delays needs to be shortened; residual constraints to
well-developed leasing, factoring, warehouse, and trade financing have to be eased; and
enhanced governance and institutional capacity need ro be promoted in microfinance
institutions.

After 13 years of reform, private pension funds (Administradoras de fondos de
pensiones—AFPs) are evolving into the main old-age revenue scheme for Peruvian
workers. However, despite ongoing regulatory improvements, AFPs continue to pose sig-
nificant challenges to policy makers. These challenges include persistent low coverage, high
commissions, limited competition, fast asset growth (in a context of restrictions on invest-
ments abroad), and lackluster growth in financial instruments on the domestic capital
markets. Moreover, as the system matures into the payout phase, policy makers should
work on the design of retirement products (annuities), the regulation of intermediaries
(life insurance companies), and the availability of adequate financial instruments for
intermediaries visk management. Policy makers also should work on preserving the pur-
chasing power of Peruvian pensioners.

I. Current Status
Banking Sector Stability

Like most Latin American countries, Peru’s financial system is small relative to GDP,
is bank centered, and remains highly dollarized. These characteristics reflect the
country’s similar heritage of high inflation. Peru’s financial system is relatively small;
it grew after inflation was reduced, but since 2001 growth has been slow, as in most
countries. Banks in particular have grown less rapidly than GDP, though they still
account for over 60 percent of financial assets, down from 77 percent in 2000. At the
same time concentration in the banking sector has increased, as the share of the four
largest banks climbed from 72 percent to 82 percent of total banking sector assets.
Although such concentration might reflect a search for economies of scale, it exacer-
bates the “too-big-to-fail” risk and puts a premium on strong, active bank supervi-
sion. The government has been trying to address this risk, for example by
encouraging all banks to maintain more than the minimum required capital-to-risk
ratio.!

Banks have moved into new types of lending since 2000, namely mortgages and
consumption and microfinance loans. After stagnating for several years, credit picked
up in 2005. Commercial loans have declined from 84 percent of loans in 2000 to 66
percent in 2005. Major domestic firms have shifted away from local bank borrow-
ing, with rapid development of the domestic bond market, improved enterprise
retained earnings, and improvements in Peru’s international ratings. Peruvian banks,
in turn, are shifting into mortgages, consumer credit, and micro credit, as banks in
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many other countries are doing. Improved information availability on borrowers
from the SBS and credit bureaus has contributed to improved profitability of these
activities. The government Fondo MiVivienda (FMV) program has funded much of
the recent expansion in mortgage lending through its second-tier lending and partial
credit guarantees, supporting otherwise underserved segments of the population.

Official indicators show that the financial soundness of the banking sector has
strengthened, though some banks continue to require intensive supervision. The
average weighted capital-to-risk assets ratio for the sector increased from 12.8 per-
cent in 2000 to 14.1 percent in 2004 (Table 5). The banks” average liquid assets to
total assets ratio also strengthened, the quality of banks™ loan portfolio improved,
and bank profitability grew. For example, the rate of return on equity rose from a low
4.3 percent in 2001 to 11.6 percent in 2004, and the rate of return relative to assets
rose to above 1 percent. However, a few banks continue to require intensive supervi-
sion, due to either exposure to the risks associated to offshore entities, relatively weak
asset performance, or corporate governance and ownership issues.

The SBS has made significant strides in improving regulation and supervision
over the last few years. The more significant regulatory actions include decreases in
individual and consolidated exposure limits; exempting goodwill from capital ade-
quacy calculations; measuring and analyzing country, liquidity, and operational
risks; and measuring and reducing foreign currency risk in the credit area. A depart-
ment focusing on risks was created within the SBS. In addition, the SBS has strength-
ened its monitoring of foreign branches or subsidiaries of local banks and generally
improved its consolidated supervision. A forward-looking supervision scheme is
being implemented, and on-site inspections have adopted a comprehensive risk-
oriented approach. These actions have been a major factor in Peru’s significantly
improved compliance with the Basel Core Principles. Remaining weaknesses include
the framework for bank resolution, which may not be adequate to deal with prob-
lems in a large bank. Finally, SBS has a project team dedicated to assessing and plan-
ning for Basel II directives implementation.

Public sector banks remain a sizeable part of the financial system and, in some
cases, they plan to expand, which may entail fiscal risks. Peru closed most public sec-
tor banks in the first half of the 1990s, due to severe losses. Currently, three are in
operation. Banco de la Nacién (7.5 percent of the financial system in 2004) acts as
the fiscal agent of the government, provides the government with liquidity, and
offers loans and banking services to public sector employees and public sector enti-
ties. In accordance with recent revision of its statutes, the Banco de la Nacién plans
to expand its large network of offices and increase its already rapid growth of con-
sumer credit in underserved areas. The revision also allows Banco de la Nacién to
issue bonds, as authorized by the Ministry of Finance (Ministerio de Economia y
Finanzas—MEF), a funding source that had been eliminated in 1994. The Corpo-
ration for Financial Development (Corporacidn Financiera de Desarrollo—COFIDE
(3 percent of the system) is a second-tier bank that intermediates multilateral credits
and repayments from earlier loans. It has increasingly invested its resources in the
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capital market and is planning a pilot program of credit and other services, includ-
ing weather risk insurance. COFIDE’s recent admission as an aspirante (apprentice
market maker) in public debt should be carefully assessed to weigh its risks and rele-
vance to the institution’s mandate. AgroBanco began second- and first-tier lending
for small farmers in late 2002, but it remains small. Its resources have come solely
from budget allocations. Experience in Peru and elsewhere (Brazil, Mexico, and so
forth) suggests that public sector banks often crowd out private sector activity, and
usually lead to significant fiscal costs.

Conversely, second-tier FMV has provided a total of US$404 million in long-
term funding for primary mortgage lenders, targeted to moderate- and low-income
households. The Peruvian government created FMV as a second-tier fund in 1999.
In addition to its role in providing long-term funding to private banks, FMV pro-
vides mortgage default insurance that partially indemnifies lenders against default
risk. FMV also operates an interest-rate subsidy program for low- and moderate-
income borrowers. FMV’ credits represent about 0.5 percent of Peru’s GDP and led
to more than US$180 million in loans in year 2004, about 25 percent of total pro-
duction in Peru, and 70 percent of the net growth in the housing portfolio. The
default rate of these mortgages has been less that 0.5 percent annually (see Chapter
15 of this book for more details).

Deepening Financial Access for Micro, Small, and Mid-Size Companies®

Microcredit has grown sharply and access to banking services expanded, dominated
by banks and CMACs. However, at around 2 percent of GDP, potential for further
growth exists if overindebtedness risk is contained. Bank offices and ATMs have
grown, and the number of borrowers from banks and CMACs has risen by over 50
percent since 2001. Major banks are planning further expansion of microcredits, so
far mostly in urban areas. Microenterprise finance has grown 20 percent faster than
nominal GDP between 2000 and 2005.3 Specialized microenterprise finance insti-
tutions account for much of the growth, resulting in approximately a 50 percent
share of banks in microenterprise credit, down from 65 percent in 2000. In such a
thriving microcredit sector, it seems doubtful that additional gains could be made
from larger lending role by Banco de la Nacién and other public banks.

The CMAC:s are relatively sound, but the rural savings banks (cajas rurales—
CRAC:) are less so, and governance issues remain. The CMACs account for 35 per-
cent of microcredit and their share has more than doubled since 2000. Three of the
stronger provincial CMACs were allowed to enter the highly competitive Lima mar-
ket in 2003 and, as stipulated by the SBS as a condition for entry, their loans there
have grown less than their deposits. Most CMAC:s are expanding into consumer and
mortgage credit, a diversification out of their core business. Average profitability of
the CMAC:s declined in 2004 and six of the smaller CMACs have weak portfolios.
All CMAC:s face increased competition, especially those entering Lima. Moreover,
issues exist in the CMAC’s risk management, institutional capacity, and governance,
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especially since their directors largely represent the political side of the municipali-
ties. CRAC:s represent only 7 percent of the microfinance system but many are in
weaker shape than the CMACs and, despite improvements, require continued inten-
sive monitoring. As with the CMACs, CRAC: face increased competition and have
entered new businesses that pose significant challenges to their institutional capacity
and governance. During 2004, some CRACs implemented adjustment processes
and increased capital under SBS monitoring.

Agricultural lending, particularly to smaller farmers, remains a significant chal-
lenge, and banks are the main lenders for the sector. Private commercial banks
account for 85 percent of agricultural lending, which has remained stable at 9 per-
cent of GDP since the fall registered in 1999 following El Nifio. The microenterprise
finance institutions have actually reduced the average share of agriculture in their
portfolios, especially CRACs. Stagnant agrolending reflects significant weaknesses in
the legal system regarding collateral, land tilting, and information systems in the
rural areas. Moreover, financial institutions remain concerned about the lack of a
repayment culture, which dates back to the 1980s and the closing of the public sec-
tor development bank for agriculture, Banco Agrario. As such, the limited role of the
new AgroBanco should be managed carefully to avoid costly repeats. For now,
Agrobanco has provided a small amount of second-tier lending to CMACs, CRAGC:s,
and organizations for the development of small and micro enterprises (Entidades de
desarrollo de las pequerias y microempresas—EDPYMES), as well as more contentious
first-tier lending to producers associated with productive chains (cadenas producti-
vas). The institutional capacity of AgroBanco is very limited, which will hamper the
viability of its activities.

A comprehensive solution for agriculture financing is still elusive. Recently, part
of the agricultural sector has diversified into investment-intensive, technically sophis-
ticated new crops, grown sharply, and contributed to nontraditional export growth.
Financing has come from the producers themselves, local investors, and suppliers.
But this still represents only 2 percent of the agricultural land. Lack of access for the
rest of the agricultural sector seems to be more a problem of fragmentation of small
production units, lack of business and accounting capabilities, low profitability,
default culture, and collateral execution difficulties, rather than a financial sector
supply problem.

Another limited government attempt to reenter agricultural lending has been
COFIDE’s Producto Financiero Estandardizado (PFE), whose evaluation is needed.
PFE is a first-tier financing technique aimed at overcoming the existing gap between
small producers and financial institutions. The product is still in an embryonic
phase, but the existing portfolio should be evaluated to determine its effectiveness,
viability, and impact. The main weaknesses of this initiative are that COFIDE’s insti-
tutional experience and capacity have always been for second-tier lending, so it
might not be well prepared for this type of direct lending. Moreover, incentives
would be misaligned if COFIDE assumes 100 percent of the credit risk while loan
management is delegated to microfinance institutions.
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Credit history is an important intangible asset for all borrowers, especially small and
medium enterprises (SMEs); and the credit reporting system in Peru has made impor-
tant advances over the past 10 years. There is a substantial amount of credit information
available and shared through the credit reporting systems in Peru. The SBS monthly
debrtor status report now covers all debts to private institutions, irrespective of loan size,
and includes both debtors in arrears and those in good standing. In addition, two pri-
vate credit bureaus offer reports and credit scoring models, based on the SBS data and
additional information such as borrower address, labor information, collaterals, and
arrears on tax payments, as well as debts with nonfinancial creditors, NGOs, and real
estate firms. An enabling legal framework was developed, including the Private Credit
Reporting Firms Law of June 2001, the purpose of which is to regulate the distribution
of risk information in the market to guarantee the rights of the owners of the informa-
tion (debtors). Banks and other lenders have responded positively to all these changes.

Peruvian SMEs—especially nonexporting ones—continue to cite low access to
finance as an important obstacle, yet some alternative financing tools have grown
recently. Alternative financing instruments such as leasing, factoring, warehouse
financing, trade financing, and others have shown significant growth recently,
demonstrating that the Peruvian financial sector is moving in the right direction; yet
untapped potential remains high. In the case of export-oriented SMEs, the lack of
access is more due to SME’s low level of formality, bad accounting practices, and lack
of supply-chain integration rather than scarcity of financial instruments (see Chap-
ter 8 of this book for additional discussion on exporting SMEs).

Pension System Growth and Availability of Financial Instruments

While banking sector size has stagnated, pension system assets have grown sharply,
reaching 12 percent of GDP after 13 years of reforms; yet coverage of active workers
remains low. The public pension system has also been put on a sounder footing by
congressional reform of the costly “living decree” (cédula viva) portion of the system;
hence the old public pension system is becoming less important and most new
employees opt for the private system. Nonetheless, the public pension system remains
a major government liability. Conversely, the private pension system has been grow-
ing fast (AFPs as of end of 2005 had US$10 billion under management) but contin-
ues to display low coverage at around one quarter of the active population, the lowest
in Latin America except for Bolivia. The low coverage is at least partly due to the size-
able informal sector, and the continued importance of the public system. Among the
contributors, less than half contribute in a given month,* a figure somewhat lower
than in the rest of Latin America (see Chapter 31 of this book for further details).
Recent SBS actions have yielded some improvements, but AFPs fees remain high.
AFPs commissions on monthly contributions of the workers remained higher than 2
percent of salary, in addition to a 1 percent fee for disability and survivorship insur-
ance. These fees should be compared with the affiliates’ pension savings of 8 percent
of salary. This savings rate is among the highest of Latin America, where commis-
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sions range from 0.5 to 2 percent of salary. The market went through a consolidation
phase early on, which has probably reduced competition, leaving only four AFPs.
Recent SBS regulatory changes have made it easier to transfer across AFPs, and a
new, cheaper AFP was licensed in 2005.> This led to significant reductions in fees,
but they remain relatively high.

Like other countries with fully funded pension schemes, SBS has to make tough
compromises to promote diverse investment strategies while preserving accumulated
savings value. In an effort to protect the contributors, each AFP is required to realize
a rate of return that remains within a narrow range around the average for the private
pension industry. This requirement creates a herding effect® that is more extreme
than regional peers. Moreover, AFPs have a reserve requirement (encaje) of 1 percent
of the fund, which is invested within the affiliates’ fund. In an effort to reduce herd-
ing and promote more tailored investment strategies, SBS introduced in December
2005 the multiple funds scheme (Multifondos).”

The AFPs have become a major investor on the local capital markets; their role in
financing the productive sector compares well to other LAC countries, yet is below
initial expectations. The AFPs are now 22 percent of the financial system compared to
9 percent in 2000. Their growth has created a market for government bonds and cor-
porate equity and bonds. At the same time, increases in these issues have permitted
AFPs to diversify away from the financial system. AFP holdings of bank and other
direct financial sector liabilities and equity fell from 55 percent of assets in 2000 to 24
percent in June 2004, while holdings of the Central Bank (Banco Central de Reserva
del Perd—BCRP) and government debt rose to 21 percent. The AFPs have also been
allowed to increase diversification offshore slightly: the offshore investment limit is
now 10.5 percent of their portfolio, compared to 7 percent in 2000. Finally, AFPs can
invest in public or private offerings. The latter are only open to institutional investors
and have fewer requirements from CONASEV? (only registration and disclosure
through the custody/clearing entity CAVALI, as well as risk rating). AFPs were
recently allowed to invest in structured notes for up to 5 percent of their portfolio.

Compared to other LAC countries, AFPs in Peru have built more diversified
investment portfolios. As of late 2005, Peruvian AFPs held only 22 percent in gov-
ernment debt, 22 percent in financial sector securities, and 56 percent in productive
sectors financing. This is partly due to tight limits on exposure to the government
risk, and nascent stage of domestic public debt. This diversified investment has so far
benefited relatively large players in the corporate sector.” The regulatory framework
requires that AFPs investments be limited to high-quality instruments, with the
objective of limiting principal losses. Almost all AFP holdings of private sector
instruments are actually in the two highest investment grades.

Interestingly, AFP assets display a lower level of dollarization than banks, at
approximately 40 percent. Regulations have been amended to allow AFP to use hedg-
ing instruments (foreign exchange forwards), within limits that avoid speculation.

AFPs investment choices are in fact constrained by small and illiquid equity and
bond markets. Equity market capitalization was about 30 percent of GDP in 2004,
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compared to 20 percent in 2000. Peru’s equity market remains small and illiquid, even
compared to other major Latin American markets.!® They all suffer from the migration
of equity issuance, trading of the larger companies to industrial country markets, and
takeovers by multinational companies such as telecoms that traditionally raised equity
locally. In Peru, equity issues are no longer a significant source of corporate funding. A
few private equity investment funds have been created, tailored to AFP’s need for a
high fund credit rating, and oriented to SME’s minority stakes in infrastructure con-
cessions. These initiatives should be analyzed and supported as they might represent an
attractive complement to organized exchanges. Mexico recently promoted a new secu-
rities law centered on the need to attract more private equity investors to the country.

To some extent, the bond market has replaced the equity market as a source of long-
term funding for large private companies in Peru, and is also substituting for bank
loans. Corporate long-term bond issues, mostly in dollars, were US$1.6 billion in
2004, double the 2001 figure. Total private bonds outstanding in late 2005 exceeded
US$3.7 billion, after two years of strong growth in issuance. Yet this remains well
below the appetite for securities by AFPs, insurance companies (US$2.3 billion in
assets), and mutual funds (US$2.2 billion). While mutual funds in Peru are focused on
short-term, dollar-denominated instruments, life insurers seek long-term, local cur-
rency securities, especially if indexed on inflation. The stable macroeconomic environ-
ment and remarkable developments in public debt management, in coordination with
growth in local institutional investors, allowed for a substantial lengthening of the
tenors in the local currency yield curve, up to 20 years in nominal rates and 30 years in
nuevo soles VAC (see Chapter 5 of this book for more details on domestic bond mar-
ket development). It is worth highlighting that a lot of innovations are happening in
Peru in terms of structured bonds (9 percent of AFP assets) and investment funds (3
percent), tailored to meet institutional investors’ requirement for high creditworthi-
ness. Bond markets remain illiquid though, which poses the issue of accurate portfolio
valuations of AFPs and other investors, given the infrequency of price quotations.

Peruvian AFPs have also demonstrated that they have some appetite for infra-
structure investments, but scope remains limited. AFPs have participated in more
than seven different projects in the last years.!! AFPs total investments exceeded
US$300 million in debt and equity. A crucial success factor ex ante is to design the
concessions and their financing structure in a way that allows them to obtain risk rat-
ings acceptable by AFPs (investment grade by two risk rating agencies), thereby help-
ing to preserve pensioners’ money.

II. Future Challenges
Banking Sector Stability

In a highly concentrated banking sector, the present framework for bank resolution
is adequate for small distressed banks but may not be adequate to deal with problems
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in a large bank. The Deposit Insurance Fund (Fondo de Seguro de Deposito—FSD)
would require some time in order to rebuild its funds to the point where they repre-
sented a reasonable stock compared to the legally required payments to the deposi-
tors that it presently insures. To cover a large volume of depositors before that time,
FSD would need to borrow from the government as it did in 2001. Another possi-
ble issue is unavailability of BCRP lender-of-last-resort facilities to banks in the rég-
imen de vigilancia (the second stage of the SBS surveillance and intervention), even
if they have collateral. This limitation could hamper the orderly resolution of severe
problems in the largest banks of the financial system.!? The SBS, mindful that
actions enacted under crisis conditions are not always the best, began an analysis of
alternative legal approaches to address bank resolution.

Given the recent shift in banks” portfolios to new segments, the lack of appropri-
ate risk management tools and disclosure could lead to costly learning, or even dis-
rupt existing practices. Credit risk models, tools, and stress-testing techniques are yet
to be fully implemented in many banks. Moreover, banks (and other lenders) may
lack the expertise to manage risks involved in the new types of lending. As an illus-
tration, a bank with pure corporate expertise that penetrates the microcredit segment
by lending to good payers based on the credit information systems could inadver-
tently contribute to overindebtedness of microenterprises and defaults on preexisting
microcredits from nonbank intermediaries. This is because microlending techniques
are based on motivating debtors to repay through the promise of increased loan
amounts (some of this was observed during Bolivia crisis in 1999-2000).

Significant increases in the level of direct lending by public banks would pose a
fiscal risk and may introduce competitive distortions. International and domestic
experiences with first-tier public banks are generally negative and costly. Sharp
increases in Banco de la Nacién, COFIDE, or AgroBanco’s levels of direct lending
activities would be worrisome and raise old issues about the crowding out of private
finance by government and the potentially large fiscal costs. Public institutions are
rarely able to muster adequate resources to solve the market failures that they are cre-
ated to solve. Successful public banks in other countries benefit from the clear and
limited role that facilitates private sector involvement and leverages scarce public
funds with more abundant private investments. Any expansion of the role of public
banks in Peru should occur within the context of clear measures of purpose, effi-
ciency, transparency, and governance, and a long-term effort to monitor their
performance.

The main risk to the financial stability of the domestic banks would be the weak-
ening of credit quality in the event of a depreciation, which reflects the impact of
high financial dollarization.!® There is still an overwhelming level of financial dollar-
ization in Peru, where 75 percent of the banks’ loans and 67 percent of the deposits
were dollar denominated as of end-2004. The SBS issued a regulation in 2005 aimed
at addressing this risk. The regulation requires banks to make better estimates of and
internalize the risks from unhedged borrowers in foreign exchanges, a first in Latin
America. If a bank does not properly comply with the regulation, a provision of
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1 percent will have to be made for all dollar loans to unhedged borrowers by June
2006. The regulation is an important step in the right direction but is broad and may
not create sufficient incentives for banks to implement a rigorous measurement of
the corresponding risks. The SBS is working on fine-tuning this measure.!

In addition, dedollarization seems to be making slow inroads in some of the
banking products, a trend that Peruvian authorities rightfully wish to encourage in
the future, but which may be largely speculative. The challenge is to identify the
speculative versus structural parts of this trend and to analyze how it can be expanded
to further financial products and sectors. Some dedollarization trend has been
observed recently across the financial sector, partially due to the shift in 2002 to a
monetary policy that is based on inflation targeting within a managed currency float,
which led to lower interest rates and relatively stable currency. It is important for the
various authorities to seek to accompany the way financial contracts in the private
sector are responding to these developments. For several sectors, local-currency,
long-term instruments would address better the risks of issuers. This is the case of
several infrastructure projects (such as toll roads) for subsovereign borrowers and for
household mortgages. One of the potentially promising pockets of action could be
led by MiVivienda, the government’s second-tier mortgage finance institution,
which is actively working on the promotion of local currency mortgages and on
preparing the ground for mortgage-backed securities. However, borrowers’ demand
for nuevo soles VAC mortgages has been very weak. This may change with persistent
macroeconomic stability. As markets become comfortable with the persistence of low
inflation and interest rates, it should be possible to introduce nominal nuevo sol
mortgages, which could prove more appealing to borrowers. Finally, it is worth high-
lighting that the trend has been for nuevo soles to appreciate versus the U.S. dollar,
and for local yields to decrease or remain stable, and so the observed preference for
soles-denominated deposits and dollar-denominated borrowing might be oppor-
tunistic positioning, with a potential for reversal. Actually, some evidence of this was
observed when U.S. dollar rates picked up and the nuevo sol depreciated by 5 per-
cent in 2005; the Central Bank has had to intervene both by hiking local interest
rates and increasing foreign exchange operations.

Deepening Financial Access for Micro, Small, and Mid-Size Companies

Although access to financial services has grown, Peru’s financial system faces consid-
erable developmental issues and challenges, including expansion of rural services and
improving the informational and legal frameworks. Rural financing issues include
the lack of information on the borrowers, lack of clear land titles and an effective
legal system for collateral, a credit culture with a history of nonpayment of agricul-
tural loans, and lack of instruments to mitigate weather risk.

Debtor information quality has improved and should not be jeopardized, since it
is critical for sustained increases in credit access. There was a parliamentary proposal
to shorten substantially the current five-year reports on creditors. Shorter reports
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would reduce the value of the credit information and limit the ability of borrowers
to develop an intangible asset—their credit rating—thereby reducing their credit
access. Other aspects of the environment for credit reporting are still to be devel-
oped. For instance, credit scoring tools have yet to be refined and penetrate the small
and micro business lending market. The legal framework at the national level does
not provide a fully effective consumer protection and there is no regulation of credit
reporting activities. Advances in data quality, information broadening, and timing of
information availability are required.

Several obstacles remain to effective collateralized lending, despite progress in
improving the legal system for guarantees execution. Currently, execution of collat-
eral takes three to five years. To shorten this process, the government has begun a
pilot project for commercial courts, similar to what exists in countries such as Mex-
ico and India. A nationwide system of such courts would improve execution of guar-
antees and credit access and cost. Other persistent and costly issues include
segmentation in collateral registries, deficient legal framework for collateralizing
movable assets, and asset titling. The latter is especially relevant to small mortgages
and investments in agriculture.

Governance issues and financial weakness of some microcredit institutions could
be problematic. The specialized microenterprise finance institutions are too small to
represent a systemic threat. However, problems in a microfinance institution could
be an issue in a particular locality, especially for low-income populations and their
savings, and problems might spread to other institutions. The cost of any failure
would be borne almost wholly by the ESD, since almost all their deposits are insured.
Improving many of these institutions will be difficult given the challenges they face,
including increased bank competition, their operational capacity, and their gover-
nance structure. Attempts to reduce supervisory resources dedicated to these entities
could lead to aggravated financials and poorer governance practices in weaker
institutions.

Pension System Growth and Availability of Financial Instruments

AFPs’ incentives for their investment decisions need to be better understood. For
example, there should be clarity on the consequences of AFPs being pure asset man-
agers, with regular mark-to-market and short-term profitability concerns for their
marketing strategy, as well as the industry herding effect from the limited yield fluc-
tuation band. Because of these investment decisions, AFPs will be seeking return
maximization over the short-term horizon, as well as industry-wide investment strat-
egy agreements. They will not necessarily position themselves on the long end of the
curve, despite the fact that the resources they manage are long term in nature. Issuers
on the capital markets as well as policy makers will have to adapt to this challenge.
AFPs asset growth projections show that there is a shortage of attractive financial
instruments. Currently there are limitations on issuer creditworthiness and on invest-
ments abroad (10 percent). This could lead to an artificially high value in existing
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assets, which is already observed on some stocks. Moreover, the markets are illiquid,
so prices could fall sharply if an AFP attempted to shift its position. Risks also exist
because some of the issuers of domestic dollar-denominated assets do not have
assured access to dollar earnings.

* Challenges ahead include the weak institutional capacity of CONASEV and
the incomplete securitization framework, which may be limiting collective
savings channeled to finance underserved sectors. Specific legislation to
address these challenges was introduced in October 1996. However, as of
December 2004, the outstanding amount of floating-rate bonds (bonos de tit-
ulizacién) was only US$454 million and there has been no true securitization
of mortgages. Banks currently have little interest in securitization because their
high liquidity makes it possible to fund loans directly. In addition, several
institutional problems contribute to the lack of securitization, including lack
of standardization of financial contracts;'® frequent amendments in tax treat-
ment by the tax authority; and limited regulatory and supervisory capacity of
CONASEYV to analyze, supervise, regulate, and approve securitization transac-
tions in a timely manner. Challenges for securitized paper include the complex
and costly structuring effort as well as low liquidity.

* Lack of a common mark-to-market methodology is yet another market devel-
opment obstacle. SBS and CONASEV have not succeeded so far in develop-
ing common valuation approaches or sets of reference prices (price vectors) for
infrequently traded assets for the AFPs, banks, and mutual funds.

As the private pension system matures, a growing portion of AFP funds will be
shifting to from accumulation to payout, posing the challenge of developing an annu-
ities market. Life insurance companies will play an important role in the payout phase
of the pensions system, since they determine and pay the annuity-equivalent of the
capitalized contributions once the worker retires—unless he or she chooses a phased
withdrawal from the AFP. There are currently 30,000 pensioners in the fully funded
pension system and numbers will soon start to grow substantially. Key choices have to
be made in terms of design and regulation of retirement products, as well as regula-
tion and supervision of the intermediaries for adequate risk management.

The lack of indexed and long-term financial instruments limits intermediaries’
ability to manage their risk or to provide pensioners with good value for their sav-
ings. Most annuities are currently offered in dollars, given the limited development
of long-term and inflation-indexed local-currency debt instruments. The govern-
ment has issued so far limited amounts of indexed debt (nuevo soles VAC), as a way
of lengthening the local yield curve. At this stage there is a very small base of VAC-
indexed securities, but insurance companies have been allowed to invest freely abroad
where it is easier to purchase financial instruments that address their risk manage-
ment needs, except for the currency risk if the retirees prefer sol-denominated annu-
ities. VAC issuance may be further reduced as the nominal rates curve extends, which
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would be a negative development for inflation-indexed local currency annuities to
pensioners.

Finally, Peruvian policy makers have other ongoing challenges, including the
industrial organization of pension funds, identifying effective actions that will lead
to sustained lower costs for contributors, and increasing coverage by the pension sys-
tem. High commissions would constitute an additional disincentive for workers to
become affiliates and to contribute regularly, which was a key objective of the pen-
sion reform. Moreover, structural concerns regarding how to increase the very low
coverage of the system need to be analyzed (see Chapter 31 of this book).

III. Key Policy Recommendations
Banking Sector Stability

Recommended actions for the banking sector aim to ensure sustainable growth while
reducing systemic risks related to economic performance volatility. The overall recom-
mendation is to maintain SBS’s close involvement in the proactive regulation, supervi-
sion, and implementation of forward-looking risk management approaches for banks.

For banks moving into new niche markets, close monitoring of and support for
improvements in risk management are needed. This includes the use of credit scor-
ing techniques and adequate provisions against credit risk.!® Disclosure of risk man-
agement techniques could also be improved. This would add to the extensive
information SBS already publishes and improve market discipline.

A number of actions are recommended to mitigate the risk of a large bank failure:

* Monitor the large financial institutions closely, particularly on a consolidated
basis, so that the risks arising from the overall activities of conglomerates can
be identified and controlled. Limiting approval of additional mergers or pur-
chases of loans from other institutions might also be considered.

* Develop a contingency plan for large bank resolutions, to help reduce systemic
risks in the banking system. The SBS should closely monitor a bank that is
going through a merger process to ensure it continues to streamline its opera-
tions and strengthen its financial situation.

* Reduce the size of the deposits covered by the FSD, presently about
US$20,000 per depositor (nearly nine times per capita GDP) to increase the
likelihood that FSD will be able to repay all small depositors of a failing bank.

* Review the BCRP lender-of-last-resort scheme. For institutions with eligible
securities for the BCRP repo window, allow for funding beyond the restrictive
limit of the bank’s capital.

Furthermore, there should be assurance that growth in public banks” scope of
activities builds on international and regional lessons learned. First-tier public banks
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are usually costly to the government and need to be limited and subjected to careful
monitoring, with subsidies clearly earmarked in the government budget. Examples
in the region and experiences of the past show that public support is best formulated
as a catalyst role to prompt more active intermediation by the private sector.

SBS should aim to strengthen the regulation on exchange-related credit risk and
contribute to the interinstitutional efforts to accompany dedollarization trends. A
close evaluation of the new regulation’s impact and adjustments would be needed.
Moreover, to help maintain low market risks, it is recommended that the current
limit on short currency positions per bank be maintained.

Deepening Financial Access for SMEs

The following actions can help promote equitable financial deepening. Their objec-
tive is to improve underserved SME access to financial services.

Promote legal changes that improve rural (especially agricultural) access to credit,
including improvements in borrower information and collateral registration and execu-
tion. Maintain the current length of credit histories to allow borrowers to develop this
intangible asset (their credit rating). Authorities need to reinforce and promote initia-
tives for land titling, unify the collateral registries, and issue an adequate legal framework
for movable collateral. The SBS! is well positioned to serve as the coordinator for a
reform agenda in credit reporting due to its unique supervisory position for banks and
microfinance institutions. The SBS will need to coordinate these efforts with others in
the public and private sectors, to develop the regulatory framework, strengthen con-
sumer protection, address education and outreach aspects, and improve data availability.

Rural, agricultural, and SME financing would benefit from a wider supply of spe-
cialized financing tools such as leasing, factoring, warehouse financing, and weather
risk mitigation mechanisms. All of these have the advantage of allowing a mitigation
of SME counterpart risk for the lender, thus increasing the supply of financing. Leas-
ing has only recently started to grow substantially, mostly provided by banks, and an
analysis of the status for all these instruments would be most useful to assess their
current outreach and remaining obstacles in order to scale them up, taking into
account international and regional experiences.

The SBS should continue to strengthen supervision over microcredit institutions and
enhance their governance, given the important role played by these institutions in micro
and rural access. The SBS will need to continue its intensive supervision of the weaker
institutions and development of action plans to strengthen them, including improvements
in governance prior to any consolidations. However, this action may encounter problems
given the political nature of governing boards in CMAGCs, for example, which represents a
structural risk that needs to be mitigated to support future sustainable growth.

Pension System Growth and Availability of Financial Instruments

The double objective of these actions—a challenging one—is to (i) support improved
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performance of the mandatory private pension pillar, which is developing over time
into the main, limited coverage, safety net for old age income; and (ii) support a more
effective role for domestic capital markets in channeling collective savings into pro-
ductive sectors financing, thus contributing to financial sector deepening.

Successful implementation of multifondos, wider bands around benchmark
returns, a partial shift to asset-based commissions, and a gradual increase in foreign
investments limits, among other actions, could improve the performance of the pri-
vate pension system. Raising gradually the BCRP limit on overseas AFP investments
to the legal limit of 20 percent would help address the limited universe of domestic
financial instruments. This would also allow greater diversification of the portfolios
of affiliates, the only group in Peru that faces such a limit on offshore diversification.
In addition, an analysis should be done as to the potential impact of a partial move
to an asset-under-management commission system, which could provide greater
incentives for AFPs to optimize the returns on affiliates’ funds and thereby improve
future payouts. Competition could also be stimulated by widening the permissible
band around the benchmark rate of return, a change that may also stimulate trading
in secondary markets. Making competition work also will depend on ensuring that
information on the new multifondos offered by the AFPs is correct and clear.
Enhanced supervision of risk management will also be needed to ensure AFPs com-
ply with the prospectuses of the three funds that each will now offer. Performance of
the system might also be improved and costs lowered by encouraging the develop-
ment of a centralized back-office entity for processing accounts of affiliates, such as
exists in Mexico and Chile. Finally, analysis is needed on how to create incentives for
workers and employers to participate in the pensions system.

CONASEV’s institutional capacity to act as the leading agency for capital market
development should be substantially strengthened, in coordination with key regula-
tory agencies. Currently, CONASEYV is the regulator and supervisor for the stock
market, the securities central depository, stock brokerages, mutual and investment
funds, and selected other institutions. The supervisory and regulatory scope of
CONASEYV needs to be coordinated better with SBS, which regulates a large part of
the investor universe (including banks, pension funds, and insurance companies)
One example of better coordination is the development of a common price vector to
avoid divergences and distortions. In addition, cooperation with BCRP and MEF
will be essential in the pursuit of dedollarization. More personnel with market expe-
rience and a program of capacity building are urgently needed to improve CONA-
SEV’s ability to regulate, supervise, and promote the capital markets. Another
possible solution for CONASEV’s institutional capacity weakness—which should be
carefully analyzed—would be to merge CONASEV with the SBS.

Crucial requirements as the payout phase of the fully funded pensions reaches
maturity include the development of long-term, local currency, indexed instruments;
the design of appropriate retirement products; and risk-based regulation of annuity
providers. Lessons learned from Chile and several international case studies could be
useful in this context. Indexed and long-term, local currency securities can help the
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annuities providers better manage their risk and provide pensioners with better value
for their savings. The government could help achieve this by including the issuance
of indexed financial instruments as a strategic component of debt management strat-
egy, even though nominal debt might be less risky from the point of view of debt
service predictability. The role of insurance superintendence within SBS will grow in
importance over time, as an increasing number of private pension affiliates reach
retirement age and start to purchase annuities.

The Peruvian authorities have a catalyst role to play in creating the enabling envi-
ronment for structured financing solutions. Such instruments will help meet the
growing demands of AFPs and LICs, while channeling much-needed financing to
underserved sectors. A concerted, multiagency effort—ideally spearheaded by a
much stronger CONASEV—is needed. Regulatory clarity and taxation stability are
prerequisites to developing structured financial instruments and tapping the poten-
tial demand from the AFPs and other investors. Among other things, structured
finance helps pool small issuers and improve securities creditworthiness above that of
the issuer. This can serve underfunded sectors such as housing, infrastructure proj-
ects, and SMEs. It will be important to reinforce the essential securitization frame-
work and resolve outstanding issues for well-functioning liquidity tools.

In sizing up the potential demand for long-term securities, it is essential to under-
stand and preserve the intrinsic nature of AFPs as pure asset managers, as opposed to
asset-liability management by annuity providers, and design regulations that pro-
mote sound risk management while avoiding excessive short-termism. AFPs do not
have liabilities. They manage funds that are long term in nature, but in seeking
return optimization they might need to invest in short-term securities, depending on
the market outlook. This should be taken into account when considering the avail-
able sources of funding for long-term investments such as in public debt, housing,
and infrastructure. The regulator does have an important role in designing an invest-
ment performance tracking tool for AFPs. If AFDs are to compete based on a monthly
return basis, this would focus their incentives on short-term returns, which may not
be adequate when managing funds that are long term in nature. In the case of
Colombia for example, AFP performance is monitored through a 36-month rolling
cumulative return, which helps promote longer investment horizons. Conversely,
well-regulated annuity providers (in the payout phase of pensions) do have long-
term liabilities and therefore an appetite for long-term assets. Their preference is for
returns that are adjusted according to inflation (either floating interest rates or better
yet indexed to inflation) in order to preserve retirees’ purchasing power.

In housing, large-scale mortgage securitization in other countries has reduced the
cost of mortgage lending and led to increased efficiencies in the business, while pro-
viding an attractive investment instrument. For this to occur, it must be possible to
transfer large numbers of mortgage liens to new owners.!® Moreover, regulations
regarding bank and pension fund investment in mortgage-backed securities should
correctly reflect the risks and benefits of the legal structure of a securitization, and reg-
ulation of bank funding mismatches should recognize the longer term of mortgages.
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The design and financing of infrastructure concession projects should be tailored to
meet large institutional investors’ need for creditworthy securities. As the annuities
market develops, not only AFPs but also life insurance companies could become a use-
ful target investor for infrastructure and concession financing. They will have an
appetite for highly creditworthy, long-term, local currency instruments, especially if
they are indexed on inflation. Such good risk ratings can be achieved in the concessions
design through various credit enhancement mechanisms. These can include multilat-
eral partial-risk guarantees; dedicated escrow accounts to capture government flows to
the concession, if any; first-loss retainer by concession; and specialized financial insur-
ance companies (as in Chile). Coordination across MEEF, the Private Investment Pro-
motion Agency (Agencia de Promocion de la Inversion Privada—Prolnversion),
institutional investors, CONASEV, and SBS is crucial to design the concessions with
all the necessary characteristics to be able to raise adequate financing (for more infor-
mation on concessions and infrastructure financing see Chapter 6 of this book).

Moreover, it would be good to analyze existing venture capital investments in
Peru and identify the constraints, if any, faced by this viable complement to the stock
market. Anecdotal evidence indicates that there is limited appetite by local and inter-
national investors for minority equity stakes in potentially profitable sectors such as
energy. Therefore, a comprehensive review of the legal, regulatory, and institutional
impediments to private equity investments would be useful. In the case of Mexico,
this led to a review of securities markets law as well as some fiscal provisions.

The government will need continuously to strive for a delicate balance between
two courses of action: (i) issuing domestic debt to lower public debt risk and provide
a market benchmark, and (ii) taking care not to crowd out the demand for private
securities. Both courses of action must take place within a sound macroeconomic
framework for a smooth dedollarization. Peru has made remarkable advances in pub-
lic debt management and has developed a local currency yield curve of up to 30 years
VAC and 20 years for nominal rates, which has led to significant inroads in dedol-
larization. However, this dedollarization trend will only take hold if credible, sound
macroeconomic policies are maintained. The public debt yield curve also serves as a
useful benchmark for private issuers, such as infrastructure projects. However, if
domestic public debt grows too fast, it may reduce institutional investors” appetite
for alternative investments such as infrastructure, housing, or private enterprises.
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Annex
Table A.1 Main Financial Sector Recommendations
Time-

Recommendation Jframe®
¢ Government to maintain and reinforce stable macroeconomic framework. ST-MT
I. Banking Sector Stability
* BCRP to enhance the institutional framework regulating lender-of-last-

resort functions. MT
e SBS to improve internal system for bank rating. ST
* Amend regulations governing restructured loans in order to link

borrowers’ upgrades with their demonstrated track record of repayments over

one to two years. ST
* Discontinue accounting practices not in line with international

accounting standards. MT
¢ Enhance the current bank resolution framework. MT
* Require a provision of 100 percent of the value of the offshore assets in

cases where the SBS is not allowed to fully review and inspect the assets

of the offshore financial institutions. ST
* Reach agreement to exchange information with a number of important

offshore centers. MT
* Revoke the license or prohibit banks from establishing operations in

jurisdictions that do not allow the SBS to conduct effective supervision

of the relevant offshore institutions. MT
* Reduce the size of deposits covered by insurance. MT
* Limit the government’s liabilities arising from actions by public sector banks

and make subsidies transparent. ST
e Reassess the risks associated with a large, short foreign exchange positions. ST
* Strengthen regulation of credit risk induced by foreign currency. MT
e Switch MiVivienda’s program to only sol-based loans (preferably indexed)

to encourage dedollarization. ST
*  Create incentives for banks to adopt and implement risk management

techniques for credit risk. MT
II. Deepening Financial Access for Micro, Small, and Mid-Size Companies
* Maintain the current length of borrower’s repayment records. ST
e Extend the pilot commercial court project on a nationwide basis. MT
* Reinforce and promote initiatives for land titling, unify the collateral

registries, and issue an adequate legal framework for movable collateral. MT
* Ease any constraints to wider supply of specialized financing tools such as

leasing, factoring, warehouse financing, and weather risk mitigation

mechanisms, which benefit SMEs. ST-MT
* Strengthen supervision over microcredit institutions. ST
* Enhance the microfinance institutions’ governance framework. MT
¢ Promote consolidation in the microfinance intermediaries market. MT
III. Pension System Growth and Availability of Financial Instruments
¢ Resolve legal issues related to repos and implement position management

tools (forwards and securities lending). ST

(1able continues on the following page.)
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Table A.1 Main Financial Sector Recommendations (continued)

Time-
Recommendation Jframe®

* Coordinate efforts to develop an efficient price vector and implement it

system wide. ST
* CONASEV/SBS/MEF/BCRP to ease any residual legal, regulatory, fiscal,

and institutional constraints for structured financing instruments, to

promote increased issuance for infrastructure projects, housing, and SMEs. ST-MT
* Strengthen CONASEV’s institutional capacity and its role as the leading

agency for capital market development; enhance coordination between the

SBS and CONASEV. MT
*  Assess the impact of multifondos, widen bands around benchmark returns,

encourage new AFPs that charge lower fees, align incentives for enhanced

competition and long-term returns for affiliates, and analyze a partial shift

to assets under management commissions. ST
* Analyze the existing venture capital investments and identify/eliminate

constraints to growth. MT
* Gradually increase BCRP limits on AFPs investment abroad to the legal limit

of 20 percent. MT
* DNEP" should avoid crowding out private sector securities through careful

domestic debt market development. MT

e DNEDP should include the development of indexed local currency debt

instruments as part of its debt strategy, to respond to annuity providers’

needs to maintain pensioners’ purchasing power. MT
e DNEDP should promote active securities trading through continued careful

design of debt instruments and issuance, as well as review of the primary

dealership. ST-MT
* Strengthen regulation and supervision resources for the insurance sector,
for growing annuities. MT

a. Recommended timeframe: short term (ST—within a year) and medium term (MT—within four
years). Note that some other financial sector-related recommendations can be found in the Chapters 5
and 31 of this book.

b. DNEP = Peruvian Debt Management Agency (Direccién Nacional de Endeudamiento Publico).



ACCESS TO FINANCIAL SERVICES 209

Table A.2. Peru: Selected Macroeconomic Indicators, 2001-04
Total population (end-2003, in millions) 28.89
GDP per capita (2003) $2,131

Indicator 2001 2002 2003 2004

Real sector (annual percentage change unless
otherwise indicated)

Real GDP 0.2 4.9 3.8 5.1
Real domestic demand -0.6 4.0 3.3 4.3
Consumer price index (end-of-period) —0.1 1.5 2.5 3.5
Unemployment rate 9.2 9.4 9.4 9.4
Gross domestic investment (in percent of GDP) 18.8 18.8 18.8 18.6
National savings (in percent of GDP) 16.5 16.8 17.0 18.5

Financial sector (percentage change in
annual averages)

Base money 7.9 11.0 10.1 25.3
Broad money (M3) 4.9 4.4 1.9 11.3
Net credit to private sector —2.6 =15 =35 3.7
90-day prime lending rate, domestic currency

(end of period) 5.0 5.1 3.3 3.8
90-day prime lending rate, foreign currency

(end of period) 3.1 2.4 1.7 1.7
Spread - Embi+ Pert (basis points, end of period) 513 620 312 220
Stock market index ( in U.S. dollar) 342 396 701 1,132

Stock of BCRP CD (in millions of U.S. dollars) 534 553 1,183 2,516
Public sector (in percent of GDP)

Combined public sector primary balance —0.0 —0.0 0.5 1.0
Combined public sector overall balance —2.3 -22 -17 -1l
Combined public sector debt 46.6 47.1 47.7 45.2
Domestic 10.8 10.3 10.1 9.4
External 35.8 36.9 37.6 35.9

External sector (levels in millions of USS$,
unless otherwise indicated)

Nuevo Sol per US$ (end of period) 3.44 3.52 3.47 3.28
Current account -1,157 —1,127 —1,062 —-70
Trade balance —194 306 731 2,729
Foreign direct investment (net) 810 1,070 2,156 1,100
Portfolio investment (net) —299 —291 —472 —1,012
Gross official reserves (end of period) 8,838 9,690 10,206 12,643
in months of imports 11.0 11.7 11.3 12.0
in percent of short-term debt 162.0 164.4 221.8  265.1
in percent of broad money 62.6 65.9 67.4 77.0
in percent of banks’ foreign currency deposits 92.5 100.6  107.3  133.4
Total external debt (in percentage of GDP) 50.7 49.3 49.1 45.8
Of which: Public sector debt® 35.7 36.8 37.6 35.8

Private sector debt® 8.9 7.9 7.3 6.0
Total debt service to exports (in percent)® 40.1 45.0 30.6 25.6

Sources: Central Reserve Bank of Peru, Ministry of Economy and Finance; and Fund staff projections.
a. Including privatization.

b. Medium- and long-term debt.

c. Exports of goods and services (excluding factor income).
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Figure A.1. Peru: Selected Indicators, 2000-04
(Monthly data)
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Table 3. Peru: Financial System Structure, 2001-04
(In millions and percent)

December 2001 December 2002 December 2003 December 2004
Percent Percent Percent Percent Percent Percent Percent Percent
Num-  Assets of oftotal Num- Assets of  of total Num- Assets of  oftotal Num- Assets of oftotal
ber USD  GDP assets ber USD GDP  assets ber USD GDP  assets ber USD GDP assets

Commercial banks,
of which:® 15 18,207 33.96 65.2 15 17,960 31.86 62.5 14 17,517 28.90 57.1 14 19,276 29.14 55.0
Foreign banks® 12 11,525 21.50 38.7 11 10,655 18.90 35.7 11 9,766 16.11 32.8 11 10,764 16.27 30.7
Three largest banks 3 12,145 22.65 40.7 3 12,144 21.54  40.7 3 12,713 20.98 42.6 3 13,973  21.12 399
Four largest banks 4 13,649 25.46  45.8 4 13,611 24.14  45.6 4 14,280 23.56  47.9 4 15,740  23.79 449
Public sector-owned

banks 2 3,246 6.05 11.6 3 3,187 5.65 11.1 3 3,288 5.43 10.7 3 3,744 5.66  10.7
Banco de la Nacién 1 2,106 3.93 7.1 1 2,117 3.76 7.1 1 2,239 3.69 7.5 1 2,590 391 7.4
COFIDE 1 1,140 2.13 3.8 1 1,043 1.85 3.5 1 1,024 1.69 34 1 1,119 1.69 3.2
AgroBanco® 1 27 0.05 0.1 1 25 0.04 0.1 1 35 0.05 0.1
Pension funds (AFPs) 4 3,589 6.69 129 4 4,484 7.95 15.6 4 6,311 10.41 20.6 4 7,820 11.82 223
Nonbank

intermediaries 33 2,338 4.36 8.4 31 2,406 4.27 8.4 28 2,663 4.39 8.7 26 3,020 4.56 8.6
Insurance Companitssd 16 1,224 2.28 4.1 15 1,413 2.51 4.7 14 1,779 2.94 6.0 12 2,181 3.30 6.2
Leasing companies 7 747 1.39 25 6 594 1.05 2.0 6 469 077 1.6 6 470 0.71 1.3
Deposit warehouses 5 47 0.09 02 5 44 0.08 0.1 4 44 0.07 0.1 4 47 0.07 0.1
Finance companies 5 320 0.60 1.1 5 355 0.63 1.2 4 371 0.61 1.2 4 322 049 09
Nonbank micro-

finance institutions 39 525 0.98 1.9 40 696 1.23 2.4 40 923 1.52 3.0 40 1,197 1.81 3.4
Cajas Municipales 14 362 0.68 1.2 14 495 0.88 1.7 14 674 .11 23 14 884 1.34 25
Cajas Rurales 12 100 0.19 0.3 12 122 0.22 0.4 12 143 0.24 0.5 12 175 0.26 0.5
EDPYME:s 13 63 0.12 0.2 14 79 0.14 0.3 14 106 0.17 0.4 14 138 0.21 0.4
Total financial system 93 27,905 52.05 100.0 93 28,733 50.97 100.0 89 30,702 50.66 100.0 87 35,057 52.99 100.0
Source: SBS.

a. In December 2000, two banks were intervened and the merger of two other banks announced, reducing the number to 15.
b. Foreign ownership is considered if the participation of foreign capital is greater than 50 percent of capital.

c. Started operations in 2002.

d. Insurance data as of November 2004.
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Endnotes

1. The minimum capital adequacy ratio in the Banking Law is 9.1 percent. The SBS also has a
“shadow” capital requirement ratio of 10.5 percent that has been agreed to by the banking sector.

2. The IFC has direct investments in and provides technical assistance to microfinance
institutions in Peru. They include MiBanco, Edyficar, and Solidus.

3. The definition of microfinance was raised from loans of less than US$20,000 to loans of
less than US$30,000 in late 2004; using the latter definition, microfinance rose about 40 per-
cent faster than GDP.

4. The active affiliates to AFPs represent 11 percent of the working population and capture
more than 90 percent of new pension affiliates. The overall coverage of pension systems is 20-
25 percent of the working population. This figure includes fully funded schemes, as well as
pay-as-you-go systems (such as the Sistema Nacional de Pensiones-SNP) and special schemes
for the police and military.

5. The new AFP charges 1.5 percent commission compared to the industry average of 2.10-
2.45 percent. It has grown very quickly, reaching 40 percent of the leading AFP’s size. The
number of accounts transfers reached 30-40 thousand a month in the system. As a result, the
system’s commissions dropped to 1.5-1.98 percent. Moreover, three AFPs are offering dis-
counts for permanency of up to 0.5 percent.

6. For example, the 12 month historical yield average was 8 percent. The band is 8 (+/-3)
percent. This means that the minimum return is 5 percent, but there is also a maximum return
of 11 percent.

7. This allows each AFP to offer three funds with a mix of fixed and variable income, typi-
cally related to affiliate age; that is, the younger the affiliate, the higher the percentage invested
in equity, up to 80 percent in the most aggressive. This is emulating the Chilean model, where
there are currently five types of funds. Mexico recently introduced a two-fund scheme.

8. The capital market regulator, Comision Naciénal de Seguros y Valores. Typically, invest-
ments in private placements are purchased to be held till maturity and maintained at account-
ing value, not marked to market.

9. From a general equilibrium perspective, the diversified portfolio has indirectly benefited
smaller borrowers, since banks have lost part of the large corporate demand to the bond mar-
ket. As a result, banks are under pressure to move down market to preserve their profitability.
10. Argentina, Brazil, Chile, Colombia, Mexico, and Venezuela had an average capitalization
of 36.3 percent of GDP in 2003. The ratio of turnover to capitalization in Peru was only 6
percent compared to an average of 12.6 percent in Argentina, Brazil, Chile, Colombia, Mex-
ico, and Venezuela in 2003.

11. These projects include Consorcio Agua Azul (water), Consorcio Transmantaro (energy
transmission), Transportadora de Gas del Peru (gas transport), REP (energy transmission),
Enersur (energy generation and transmission), Relapasa (refining and distribution of hydro-
carbons), and Pluspetrol (exploration, production, and distribution of hydrocarbons).

12. In the event of a bank run, the high reserve requirement on dollar deposits is a buffer.
However, on nuevo sol deposits, BCRP lending is capped at the bank’s capital, even if the
bank has BCRP or government bonds for collateral.
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13. This was the result of an IMF Financial Sector Assessment Program (FSAP) stress test
based on an analysis of the historic observations of banks’ portfolios deterioration after deval-
uation.

14. Banks have been required to send to SBS the financials, by currency, of their large debtors
(more than S/. 500,000). SBS also has required that creditors and debtors that are vulnerable
under stress scenarios be moved to a lower credit category, thereby increasing the provisioning
requirement to 5 percent.

15. MiVivienda has had some success in standardizing its contracts but banks continue to
use their own contracts for mortgage lending that they finance.

16. The World Bank pilot initiative of a roadmap for risk management—already started in
other countries—could help.

17. The World Bank’s ongoing credit reporting pilot initiative in Peru can help.

18. The Peruvian registry’s systems, staffing, and procedures are unlikely to allow a large-
scale transfer of liens in a period of less than a few weeks. While a systems upgrade project was
initiated, it will take some time to complete.
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Trade and Competitiveness in Peru

José Luis Guasch and Rossana Polastri

Abstract

Peru’s economic performance has been remarkable in the last four years. Real GDP grew
an average of 5 percent per year. Export growth has been particularly impressive since
2001, resulting in a compound annual growth rate above 20 percent. Yet, Peru started
with a relatively low base, so there is ample scope to continue improving export perform-
ance, and for regions outside of Lima to become key engines of growth and employment.
10 secure sustained expansion and diversification of exports, Peru should focus on improv-
ing competitiveness and on moving up the value-added chain, from a concentration of
production and exports based on primary products to new products with higher value
added. To do so will require improving the business climate to attract needed investment,
reducing high logistics costs, facilitating technological innovation and quality standards,
increasing access to demand-driven training programs, integrating small and medium
enterprises (SMEs) into the value and export chain, and promoting the expansion of
modern agriculture.

I. Recent Performance and Challenges for Trade and

Competitiveness

Peru’s economic performance has been remarkable in the last four years. Real GDP
grew an average of 5 percent per year, with growth broadening beyond the tradi-
tional sectors. The recent upswing in domestic demand has been supported by strong
growth in private investment, up 14 percent in real terms during the first half of
2005. Peru understood that given the small size of Peru’s domestic market (and pur-
chasing power), international trade was to be the country’s most important growth

215
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and development engine, and a thus key objective was to double the value of exports
in five years. Market-oriented economic policies adopted since 1990 have yielded a
substantial expansion of external trade, more than tripling exports in absolute terms
between 1990 and 2005.

Export growth has been particularly impressive since 2001, resulting in a com-
pound annual growth rate above 20 percent between 2001 and 2005. In compari-
son, this rate for 1990-2001 was only 7 percent. The strong export performance has
continued in 2005, with increases of 25 percent over the previous year. The benefits
were widely distributed, with many micro and SMEs benefiting. More than 400 new
products have been exported since 2001 and nearly 2,000 firms became new
exporters, many of them small firms. And for that period, about 105 small firms
grew to medium size.

Yet, despite the recent impressive trade expansion, total exports in Peru still rep-
resent a low percentage of GDP, close to 21 percent in 2005. This figure is particu-
larly striking when compared to other countries in Latin America, such as Chile (34
percent), Venezuela (32 percent), Mexico (28 percent), and Bolivia (24 percent)
(Figure 1). The figure is even more surprising when noting that Peru is a resource-
rich country with productive mines, large fish stocks, fertile land, and abundant
forests. Similarly, exports per capita in Peru, at approximately US$580 in 2005, are
roughly half the Latin American average. Thus, there is ample potential for improve-
ment, and improved competitiveness and the nurturing of exports should be key
drivers.

Figure 1. Exports as Percent of GDP
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Expanding the Export Markets

Peru’s export markets are relatively concentrated, with the United States and the Euro-
pean Union accounting for over half of total exports, but exports to Asia (China) are
growing quite fast.! Exports to China—driven mostly by traditional mining and fish
meal—have seen the largest gains, with a compound annual growth rate of 43 percent
between 2001 and 2004. Recognizing the need to open markets, the Peruvian author-
ities have actively pursued free trade agreement (FTA) negotiations. The prompt con-
clusion of a trade pact with the United States is especially important because existing
preferential access to the U.S. market, which has generated significant export growth
in labor-intensive industries, will expire in 2006.% Peru has also progressed with the
negotiation of bilateral trade agreements with Mexico, Singapore, Thailand, and
regions within the EU through the Andean Community (CAN). As of July 2005,
Peru provisionally became part of the EU’s Generalized System of Preferences Plus,
which allows 7,200 types of products to enter the EU duty free. These efforts to open
need markets for Peruvian products need to continue and expand. The Andean FTA
and other trade arrangements under consideration would offer a number of clear ben-
efits to Peru, such as a deepened access to the United States, the world’s largest import
market, as well as to other strategic markets; a greater stimulus to export diversifica-
tion beyond traditional, capital-intensive commodities to nontraditional, labor-
intensive goods with greater value-added; and a strong signal to both domestic and
foreign investors that the country is committed to a strategy of export-led growth,
which will further strengthen the already growing confidence in Peru’s economy and
encourage greater investment.

Increasing the Export Base

The bulk of Peru’s exports are still concentrated in primary (and traditional) prod-
ucts. These traditional goods include mining, fish meal, agricultural, and oil prod-
ucts, and account for about 71 percent of all exports. Mining comprises by far the
largest share, at 55 percent of total exports. Although traditional exports have
enjoyed healthy growth rates recently (40 percent in 2003—04), they tend to have less
long-term growth potential than nontraditional products, and are highly dependent
on volatile commodity markets. Further evidence of export concentration is shown
by low levels of manufacturing exports,® which represented only 20 percent of man-
ufacturing value added in Peru in 2003. In contrast, manufacturing exports in the
Latin America and Caribbean region were 76 percent of manufacturing value added
(World Bank 2004b).

Over the last two decades, agricultural exports have declined in Latin America,
while value-added manufactures have increased. Agricultural and food exports fell
from 44 percent of total exports in 1980 to 20 percent of total exports in 2003, while
manufacturing exports rose from 15 percent to 55 percent over the same period. In
contrast, Peru’s composition of exports has changed much more slowly. Food and agri-
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cultural exports went from 19 percent of total exports in 1980 to 23 percent in 2003,
while manufacturing exports increased from 12 percent to only 17 percent over the
same period. Only Chile shows similar low rates of manufacturing exports over total
exports, though its export diversification and specialization is much more dynamic.

Nontraditional export growth has been promising and the agriculture sector, among
others, has seen large gains (Figure 2). Textiles, fisheries, and chemicals grew 33, 35,
and 51 percent respectively during 2004. When mining is omitted, nontraditional
exports have been steadily increasing as a share of total exports. Overall, nontraditional
exports grew 242 percent from 1993 to 2004, while traditional exports, excluding
mining, grew only 145 percent. Given that exports are concentrated in a relatively
small number of regions, products, and firms, there is much room for expansion and
diversification, especially among SMEs outside of Lima. A wealth of empirical experi-
ence points to the importance of diversifying a country’s export base to mitigate the
impact of international price movements and increase value-added levels where possi-
ble, as well as the importance of diversification and intraindustry trade for growth.®
The diversification of Peru’s exports thus becomes a high priority for the country.

Increasing the Quality and Value Added of Peruvian Products

To access markets, Peruvian products need high quality standards and increased
value added. To move forward in the value chain Peru requires significant continued

Figure 2. Evolution of Export Composition, 1993-2004
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effort to improve the country’s production quality and productivity and to provide
incentives for technology adoption and adaptation and for innovation in the private
sector. The use and adoption of quality standards in Peru remains quite low (Figure
3), and quality is key to access export markets. Likewise, Peru’s efforts and support
for technological development and innovation have been minimal. Peru’s expendi-
tures in R&D are extremely low, at only 0.11 percent of GDP in 2000, well below
Brazil (1.1 percent of GDP), Chile (0.56 percent), or Costa Rica (0.35 percent). A
well-balanced and incentive-based strategy to foster quality and innovation should

be a high priority.

Expanding the Use of Land for Modern Agriculture

Nontraditional agriculture exports have expanded and begun to diversify in recent
years. Between 2000 and 2004, these exports grew at an average annual rate of nearly
20 percent.® Peruvian firms are entering new market niches with higher value-added
products and signing medium-term distribution contracts with supermarket chains
and some of the largest distributors in the United States. Regional industry has also
benefited from the rapid growth of agro-exports through new investment in process-
ing plants and equipment and services related to preservation and packaging.
Growth has largely come as a result of expansions in land under cultivation,
which required developing new land and converting existing farmland to nontradi-
tional export crops. Peruvian agriculture shows important contrasts between a small
but modern farming sector that is well connected to international markets through
the export of vegetables and fruits (such as asparagus, grapes, avocados, paprika, and

Figure 3. Percentage of Companies with ISO Certification
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canned artichokes) and a large small-scale agriculture sector devoted primarily to the
production of nontradable or import-substituting crops. Although Peru may show
relatively large yields per hectare for many of these crops, unitary costs are quite high,
severely limiting the competitiveness of the sector.

Under current circumstances of low productivity, the impact of trade on agricul-
ture production and export is limited. Simulations done by the Ministry of Foreign
Trade and Tourism (Ministerio de Comercio Exterior y Turismo—MINCETUR) show
that agricultural production may barely grow as a result of a FTA with the United
States (0.3 percent). Employment effects are estimated at little more than 0.6 per-
cent, while the growth potential is just slightly higher and is estimated at 0.7 percent.
It is important, however, to recognize that these estimations do not include the ben-
efits already obtained from ATPDEA. If these are added, the growth benefit for agri-
culture exports rise to 12 percent, while production and employment growth rise to
14 percent and 18 percent, respectively. Complementary modeling exercises done by
Fairlie and Cuadra (Cuadra, Fairlie, and Floridn 2004) are much more optimistic
and may hint at the potential additional gains that could occur if complementary
policies are put in place to allow for productivity increases. The authors incorporate
key modifications to that base model to allow for unemployment, capital accumula-
tion, and productivity increases through trade-related externalities. They report agri-
cultural production growth ranging between 4 and 9 percent and an increase in
agriculture export between 24 and 32 percent if a FTA with the United States is
signed.

There is ample agricultural land in Peru that potentially could be converted to
more profitable export crops (Figure 4). Specifically, there are approximately 1.1 mil-
lion hectares used for traditional agriculture (such as coffee, rice, and sugar), 600,000
hectares used for small traditional agriculture (such as corn, tomatoes, and squash),
and 2 million hectares used for subsistence farming. In contrast, only about 50,000
hectares—or 1 percent of total farm land—are devoted to modern agriculture for
export, and it is that 1 percent of land that is leading the agriculture export boom in
Peru. Bringing another 1 percent from the traditional agriculture sector into the
modern would have a major impact on growth, job creation, and regional develop-
ment. Expansions to date have often involved subcontracting production to owners
formerly engaged in traditional agriculture. Such subcontracting has had a positive
effect on productivity when large firms transfer knowledge and technology to their
suppliers in order to obtain higher-quality produce. Land expansions have also
allowed exporters to increase production periods for seasonal crops.

Addressing Small-Scale Production in Agriculture

In this sector, there are also significant challenges for adapting the traditional struc-
ture of small-scale farming to the opportunities offered by nontraditional export
farming. Global food markets are shifting toward more stringent product and process
standards. Growing concerns about food safety have made product traceability and
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Figure 4. Land Distribution by Type of Production
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controlling the supply chain ‘from farm to shelf” a vital requirement in higher seg-
ments of the market. This has led to a concern that smallholder growers will be mar-
ginalized by the high costs of quality control. In other words, increasingly higher
standards imposed by food importers on premium suppliers would make it difficult
for suppliers to afford the necessary training and oversight for a large number of
small growers. Working with smallholder farmers is difficult for trading and process-
ing companies. Quantities of products are small and heterogeneous in quality, sup-
ply can be haphazard, and bulking-up of volume into a steady stream of products of
constant quality is difficult to achieve. Smallholders also face constraints in terms of
lack of knowledge of modern markets, technologies and inputs, and difficult access
to capital, which prevents them from upgrading their operations. These factors con-
stitute a serious constraint to supplying high-end modern supply chains (Van der
Meer 2005).

Facilitating Exports at the Source of Production to Reduce Logistics Costs

A high regional concentration of exports within the country is also a source of con-
cern. The Lima-Callao region, which accounts for roughly 46 percent of the coun-
try’s GDD, was responsible for 35 percent of its export production in 2004. The next
three largest export producing regions are Ancash, Cajamarca, and Moquegua, which
account for 8 percent of the nation’s total production but 34 percent of its exports.
Exports in these regions are largely driven by mining. In contrast, the regions that are
primarily comprised of jungle geography account for 7 percent of national produc-
tion, but only 1 percent of exports. Exports in Lima and the coastal and mountain
regions grew at roughly the national average (37 percent) between 2003 and 2004,
while exports in the jungle regions grew at less than half that rate (14 percent). In
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addition to this regional concentration, exports are also concentrated within each
region by product and exporter.

Exports firms are concentrated in Lima, around the port of Callao and the Lima
Airport. The majority of exporting firms have their headquarters and pay taxes there.
In fact, in 2003, the Lima-Callao area was home to 76 percent of exporting firms,
the coastal regions accounted for 17 percent of exporting firms, and both Lima and
coastal regions saw 7 percent annual growth in exporting firms between 2001 and
2003. In contrast, mountain and jungle regions only accounted for 7 percent of
exporting firms with 1 percent annual growth (Figure 5). These vast regional dispar-
ities highlight the fact that regional infrastructure and associated export services are
deficient, forcing producers to move and export through Lima. Those infrastructure
and service bottlenecks make it hard for other regions to develop economically and
compete with the capital city.

Despite this concentration, there are some promising signs of regional diversifi-
cation. According to the Export Promotion Commission (Comisidn para la Promo-
cion de Exportacioness—PROMPEX), 54 percent of new export products originated
in regions other than Lima-Callao in 2003. This number is estimated to rise to 59
percent in 2005. Furthermore, there is some evidence that customs offices in the
coastal region are handling a growing share of exports; they experienced a growth
rate of 59 percent between 2003 and 2004, while customs offices in Lima-Callao saw
only 29 percent growth.

Figure 5. Production and Exports by Region
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TRADE AND COMPETITIVENESS IN PERU 223

Improving Access to Finance

Lack of access to finance and to adequate export finance instruments limits the
expansion of the export sector in Peru. Although the Peruvian financial sector has
experienced a substantial modernization of its regulatory framework, and the bank-
ing system has improved its efficiency and liquidity, the potential of the domestic
market to offer sophisticated export finance products and services has not been fully
exploited. To help address these deficiencies, several export-oriented financial instru-
ments have been launched by the government targeting SMEs, such as the Credit
Insurance for Exporters initiative, the export-sector finance program Programa de
Financiamiento Integral para el Sector Exportador (FIXr), and the new risk capital
fund (Fondo Transandino Perii). The Plan Maestro de Facilitacion de Comercio also
contains other financing instruments that are currently under development, such as
lines of credit for buyers of Peruvian exports. Despite these initiatives, results from
Peru’s Investment Climate Assessment (World Bank 2006a) indicate that limited
access to finance is still a major problem for Peruvian exporters. This finding is sup-
ported by discussions with financial institutions and exporters, all confirming that
only a few, mainly large, exporters have access to working capital loans from the
banking sector, and even less to structured export finance products such as export
insurance, international leasing, and others.

Several institutional deficiencies have been identified that contribute to this situ-
ation, such as the lack of efficient mechanisms for insolvent companies to exit the
market, or the inflexible and deficient legal and judicial framework for executing and
realizing collateral. But there are also specific constraints for small and medium
exporters to secure credit that are related to deficiencies characterizing their produc-
tive processes. For instance, the fragmented structure of production and the lack of
integration of supply chains make access to credit markets costly and difficult. Addi-
tionally, the low level of “formalization” of SMEs in terms of accounting practices,
management and corporate governance structure, and quality standards prevents
them from making use of the financial instruments necessary to develop stable export
activities.

Integrating SMEs into the Value and Export Chain

Despite some progress in the past four years,” there is also pervasive evidence of
export concentration at the firm level. Customs data reveal that in 2005, the top 20
exporting firms were responsible for 57 percent of Peru’s total exports (by value) and
the top 500 firms were responsible for 95 percent of exports.® Not surprisingly,
exporters also tend to be medium and large firms. In fact, a miniscule percentage of
micro and small enterprises participate in external markets (0.15 percent and 2.9
percent respectively). For medium and large enterprises, this number is 12.7 percent.
According to a different source, SMEs account for only 4.4 percent of the total value
of exports,” despite the fact that they comprise more than half the number of export-
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ing firms.!% In a few industries, such as garments and textiles, there are backward
linkages to SMEs that, by supplying exporting firms, become secondary or indirect
exporters. However, the median Peruvian firm shows very low exports as a percent of
sales, demonstrating the lack of focus on the export market.

Improving the Investment Climate

Many of the listed actions and initiatives will require significant investments, partic-
ularly from the private sector. To secure those investments, Peru needs to improve its
investment climate, which as shown by the latest Doing Business report (World Bank
2006), has plenty of room for improvement, in areas such as firm and property reg-
istration, securing licenses for construction, resolving conflicts, contractual disputes,
trade facilitation, and so forth. Efforts at both national and regional levels are
necessary.

II. Key Policy Recommendations

If Peru’s competitive deficiencies are not addressed, the ongoing moderate/strong
economic growth will not be sustained. Strong macroeconomic and financial condi-
tions are a necessary, but not sufficient, condition to sustain the current momentum
without decisive and comprehensive reforms to improve the investment climate and
global competitiveness. Peru’s strong macroeconomic performance of the last five
years has not translated into similar success on the competitiveness front. The World
Economic Forum ranks Peru 63rd in its Competitiveness Index, compared to 29th
place for Chile. Peru lags behind other countries in the region in terms of microeco-
nomic reforms. It suffers from low total factor productivity, low human capital, high
logistical and transportation costs, weak quality standards, very low research and
development (R&D) investment, and fragmented supply chains.

Although trade liberalization and export promotion may improve Peru’s growth
prospects, the potential for export growth and job creation will be significantly
higher if the country takes policy actions to remove critical obstacles to the private
sector in general and the export sector in particular. Different econometric tests to
assess the determinants of productivity consistently show that the investment climate
contributes nearly 40 percent to total factor productivity. Quality, innovation, and
labor skills had the greatest impact on productivity, followed by infrastructure.!!
This provides a compelling argument for active and comprehensive public policy to
improve quality, innovation, labor skills, and infrastructure, and thereby reap maxi-
mum gains from the opportunities and benefits of growth from free trade.

Some measures have already been undertaken to enhance the competitiveness of
the Peruvian private sector. These include new laws to modernize the port sector and
to facilitate science and technological development; a national competitiveness plan
and the creation of the institution to implement it; measures to reduce administra-
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tive barriers and ensure contract enforcement; actions to support infrastructure
development and reduced logistics costs, particularly at the regional level; and the
creation of centers for technological innovation. To complement these initiatives, the
government program for the promotion of production and productivity enhance-
ment focuses on four key areas identified by prior studies'? as key obstacles to pro-
ductivity and economic activity: quality management, technology innovation,
productive chain integration, and labor force development.

Peru has undertaken a number of important reforms since the 1990s, but greater
effort is needed to diversify its export base. To promote sustained growth and diversi-
fication of exports, Peru should focus on improving competitiveness by further deep-
ening trade liberalization, addressing the infrastructure gap, ensuring that an adequate
business environment is in place, and designing proactive policies to promote new
export products and to enhance productivity and quality.!? Specifically, efforts should
proceed in the following areas: (i) trade facilitation and export promotion; (ii)
improvements of infrastructure and logistics costs; (iii) reforms to improve the busi-
ness climate; and (iv) innovation and adoption of technology and quality standards.

Trade Facilitation and Export Promotion

Market-oriented policies, a stable macroeconomic environment, and openness to for-

eign direct investment should provide adequate incentives to develop new export sec-

tors. However, becoming internationally competitive in more sophisticated markets

involves also more complex requirements than those demanded by the export of pri-

mary commodities or the like. A comprehensive strategy for trade expansion is needed.
Efforts should also proceed in the following areas:

* Continue to integrate Peru into the world economy by redressing anti-export
bias in public policy, barriers to international trade, and government con-
straints on foreign direct investment, technology, and other sectoral linkages
related to export development.

* As a first step toward developing a strategy to diversify exports and move up
the production chain, undertake a survey to provide important information
about what Peruvian exporting companies identify as potentially successful
new products as well as constraints on production, distribution, marketing, or
finance. Supply and demand conditions can be obtained from existing UN
records (COMTRADE, UNIDO, ITC, FAO). Second, identify through a
case study approach the changes in export patterns in other developing coun-
tries that have experienced a positive diversification process. Third, an analysis
of Latin American export performance or some neighboring countries with
similar endowments might also convey useful information about products
from Latin American countries that are gaining market shares.

* DPeru should consider further consolidating institutions directly or indirectly
related to export promotion so that efforts are not duplicated and knowledge
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can be more easily shared across different types of products, firms, and regions.
A complement to this consolidation is an integrated information system that
makes all manner of market, technical, and procedural information related to
exporting available to firms on an easy-to-use Web portal. Regarding informa-
tion and coordination externalities, for example, collecting information on
foreign markets is an expensive business in which social yield is higher than the
private benefits obtained. Currently, this information is neither centralized
nor readily available. Activities in this respect should be enhanced, as well as
campaigns to create a positive image of the country. Successful export promo-
tion bodies have evolved toward autonomous, semipublic corporations with
substantial private participation. Promotion of Exports Committees of busi-
ness associations has also helped to develop exports.

* The multiregional offices initiative should be adequately resourced and
extended to enable the decentralization of export promotion, quality certifica-
tion, and customs services, with careful identification of the institutional part-
ners that will help guarantee their sustainability.

* Regarding improvements to the customs regime, there is still room to further
simplify and reduce tariffs, decrease dispersion, and reduce discretion regard-
ing specific tariff policies. Customs operations could also be made more
customer-friendly by allowing, for instance, online consultations and com-
plaints, and by increasing operating hours. Moving forward with the “exports
via the postal service” program would also make customs procedures easier for
small businesses.

* Progress has been made in terms of access to finance for exporting firms, yet
more needs to be done to facilitate access to working capital and pre- and post-
shipment credit, especially for SME exporters in regions outside of Lima.
Moreover, evaluations of existing export financial instruments—for example,
the Corporation for Financial Development (Corporacidn Financiera de
Desarrollo—COFIDE)—should be performed to assess their effectiveness.

Improvements in Infrastructure and Logistics

Improvements in infrastructure can also facilitate export diversification. Upgrades to
roads, ports, and airports can reduce the transactions costs associated with exporting
products and importing intermediate inputs from abroad. Lower transactions costs
can make it profitable to export a wider variety of products, especially from less-
developed regions outside of Lima. As shown in a previous section, over 60 percent
of Peru’s exports leave the country via the Lima-Callao region, while only 35 percent
of the country’s exports are actually produced there. Infrastructure enhancements
could either reduce the cost of transporting goods to Lima-Callao for export or open
up new points of departure for exports closer to actual areas of production.

The infrastructure services gap is constraining the successful achievement of
growth and competitiveness goals. New ways to boost badly needed investment in
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key infrastructure, particularly roads, ports, and airports need to be explored, with-
out threatening the governments fiscal sustainability. Different modalities of public-
private partnerships seem the most viable way forward. Lessons can be derived from
several experiences with infrastructure concessions in Peru in the last 15 years, which
have generally been positive, with improvements in both usage and efficiency under
private management. The government should enhance its capacity to carry out sound
ex ante evaluation of investment projects, ensuring that the institutional and legal
framework for the regulation and supervision of private sector participation is com-
plete, involving local governments and communities in project design and execution
phases, implementing a communications strategy to help reduce the negative per-
ception that private sector participation has among the population, improving con-
tract design and awarding processes, and accounting for the future fiscal impact of
commitments being made as part of private sector participation projects.

The many remaining challenges to infrastructure development include the
following:

* Roads: The road concession program should be complemented with the
strengthening of the public agencies in charge of the management, regulation,
and oversight of the sector. The national road maintenance financing scheme
should be reoriented to meet the rehabilitation and maintenance needs of the
regional road network and a framework for the adequate programming and
funding of road maintenance activities should be established. Moreover, the
successful decentralization of rural road management to municipalities and the
new program for departmental roads should be supported further by eliminat-
ing overlapping interventions by different levels of government on the regional
road network and replicating and scaling up successful road experiences.

* Ports: In addition to preparing the specific projects under the National Port
Development Plan, a high priority for the government should be the modern-
ization and concessioning of the port of El Callao, and of key regional ports
such as Paita in the north and another in the ICA region. In addition the gov-
ernment should carry out studies to address: (i) the development of value-
added services and logistic activity zones; (ii) the suitability of different private
sector participation modalities; (iii) the promotion of intra- and inter-port
competition; (iv) potential urban and port-development synergies; and (v) the
needs of specific regional port systems.

* Airports: Lima’s international airport experience, run by a private company
under a 30-year concession, should be used to help design a strategy to fran-
chise out regional airports, which are key for benefiting from economic expan-
sion opportunities. The development and modernization of regional airports
is essential to sustain regional development and reduce logistic costs.

* A Network of Distribution and Logistics Terminals: To reduce logistics
costs and reduce congestion an educated system of logistics terminals as
public-private endeavors should be facilitated.
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Investment Climate Improvements

Although some reforms to improve the regulatory, legal, and labor market frame-
work facing companies have already taken place, there is still room for more reforms
and for speeding up others already underway. Remaining challenges in the area of
investment climate improvements include the following:

* Facilitate the formal registration of firms by speeding up the very long and
costly process of registering a business, with a special focus on municipal reg-
istration. A strategy to persuade and assist municipal governments to diagnose
and simplify local requirements is necessary. This is critical, since municipal
red tape currently accounts for over 30 percent of the total time to open a firm.

* Define an integrated system for asset registration that facilitates rapid, low-
cost registration, search of claims, and reclamation of assets by all parties.

* Simplify legal processes for enforcement, which are weak in Peru. This will
require, at least, simplification of the law and the legal process for enforce-
ment, increasing accountability of judges to see their decisions enforced, and a
review of the role of courts and police in the enforcement process.

¢ Monitor the experience of the new commercial courts and expand their juris-
dictions outside of Lima. This step seeks to reduce the cost of doing business
by supporting the reduction of administrative barriers and by strengthening
commercial dispute resolution practices as a means of improving the business
environment.

Adoption of Technology and Quality Standards

Peru requires significant continued effort to improve the country’s production qual-
ity and productivity and to provide incentives for technology adoption and adapta-
tion and for innovation in the private sector. Adoption of quality standards in Peru
is quite low and its expenditures in R&D are extremely low, at only 0.11 percent of
GDP in 2000, well below Brazil (1.1 percent of GDP), Chile (0.56 percent), or
Costa Rica (0.35 percent). To raise the level of technology and innovation and the
adoption of quality standards, the government should take the following steps:

* Develop an integrated National Quality System by: (i) clearly delineating the
roles of the National Agrarian Health Service (Servicio Nacional de Sanidad
Agraria—SENASA) and the General Environmental Health Bureau (Direc-
cion General de Salud Ambiental—DIGESA); (ii) revising the role of Intellec-
tual Property Defense Agency ({nstituto Nacional de Defensa de la Competencia
y de la Proteccion de la Propiedad Intelectual—INDECOPI) as the main
national institution in charge of standardization and accreditation; promoting
both process and product quality standards adoption, especially among SMEs;
and fostering a culture of quality among Peruvian consumers.
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* Facilitate technological adaptation and innovation by: (i) evaluating the per-
formance of the network for the Convention on International Trade in Endan-
gered Species of Wild Fauna and Flora (Convencidn sobre el Comercio
Internacional de Especies Amenazadas de Fauna y Flora—CITEs); (ii) strength-
ening the CITES network’s capacity to provide more technical assistance and
testing, and to perform technological development; and (iii) helping the net-
work establish links with a laboratories’ network of excellence to build credi-
bility for their testing capacities in international markets.

* Increase the effectiveness of public R&D funding by: (i) improving incentives
for technology transfer from the public to the private sector; and (ii) allocating
additional public funds for programs that foster innovation in SMEs.

* Implement a coherent National Innovation System by; (i) developing the reg-
ulations for the new Science and Technology Law; (ii) enacting the comple-
mentary R&D Incentive Law with incentives that promote applied research,
technology transfer, and linkages among private and public institutions; and
(iii) increasing intellectual property right protection to ensure high returns on
innovation.

A number of these recommendations are contained in Peru’s National Competi-
tiveness Plan, approved in July, 2005. The Plan explicitly targets issues of consolida-
tion of export promotion activities, information integration, tariff
reduction/dispersion, and improvements to the customs regime to reduce transac-
tions costs. While most of the plan’s goals have target dates within the next year,
actually realizing the goals could prove to be a substantial challenge.

Regional governments, with the support of the government, may have a crucial
role as catalysts in regional economic development by diagnosing key barriers, con-
sulting the local private sector, and subsequently implementing targeted reforms
and investments to improve competitiveness and product diversification. The gov-
ernment may consider strengthening the capacity of regional councils to participate
in the competitiveness and export-planning process. It will also be critical to evalu-
ate progress by incorporating key competitiveness indicators at the regional level.

Bibliography

Corporacién Andina de Fomento (CAF). 2002a. “A Diagnostic of Peru’s Competi-
tiveness.” Caracas, Venezuela.

———.2002b. “Reporte Global de Competitividad.” Caracas, Venezuela.

Cuadra, Gabriela, Alan Fairlie, and David Floridn. “Escenarios de Integracién del
Perti en la Economia Mundial, un Enfoque al Equilibrio General Computable.”
Fundacién Friedrich Ebert, LATN, CIES. Lima, Peru.

De Ferranti, David et al. 2003. Closing the Gap in Education and Technology. Wash-
ington, DC: World Bank.



230 AN OPPORTUNITY FOR A DIFFERENT PERU: PROSPEROUS, EQUITABLE, AND GOVERNABLE

Foreign Investment Advisory Service (FIAS). 2003. “Peru: A Strategy for Promoting
FDI.” World Bank, Washington, DC.

Hermoza, A., and O. Caro. 2001. “Redes Estratégicas para la Competitividad.” Uni-
versidad del Pacifico, Peru.

Lederman, Daniel, and William Maloney. 2004. “Trade Structure and Growth.” Pol-
icy Research Working Paper No. 3025. World Bank, Washington, DC.

Van der Meer, Kees. 2005. “Exclusion of Small-scale Farmers from Coordinated
Supply Chains: Market Failure, Policy Failure, or Just Economics of Scale.” World
Bank, Washington, DC.

World Bank. 2001. “Exports and Logistic Costs in Peru.” Report No. 26837-PE.
World Bank, Washington, DC.

. 2003. “Peru: Micro Constraints to Growth.” Report No. 34027-PE. World

Bank, Washington, DC.

. 2004a. “Peru—Microeconomic Constraints to Growth: The Evidence from

the Manufacturing Sector.” Report No. 35197-PE. World Bank, Washington,

DC.

. 2004b. World Development Indicators 2004. Washington, DC: World Bank.

————. 2005a. Peru Country Economic Memorandum—~An Agenda to Sustain
Growth and Employment Through Greater Economic Integration. Washington, DC:
World Bank.

———. 2005b. Private Participation in Infrastructure Database. The Peruvian
Experience. World Bank, Washington, DC. At: http://ppi.worldbank.org/.

. 2006a. Doing Business. Washington, DC: World Bank.

. 2006b. “Peru: An Agenda to Sustain Growth and Employment Through

Greater Economic Integration.” Country Economic Memorando (CEM),

unpublished. World Bank, Washington, DC.

Endnotes

1. Peru’s share of total exports that fall under the preferential framework of the Andean
Trade Promotion and Drug Eradication Act (ATPDEA) dropped from 52 percent to 51 per-
cent between 2003 and 2004. In contrast, ATPDEA exports (as a share of total exports) rose
from 42 percent to 55 percent in Colombia, and from 48 percent to 59 percent in Ecuador.
One exception has been textiles, where Peruvian firms have aggressively taken advantage of
ATPDEA preferences. Source: Banco de Crédito del Peru.

2. Peru receives duty-free access to U.S. markets for about 7,000 products through
ATPDEA.

3. Manufactured exports in Peru consist mainly of textiles, base metal industries, chemicals,
manufactured metal production and machinery, nonmetallic minerals, and agro-industry
products.

4. Mining grew 372 percent over this time period (1993-2004).

5. See, for instance, Lederman and Maloney (2004).
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6. In 2000, exports of only two products-asparagus and mangos-exceeded US$15 million.
In 2004, there were seven such products, including paprika, a variety of peppers, artichokes,
grapes, and avocado.

7. The number of SME exporters has gone from 983 in 2001 to 1,292 in 2004, an annual
increase of over 30 percent. Furthermore, 9 percent of these SMEs became medium and large
enterprises.

8. SUNAT, Declaraciones Unicas de Aduanas (customs declarations), June 2005.

9. Data is from Peru’s Exporter Association (ADEX).

10. Similar qualitative results emerged from World Bank (2004), based on an investment cli-
mate survey for manufacturing firms.

11. For more details, see Chapter 2 of World Bank (2005a).

12. See World Bank (2001, 2003); FIAS (2003); CAF (2002a, 2002b); De Ferranti et al.
(2003); Hermoza and Caro (2001).

13. For more detailed recommendations, see World Bank (2004a, 2005b).
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Toward Agricultural Competitiveness and

Rural Social Equity

Antonio Pérez

Abstract

In 2005, as a result of economic liberalization, greater security of land ownership, and
certain sectoral policies of the last 15 years, Peru made the transition from being a net
importer of agricultural products to a net exporter. However, the advances in the sector
have particularly favored large-scale coastal operations, in which less than 10 percent of
producers participate but which produce nearly two-thirds of the agricultural GDP.
Whereas the nontraditional export sector (asparagus, paprika peppers, artichokes, avoca-
dos) covers roughly 80,000 productive hectares and involves slightly more than 50,000
producers, traditional export agriculture (vice, coffee, sugar cane, cotton) and products for
domestic consumption and subsistence encompasses more than 2.6 million hectares, and
more than 3.2 million producers depend on it.

The government has the dual challenge of stimulating commercial agriculture with
policies and programs that avoid introducing distortions and, at the same time, meeting
the demands of small farmers, particularly regarding increasing the size of land holdings,
the availability of public goods and services, and the capability of forming groups and
Joining in productive chains that enable them to overcome their greater transaction costs
and lack of negotiating power. This note supplements the policy note on territorial devel-
opment, which proposes a decentralized approach to local economic development for rural
zones, including the promotion of agricultural and nonagricultural activities on the basis
of the economic, social, and environmental potential of the different regions.

This chapter was prepared as a contribution of the Latin America and Caribbean Service of the
FAO Investment Center.
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I. Background

The three large natural regions of the country present a broad diversity of ecosystems
and productive systems that make it possible to obtain a large variety of agricultural
products. The infrastructure in the plains and valleys traversing the Cosza (coastal
region), including irrigation systems, results in relatively intensive production. With
slightly more than 16 percent of the arable land, the Cosza contributes nearly two-
thirds of the agricultural GDP and a considerable share of nontraditional exports.
The main products are rice, potatoes, maize, cotton, sugar cane, fruits, and vegeta-
bles; the livestock sector is dominated by commercial production of cattle, hog farm-
ing, and the poultry industry. The Sierra (highlands) is a very agro-ecologically
complex region! that has suffered severe deforestation. The majority of agriculture
there is for subsistence or domestic consumption, with low yields and high risks. The
Sierra contributes a little less than one-fourth of the sectoral GDP. Finally, the Selva
(jungle) has forest resources that are little exploited commercially, with small areas of
subsistence agriculture; some small and medium-size commercial operations devoted
primarily to production of coffee, cacao, rice, and fruit; and large enterprises devoted
to extensive livestock farming. It generates approximately 15 percent of the sectoral
product.

The allocation of resources to agriculture is relatively low compared both with the
lands already cultivated and with those available in other countries of the region,
with the exception of Chile (Table 1). Of Peru’s 128.5 million ha of land, 18 million
are allocated to pasture and 4.3 million to seasonal and permanent crops, including
fallow land. The arable potential of suitable and very suitable quality land outside
protected zones and closed forests is estimated at nearly 1.7 million ha, or 7.2 mil-
lion if moderately and marginally usable lands were added. Erosion is quite high,
particularly in the Sierra, where between 55 percent and 60 percent of land is affected
to various degrees. As well, 300,000 ha have salinity problems in the Cosza alone.
According to the Ministry of Agriculture, 1.75 million ha have irrigation infrastruc-
ture (68 percent in the Costa, 26 percent in the Sierra, and 6 percent in the Selva),
but only approximately 1.2 million ha are irrigated annually. Forested areas are esti-
mated at nearly 69 million ha (68.3 million in the Sefva), a figure exceeded only by
Brazil in Latin America.

Agricultural production remained stagnant during the 1970s and grew slightly
more than the population during the 1980s. Despite intense annual fluctuations, the
sector’s performance was more satisfactory between 1990 and 2004, in particular in
the Costa, where annual increases of 4.4 percent were recorded, that is, 2.7 percent
per inhabitant (Table 2). During this period, crops expanded to 4.6 percent per year,
driven by domestic consumption of certain foods (such as rice, potatoes, and maize)
and, increasingly, by certain fruits, vegetables, and coffee for export. This was due
above all to the expansion of cultivated areas (from 1.7 million hectares in 1990 to
2.6 million ha in 2004), but also to increased yields of certain crops, especially in
export goods. Livestock production grew 3.9 percent per year, driven above all by
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Table 1. Land under Cultivation and Potential Arable Land Not Irrigated,®
Compared to the Economically Active Population in Peru and Other
Countries of Latin America

(thousands of hectares)

(VS+S+MS)/
Land under Potential agro-active
Country  cultivation 2001-03 VS + S VS+S+MS ~ VS+S+MS+mS  pop. (ha)
Argentina 28,854 61,061 72,336 78,915 49.5
Brazil 66,548 170,762 221,765 249,020 17.5
Chile 2,305 478 1,603 2,868 1.6
Colombia 3,983 18,633 26,376 33,295 7.1
Mexico 27,300 15,188 19,272 20,997 2.3
Peru 4,300 1,686 5,028 7,249 1.7

Source: FAOSTAT and ITASA/FAO 2002.
a. The potential excludes land located in closed forests and protected reserves: VS = Very suitable land;
S = Suitable land; MS = Moderately suitable land; mS = Marginally suitable land.

poultry farming and dairy. The total factor productivity in agriculture increased 2
percent per year during 1981-2001 (compared to 0.4 percent in 1961-80), a rate
somewhat greater than the average for the Andean countries (1.8 percent), although
less than that recorded for Latin America as a whole (2.3 percent) (Avila and Even-
son 2004).

In 2004, agricultural activities contributed approximately 8.4 percent of the
GDP (7.5 percent in 1990) and employed 28.5 percent of the economically active
population, with very low productivity. In addition, they contributed 9 percent of
the country’s total exports. Forestry amounted to about 1 percent of the GDP and of
exports, which reveals the extremely low utilization of its potential. Peru continues
to be the second largest producer worldwide of coca behind Colombia, despite erad-
ication efforts during the 1990s.

Table 2. Annual Growth of the Total GDP of the Country, of Agricultural
Production, and of Foreign Trade of Agricultural Products

(percentages)

Total GDP Agri. Production Agricultural  Agricultural
Period Total Per capita Total Per capita exports® imports*
1970-1979 3.4 0.9 0.0 —2.5 —2.8 4.3
1980-1989 —0.6 —-2.7 3.2 1.1 3.1 —2.2
1990-2004 3.6 2.0 4.4 2.7 8.6 5.0

Source: Calculated on the basis of data from ECLAC(GDP) and FAOSTAT.
a. Volume of exports and imports at constant prices of 1989-91.
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The economic opening and increased incomes stimulated imports of agricultural
products, which rose from US$650 million in 1990 to US$1.137 billion in 2004,
particularly of wheat, oil cake and vegetable oils, yellow maize, sugar, and milk prod-
ucts. The country has been increasing competitiveness and laying the foundations
for a prosperous, more diversified agro-export sector: Exports quadrupled during
that period, from US$275 million to US$1.124 billion, which has leveled the bal-
ance of trade of the sector. Apart from coffee, nontraditional exports have increased
the most, including asparagus, paprika peppers, artichokes, mangoes, grapes and
other fruits, and cocoa. Nearly one-half of the value exported in 2004 is concen-
trated in coffee and asparagus. With the exception of coffee (130,000 ha) and cocoa
(41,000 ha), agricultural exports are generated on only 60,000 to 70,000 ha, a mere
2.5 percent of the country’s cultivated area. In 2004, some 43 percent of agricultural
exports went to Europe and 33 percent to the United States. Most imports came
from Argentina, Chile, and Colombia, while one-fifth came from the United States.
The government signed a trade agreement with Mercosur, and recently concluded
negotiations for a free trade agreement with the United States.

In the Sierra, agricultural production remained virtually stagnant between 1970
and 1990. Though it achieved better performance in subsequent years, it remains pre-
carious. The Sierra’s primary products have been negatively affected by declining price
trends or by changes in the average diet of Peruvians associated with urbanization,
which favors the consumption of wheat and other imported products. In the Sierra,
small producers and rural subsistence agriculture dominate, with very low productiv-
ity. The unfavorable interplay between degraded natural resources and the population
historically located in the Sierra, as well as communication problems with the econ-
omy of the Costa and of access to productive agricultural services, have hindered the
development of modern production methods and market conditions sufficiently
attractive to stimulate private investment. In 2002, only 43 percent of the total
income of families came from their activities as farmers, even excluding those from
rents and transfers (ENAHO Household Survey, cited by Escobal and Valdivia 2004).

The political instability and agrarian reform of the late 1960s contributed deci-
sively to the poor performance of agriculture, since they profoundly changed the
relationships of production in the countryside, disrupted the organization of pro-
ductive systems of the best agricultural land, and forced out a good part of entrepre-
neurial capacity, both in the large traditional and modern operations as well as in the
sectors of medium-size commercial agricultural business that were opening up in the
country (Eguren 2004). During the 1980s, the effects of rural insecurity and of the
economic crisis due to shocks from the outside and macroeconomic policies that
fluctuated between poorly managed liberalization attempts and returns to
protectionism—which resulted in hyperinflation—were also felt.

The growth in production (particularly in the Cosza) and in external agricultural
trade of the last 15 years has been driven by a group of factors external to the sector.
Of note among them are the adjustment programs and the first-generation reforms
that provided stability to the overall economy, greater certainty in the rural areas, and
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stimulation of demand of some external markets, in the context of the opening of
trade. In particular, worth mention are the Andean Trade and Drug-Eradication Act
(ATPDEA), the Community of Andean Nations (Comunidad Andina de Naciones—
CAN) initiative, and the investment incentives resulting from Legislative Decree
653. Although it was hoped that the macroeconomic reforms would eliminate the
previous antiagrarian bias and provide an upward correction in the real value of the
dollar, the dollar has remained stagnant and has even fallen below previous levels,
which, along with the excessive increase in products with little marketability (pota-
toes, high-amylose maize), contributed to the deterioration in real prices received by
agriculture, in particular for the products of the Sierra. In all events, the prices of
other exportable goods have been more satisfactory than those of imported and non-
marketable goods, partly as a reflection of their international prices, but also because
of the reduction in customs duties and other barriers to importation. Also, signifi-
cant public investments have been made in roads and energy in rural zones.

Agricultural performance, primarily in the Costa, has also responded to the set of
measures and investments that more directly concern the sector, such as the liberal-
ization of the land market and the elimination of limits to extension. In addition, the
Ministry of Agriculture has started the Special Program for Land Titling (Proyecto
Especial de Titulacion de Tierras y Catastro Rural—PETT) to combat the uncertainty
of property rights and the atomization of the agrarian structure, generated to a cer-
tain extent by the parcelization of the majority of the associative and cooperative
enterprises of the agrarian reform during the 1980s.? Irrigation functions have been
transferred to user groups, and although the level and collection of water fees have
improved, they still limit the maintenance of part of the irrigation infrastructure.
Likewise, the Ministry of Agriculture has been encouraging investments to rehabili-
tate or improve irrigated lands in the valleys of the Costa, where agriculture for
export has also incorporated new areas into irrigation.

Whereas some key policies have stimulated the development of the sector, others
have been less favorable. Price controls on agricultural products and supplies have
been eliminated and the government has pulled out of their marketing, although the
government intervenes sporadically through the National Food Assistance Program
(Programa Nacional de Asistencia Alimentaria—PRONAA) on rice and certain
Andean crops. Customs duties for agricultural products were equalized and reduced,
although, more recently, a price scale system was established for major foods. In
1996, the sector was granted a more favorable income tax rate (15 percent compared
to 30 percent). Small farmers were exempted from payment of this tax and also from
municipal taxes, and they were granted incentives for agro-exportation (the Agricul-
tural Sector Investment Promotion Act). After deactivation of the Agrarian Bank in
1992, agricultural credit was significantly reduced, and in 2004, it represented only
3 percent of the loans and advances of the formal financial system. Eighty-three per-
cent of these are from commercial banks, which work with the largest producers,
while rural and municipal savings banks provide most of the rest. In recent years, var-
ious NGOs have begun to operate in microfinance, with a certain level of success.
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The centralized public system for research and technical assistance, with high
costs and low efficiency, had poor results and was virtually dismantled during the
past decade. Some research activities continued in the universities and the private
sector, whereas public spending on research was reduced to 0.2 percent of the agri-
cultural GDP in 1999. Transfer and distribution services were also fragmented
among a number of entities and programs located basically in the Cosza. Since 2001,
with the support of the World Bank, the Ministry of Agriculture has begun to imple-
ment a program of technological innovation that is decentralized and demand-
oriented, which includes revitalization of the National Agrarian Research Institute
(Instituro Nacional de Investigaciones Agrarias—INIA). Other public activities,
including plant health services from the National Agrarian Health Service (Servicio
Nacional de Sanidad y Calidad Agroalimentaria—SENASA), information, port facil-
ities, and transportation systems have improved in recent years, primarily in the
Costa.

The institutional reforms of the past decade drastically reduced the technical tasks
under the responsibility of the Ministry of Agriculture, including its capacity to for-
mulate long-term strategies and policies. Semi-autonomous executive units and spe-
cial programs of national scope were created in the Ministry, that implemented the
PETT, the Subsectoral Project of Irrigation (PSI) and the National Project of Water-
shed Management and Conservation of Soils (PRONAMACHCS), among others,
in a centralized fashion. Some autonomous entities of the ministry are responsible
for providing public goods and services such as conservation of natural resources
(National Institute of Natural Resources, or INRENA), research and extension
(INIA), and health (SENASA). Certain activities are being handed over to munici-
pal and regional governments, coordination among the various levels of government
has improved, and the participation and influence of the representatives of the rural
communities and other grassroots territorial organizations are beginning to increase.
Nevertheless, there is a lack of connection between the structure of the ministry and
the general process of decentralization under way in the country. Recently, the gov-
ernment formulated and opened to public debate various plans and policies related
to the sector,® one of which (the “Green Charter, or National Agrarian Pact”) was
signed with organizations representing agriculture in February 2004.

In summary, the new orientations of the macroeconomic and sectoral policies, the
privatization of many services, and the consolidation of certain endogenous changes
(such as contract agriculture and technical service and management companies) have
stimulated investment and increased production, especially in the modern segment of
the Costa. The withdrawal of the government from marketing, credit, and, to a lesser
extent, innovation has affected a large group of small and medium-size farmers with
entrepreneurial orientation, a sort of rural middle class, also primarily located in the
Costa, but with production earmarked primarily for the domestic market.? These
groups have significant profitability problems (FAO/World Bank and CEPES 2002).
A considerable share of the small producers and of the rural communities that include
the majority of operations and agricultural land, above all in the Sierra—already quite
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marginalized in the era of state intervention—have continued to be excluded from the
modernization process of the last 15 years and have low educational and technologi-
cal levels, very little organization, and high transaction costs. These groups have
received support from assistance and promotional programs—the Peruvian Social
Fund (FONCODES), PRONAA, and others—the majority of which have little effect

on their possibilities of transformation toward an entrepreneurial situation.’

II. Conditions: Foundations for a Policy of Equitable
Agricultural Development

The outlook on international markets for a large part of exports is reasonably posi-
tive. The opening of the economy has favored the beginning of this process, with
numerous high-quality products in a position to compete successfully in northern
hemisphere countries.® With a rate of growth of the GDP such as the one projected
by the government—about 5 percent annually—domestic consumption of the sec-
tor’s products would expand approximately 3 percent annually.” All this would sus-
tain a productive expansion of between 3 percent and 4 percent annually in the
midterm.

The country has laid the foundations for agricultural growth, but much remains
to be done to ensure its sustainability and social equity. The limited natural resources
and the abundant availability of labor call for an agricultural development strategy
supported by (i) technological innovations that increase agricultural yields and the
competitiveness of the sector in general; and (ii) productive reconversion, with
enhancement of good-quality lands, climate conditions and/or irrigated lands used
in aggregate high-value production, and use of labor per hectare, capable of driving
agro-industry (fruits, vegetables, niche products, for example), in substitution of
grains and other more extensive crops. When stimulating agricultural productivity
and competitiveness through crop intensification, it might be necessary to avoid
overutilization of chemical fertilizers that have harmful health effects for producers
and fieldworkers.

The free trade agreement (FTA) negotiated with the United States, approved in
Peru, and currently in the ratification process in the United States Congress, is a sec-
ond basic factor for the design of agricultural policies. In addition to the products
included in the ATPDEA (asparagus, paprika peppers, artichokes, grapes, mangoes,
dried beans, tangerines), which will, in principle, expire in December 2006, the FTA
will consolidate zero customs tariffs for olives, cotton fiber, and other products with
a total of 1,629 categories, which together represent 99 percent of agricultural
exports to the United States. For its part, Peru would grant free entry to 451 cate-
gories that represent 87 percent of imports from the United States. The lifting of tar-
iffs would be immediate and without quotas for wheat, cotton, crude soy oil, and
barley. However, annual importation quotas have been agreed to for some sensitive
products, mainly rice (74,000 tons with total lifting of tariffs in 17 years), hard yel-
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low maize (500,000 tons and lifting of tariffs in 12 years), and milk and beef and
poultry meat (with lifting of tariffs in periods from 12 to 17 years). Peru could apply
the “special agricultural safeguard” mechanism to 36 sensitive products, including
powdered milk, butter, cheeses, beef, chicken hindquarters, rice, and other products.
For its part, the United States has increased the quota of Peruvian exports of sugar to
43,000 tons annually, but has requested a lifting of tariffs on corn fructose and glu-
cose in 5 and 10 years (Herndndez 2004).

Subsidies and other internal assistance granted to U.S. farmers impact the capa-
bility of national producers to compete in various products. However, the FTA does
not deal with subsidies, and the two countries are waiting for the decisions that will
be made in this regard in the WTO. Peru pledges not to link tariffs on imports from
the United States to the protection system provided in the Price Band System in
effect in the CAN countries. Peru imports mostly maize, wheat, soy oil, meat, and a
little rice from the countries of the Mercosur and from some of the CAN countries;
if the imports from the United States that the FTA could facilitate are added to these,
the risks of displacement of domestic production would be increased. Other sensitive
products with the FTA would be cotton and dairy.®

Current macroeconomic policies are contributing to growth without risks of
inflation and are, in general, providing a favorable framework for agriculture and
agroindustry. However, it is advisable to add measures directed toward improving the
incomes of the poorest groups in a manner that favors domestic demand for basic
foods and food security. It might also be necessary to redirect funding by increasing
public spending on agricultural and rural development, which, at the beginning of
the present decade, was estimated at only 3.6 percent of total expenditures (FAO-
STAT), and to focus support on the least-favored groups.

It might be necessary to reinforce the successful sectoral policies of recent years
with second-generation reforms, including concrete instruments that promote social
equity. For this, the objective would be to prevent the growth in agro-exports from
widening the gap between a small, highly capitalized modern agrarian sector and a
majority of less efficient zones and producers, many of whom would be hurt by the
market opening. Advantage could be taken of the transition period provided under
the quotas, as well as the timelines for lifting tariffs and additional mechanisms of the
FTA and other trade agreements, to achieve reasonable competitiveness in the pro-
duction of various basic foods, while also partially gearing them toward exportation.
In some countries (Mexico, for example), such measures have consisted of a mix of
direct (decoupled) subsidies to the incomes of millions of small producers, as well as
more direct support to public goods and services, agricultural investments, produc-
tion, and marketing. This approach would require an extraordinary financial and
operational capacity of the public sector in Peru, in addition to a reintroduction of
direct interventions, with distorting effects on agricultural prices and markets.” An
alternative is the promotion of decentralized rural development with a territorial
approach that takes advantage of the synergies and potentials of the locations and
their sustainability.
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III. Options: Competitiveness and Social Equity

Agricultural policy requires two approaches: (i) stimulating the export sector with
macro and sectoral policies and (ii) strengthening investments and public services to
promote more efficient functioning of the markets of agricultural factors and prod-
ucts, concentrating on regions and producers neglected to date. The first of these
approaches calls for a continuation of the successful policies of recent years and a
greater emphasis on research, extension, and quality standards. The second calls for
measures to address problems regarding (i) the size of landholdings, the security of
ownership and markets, land leasing, and other management systems for agricultural
lands; (ii) extension and, above all, improvement of the infrastructure and adminis-
tration of irrigation systems; (iii) innovation, health and safety, financing, marketing,
and information services; (iv) development of human capital and organizing of pro-
ducers; (v) conservation of natural resources; and (vi) exploitation and conservation
of forests, especially in the Se/va. Some of these sectoral policies will be dealt with
below, whereas those relating to irrigation, conservation of natural resources, and
forest development are examined in other policy notes.

Sectoral Policies, Decentralization, and Rural Development

The design and implementation of sectoral policies that take into account the het-
erogeneity of Peru’s agriculture demand a highly decentralized approach. In addition
to national criteria and priorities, differentiated agricultural policies might be con-
sidered that respond to territorial particularities and are administered by local and
regional governments with the participation of various coordinating agencies. This
framework will enable application of measures and incentives specific to small agri-
culture. Decentralization is, moreover, in line with recent trends in policy reforms,
which focus on solutions to specific problems in the sectoral markets and emphasize
direct participation and the demands of the beneficiaries themselves, as opposed to
programs decided on and planned from the center.

Simultaneously, better coordination might be considered between agricultural
policies and the various sectoral policies applied in regions and municipalities. In
light of the increasing importance of rural income from nonagricultural sources and
the need to promote productive diversification through small agro-industry, forestry
(for example, in the Se/va), traditional crafts, commerce, rural tourism, and so forth,
it might be necessary to broaden outlooks beyond a purely agricultural approach,
and include coordination with other sectors. Thus, decentralization with a territorial
approach would, to a certain extent, restore the comprehensive nature of the rural
development programs of the past.

The proposal for decentralization and coordination or integration of agricultural
policies with those of the other sectors has clear implications in the state’s forms of
organization. Although maintaining public entities that specialize in sectoral issues is
indispensable, it would not be sufficient to reproduce the national structure at the
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subnational level. The regional and municipal governments would have to leverage
and promote avenues for coordination among the public sector, the private sector,
and civilian society that have been opening in recent years in order to strengthen
rural territorial development approaches that coordinate and take advantage of sec-
toral agencies (see the Territorial Development chapter).

For the agricultural sector, it might be necessary to strengthen the Ministry of
Agriculture so that it can fulfill functions of defining and monitoring sectoral strat-
egy and policies, program administration, and information generation and dissemi-
nation. These programs will have to promote the decentralized provision of public
goods and services and private investments in markets for technical assistance,
financing, technological innovation, sanitation services, and so on. With a flexible
design, the mechanism of competitive grant funds could be used, along with subsi-
dies specific to certain producers. A good part of their implementation would be the
responsibility of the 24 regional offices and the 100 provincial agrarian agencies cre-
ated during the recent reforms, with the participation of the producers and their
organizations (Zegarra 2004). The current capacity of the Ministry of Agriculture
and of the new regional and provincial structures is limited. Thus, a considerable
effort might be considered to strengthen institutions and the physical infrastructure,
personnel training, and improvement of the budgetary, administrative, and supervi-
sory systems.

Mechanisms for Agricultural Policy

Technological Innovation

At the beginning of 2001, Peru started to develop a system of competitive, decen-
tralized, demand-oriented technical agricultural research and assistance. In general
terms, this requires (i) institutionalizing the system, redefining and separating the
functions that are the responsibility of its public and private components with regard
to orientation, financing, implementation, and evaluation, as part of an extensive
decentralization process; (ii) ensuring a central role for producers and other private
stakeholders in defining demands and in implementing innovation activities; (iii)
increasing the number and autonomy of public and private entities charged with
offering technological services, and also increasing competitiveness among them;
and (iv) ensuring cofinancing, with the public sector maintaining a significant con-
tribution for long-term strategic innovations (for example, use and conservation of
resources, biotechnology, and integrated control of diseases), as well as for public
goods and services that benefit the neediest groups.

Following the experience of the Innovation and Competitiveness in Peruvian
Agriculture Program (Innovacién y Competitividad para el Agro Peruano—
INCAGRO) and similar programs in Mexico, Colombia, Ecuador, and other coun-
tries, attention might be focused on the following issues:
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o The Ministry of Agriculture’s role as a promoter, regulator, and evaluator for rech-
nological development. To fulfill this function, creation of a unit is suggested
that would be responsible for formulating, coordinating, and monitoring
investment policies to foster innovation in agrarian technology, in concert
with the private sector. This would be a multidisciplinary unit capable of
addressing private and social demands and differentiating the system’s orienta-
tion and financing functions from its implementation functions.

* [Institutionalization of autonomous regional and local consulting councils. Partici-
pants would include producers and other public and private stakeholders of
the chains, and the council’s purpose would be to identify and prioritize
demands and orient the offering of services.

* Preparation of national programs on strategic innovations and macroregional
extension and adaptive research programs. Demand for these services would be
prioritized, selected, and presented in the form of specific projects, following
transparent procedures. Mixed competitive grant funds would finance the
services provided by specialized operators. The organization of “strategic
alliances” among organized groups of producers, customers, and public and
private entities offering the services would contribute to improving execution
and to expanding private cofinancing.

*  Except for on goods of a strictly public nature, the incorporation of a subsidy into
the cofinancing that would be partial, temporary, and decreasing over time.

* Expansion of the concept of extension. Technical assistance and training would
include not only productive technologies but also other aspects of the chains,
such as production options (the mix of products), management of agricultural
enterprises, marketing, and small rural agro-industry.

*  Public financing for innovation services favoring those sectors with less capacity to
assert their innovation demands, in particular, small producers, indigenous groups,
and women. Special emphasis would be on the recovery of ancestral knowl-
edge, the promotion of native crops with a high nutritive value, and the pro-
motion of niche markets.

Rural Financing

Mechanisms would encourage greater participation of commercial banks in the
sector, with measures that stimulate their adaptation to agricultural cycles and
timetables. This could be achieved, for example, with mechanisms such as new types
of legally valid collateral (that is, livestock, stored harvests, and even future harvests),
insurance limited to losses resulting from catastrophes,!” regularization of titling,
registration of land ownership, and operation of a risk center. Loans with harvests as
collateral, very common during the era of the Agrarian Bank, would contribute to
improving the negotiating power of producers relative to warehouse operators (Val-
divia 2001). Financial support would be accompanied by technical assistance that
would ensure performance of credit obligations.
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Credit technologies could also take into account the characteristics and behavior
of small agricultural businesses when defining payment schedules for producers that
have managerial and technological capability, but scarce assets. The best alternatives
are offered by a number of entities already operating in rural microfinance, with
methods that make it possible to reduce the high transaction costs of credit, includ-
ing Municipal Savings and Loan Banks (CMACs), Savings and Loan Cooperatives
(CACs), and NGOs, with credit activities that are not regulated by the Superinten-
dency of Banking and Insurance (SBS). The expansion of this type of financing serv-
ices will require some type of state support.

For microfinancing institutions to be sustainable, it is advisable that they (i)
mobilize savings in the rural environment in which they operate, and not merely
offer loans; (ii) limit their dependence on subsidies or donations, which create uncer-
tainty and substitute the attraction of savings; (iii) charge real positive interest rates;
(iv) offer services specifically suited to the needs of the local market; (v) maintain
competent and transparent autonomous business management; and (vi) operate
within the regulatory framework of the national financial system (Norton 2004).
Their success also depends on their ability to work with organized groups of pro-
ducers, using those groups’ information about potential borrowers and thereby
reducing the need for individual collateral. The best-known mechanisms are loans to
communities (communal banks) or to groups assuming joint and several liability,
whose advantages—group pressure, social cohesion, reduction of lender selection
costs, transfer of risks to the group—make it possible to reduce transaction costs.
Among the difficulties faced by microfinancing institutions are increased risks to the
system that result as the size of the groups and the amount of the loans increase. In
some cases personal loans are being used (Valdivia 2001).

Promotion of NGO Participation in Rural Microcredit Activities

Currently, there are about 30 NGOs that operate in almost all the departments of
the country, charge reasonable rates, and offer products specifically designed to serve
the producers of difficult zones. They are generally small, with loan portfolios of
between US$200,000 and US$4 million, with a mean of US$1.3 million. The pro-
gram could help them expand their operations and meet the requirements for their
formalization as entities regulated by the SBS, which would allow them to collect
deposits. The major problems that these NGOs commonly encounter are (i) insuffi-
cient availability of financial resources, despite the fact that various national and
international entities specifically support some rural NGOs; (ii) technical, opera-
tional, administrative, and managerial weaknesses that limit their coverage potential,
sustainability, and impact; and (iii) the lack of alternative mechanisms or second-tier
entities in a position to continuously provide them with financial resources in high
volumes!! (IDB 2005).

In addition to the CMACs, other microfinancing entities with possibilities of
expanding their activities in the rural areas are the rural Savings and Loan Coopera-
tives (CACs), due to their presence throughout the country and their ability to mobi-
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lize savings (since they are supervised by the SBS). However, to date, the CACs have
specialized in consumption loans and have not moved deeply into the market of loans
to agricultural microenterprise, so they do not have products suited to the needs of
small and medium-sized rural producers or information and trained personnel that
enable them to reduce the risks of handling an increasing volume of these loans.
Consequently, there is much room to support the activities of the NGOs, CACs,
and, possibly, the CMAC:s. Such a program would include as priorities the following:

* Supplying loans to cooperatives and other second-tier entities, so that they, in
turn, may grant loans to NGOs with rural micro credit programs.

* Supporting second-tier entities with institutional and technical strengthening
so they can fulfill their supervision and monitoring tasks, and the NGOs so
they can implement sound policies and procedures for administration of the
financial services they offer.

* Contributing to the formalization of those NGOs whose success permits them
to increase the size of their operations. This will require subsidies or other sup-
port for administrative expenses (specialized personnel, information systems).

* Providing technical, administrative assistance and, possibly, subsidies for cer-
tain expenses, so that the CACs and the CMAC:s can efficiently provide small
rural companies with specialized products and services.

AgroBanco, operating since 2002, would have to prioritize its second-tier activi-
ties geared toward strengthening the offer of rural financing through microfinancing
entities that have demonstrated soundness, in collaboration with the Development
Finance Corporation (Corporacién Finaciera de Desarrollo—COFIDE) and the SBS.
The Ministry of Agriculture, directly and through its decentralized structures, could
participate in the preparation and execution of a flexible program, possibly using
competitive grant funds with a subsidy component.

Agricultural Services at the Local Level

Nearly half of producers do not sell their production and between 80 percent and 90
percent lack access to technical, commercial, training, and information services. The
majority do not even know how to obtain such services. The low participation of the
government in these activities has stimulated the emergence of an increasing number
of providers, basically NGOs, private companies and professionals, some public
institutions, and universities and other educational centers. Their professional level
and the scope of services vary considerably. They respond to private local demands
and also participate in the implementation of programs financed or promoted by
international or bilateral cooperation, including INCAGRO, Poverty Reduction and
Alleviation Program (PRA), financed by the U.S. Agency for International Develop-
ment (USAID) in the Sierra and the Sefva, and other projects supported by the Inter-
American Development Bank (IDB), the World Bank, and the International Fund
for Agricultural Development (IFAD). With the exception of the NGOs and certain
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other providers associated with these programs, the majority of service operators
work with medium-size and large farmers of the Cosza.

The methodology of these programs generally includes the following elements: (i)
local base, in order to take into account the specific obstacles and potentials of each
territory; (i) provision on demand, usually from producer groups organized or in the
process of organizing to prepare the development plan for their operations and par-
ticipate in the program; (iii) use of private or public service providers; (iv) selection
of providers through transparent competitive funds, financed in variable proportions
by the producers and by the government; (v) a subsidy component, the size and
duration of which differs according to the type of producers, financing possibilities,
etc.; and (vi) various systems of administration, generally with an important role for
the Ministry of Agriculture (including its decentralized structures) and for represen-
tatives of the farmers to coordinate implementation, control, and evaluation, often
with the participation of external cooperation.

The evaluations performed in Peru tend to confirm that these programs reduce
transaction costs and promote agricultural productivity, conversion to more intensive
cultivation, expansion of a commercial orientation, and access for small and medium-
size producers to competitive markets. They also stimulate consolidation of the mar-
kets for these services, which are increasingly able to function without public support.'?
The experience accumulated in the country would make it possible to lay the founda-
tions for an extensive program of support to agricultural services on the local level,
which, for reasons already mentioned, primarily serve small agriculture and the com-
munities, in particular in the Siernz and the Selva. The basic services needed are of var-
ious types, including assistance to productive technologies; support for creation of
businesses and for improvement of their administrative and managerial capabilities;
assistance for obtaining loans or other investment funds; promotion of various forms
of agriculture under contract, including agreements with agro-industrial businesses;
and certification of the quality of production to obtain better prices in the markets.

The Ministry of Agriculture, in particular the General Office of Agricultural
Development, could have the primary responsibility in the formulation, promotion,
and supervision of the program. As part of the current decentralization process,
implementation could be the responsibility of operational units of the regional agri-
cultural offices, with support from the municipal agricultural agencies, both of
which are local government agencies. The program would have to include possibili-
ties for an extensive subsidy to groups of small or poorer producers, the size and
duration of which would depend on the results obtained in each case.

Integration of Programs and Approaches

The measures recommended here will be much more effective if they are coordinated
with more comprehensive programs or approaches to rural and territorial develop-
ment. Although the above-mentioned services have a significant impact on produc-
tivity, they are inadequate for economic development and could be accompanied by
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improvements to the infrastructure of the region, as well as financing for land invest-
ments, ownership titling, and animal and plant health services. This problem is
inherent in an approach aimed at improving isolated services, as opposed to the inte-
grated rural development approach that predominated prior to the reforms.

In health and safety services, improving plant and animal health and food safety
systems is one of the central challenges for achieving competitiveness in exports. In
recent years, the SENASA and the Ministry of Health have made significant progress;
for example, in the control of foot-and-mouth disease (90 percent of the country is
free of it). Such progress is also seen in the integrated management of agricultural
pests, which is now being administered on more than 200,000 ha of crops, and has
progressed in its institutionalization and the participatory training of farmers
through field schools, as well as in the control of the fruit fly and in the improvement
of food safety, primarily under the responsibility of the Ministry of Health.

It might be necessary to supplement the role of the private sector in promoting
the development of an efficient market for these services. Consequently, formulating
a plan of action is recommended that should include (i) updating and harmonizing
legislation, taking into account various international agreements, as well as techni-
cal/scientific concepts and advances; (ii) reinforcing the application of phytosanitary
regulations, in particular for exported and imported products; (iii) creating or
strengthening units for analysis and/or evaluation of risks, focusing on food safety
and animal and plant health; (iv) strengthening diagnostic capabilities in central lab-
oratories and established networks; (v) strengthening capabilities to respond to the
entry of pests and exotic and/or emerging diseases, or those requiring quarantines;
and (vi) campaigns for training and assistance in good agricultural practices.
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Endnotes

1. There are three distinct agricultural subsystems, depending on altitude. Between 2,000
and 3,200 meters, low valleys with good alluvial soils, temperate to subtropical climate, and
with adequate availability of irrigation, produce white maize, quinoa, potatoes, livestock, and
some fruits and vegetables. Between 3,200 and 4,000 meters, on hills and high valleys that are
very exposed to freezing, barley, natural grains, and tubers dominate, as well as indigenous
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livestock and sheep. And finally, above 4,000 meters, punas (high plateaus) are used to pasture
sheep, llamas, and alpacas (FAO/WB 2003).

2. According to the 1994 census, 70 percent of producers managed less than five hectares.

3. Among others: “Marco macroeconédmico multianual para el periodo 2006-2008” (Min-
istry of Economy and Finance 2005); “Bases para una politica de Estado en la agricultura del
Pert” (Ministry of Agriculture 2004); “Carta Verde-Pacto Agrario Nacional” (2004); and
“Agenda interna para el desarrollo agrario al 2010” (Ministry of Agriculture 2005).

4. Some producers of rice and yellow maize have, however, increased their productivity
within the framework of agreements with mills and with the national poultry industry.

5. See, for example, Valdivia 2001; FAO/World Bank 2003; Gorriti 2003; Eguren 2003
and 2004; Escobal and Valdivia 2004; Trivelli 2005; Mendieta and Agreda 2006.

6. In the Costa the crops with the best profitability are those oriented toward exportation
(paprika peppers, asparagus, marigolds, avocados, mangoes, tangerines) in addition to rice and
sweet potatoes (FAO/World Bank/CEPES 2002).

7. The average food energy supply has improved a great deal in Peru, from 2,010 keal per
capita in 1989-91 to 2,580 kcal in 2002-03; but not the quality of the diet, since approxi-
mately 70 percent of these calories continue to come from grains, tubers, and sweeteners. As
income increases, total ingestion of calories increases even more, and, above all, that of foods
rich in proteins and vitamins—{ruits, vegetables, meats, eggs, milk products, and fish—for
which there are, in general, good productive capabilities.

8. The government has announced the establishment of direct compensation mechanisms
for cotton, maize, and wheat, with annual resources on the order of US$35 million to US$45
million, for a transitional period of four years.

9. Currently, these distortions impact few products: sugar, cotton, yellow maize, rice, and
milk (World Bank 2005).

10. In contrast to more general insurance that has failed everywhere, private insurance of this
type functions well in various countries, including Mexico and Honduras (Norton 2004).
11. Ingeneral, they do not have access to funds from the financial system or other local funds
(such as COFIDE), which pay little attention to these rural intermediaries (which are small
and unregulated or do not have the required collateral guarantees).

12. One difficulty to be taken into account, which emerged, for example, in Mexico, is that
development plans for the operations and services requested tend to be prepared by those
providers interested in the competitive funds and do not strictly represent the demands of the
farmers.
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Territorial Development

José Maria Caballero, Carolina Trivelli, and Maria Donoso Clark

Abstract

This chapter presents a proposal to improve the quality of public expenditures and pro-
duction investments in the rural areas of Peru. The proposal secks to prevent a dispersion
of public expenditures in atomized projects, encourage public-private coinvestment, and
strengthen decentralized decision-making mechanisms. This is based on the valuable
experience gained in Peru through local consensus seeking, participative platforms, and
projects for the promotion of productive development in rural areas. The core elements of
the proposal are (i) strengthening (or, when necessary, creating) provincial public-private
entities for economic coordination; (ii) preparation by these entities of investment pro-
grams focusing on priority development themes; and (iii) cofinancing of such programs
through a competitive financial mechanism. The proposal is based on a territorial view
of rural development and is considered to be a tool for furthering decentralized develop-
ment in Peru and as a vehicle for applying the National Rural Development Strategy.

I. Introduction

This chapter proposes a mechanism to encourage territorial development in Peru.
The proposal is based on promoting institutional instruments and providing funds
to supplement local investment. This approach hopes to create a consensus-based
vision of territorial competitiveness that will result in strategic investment programs
for the territories. It seeks to facilitate development initiatives through alliances that
bring together provincial and district governments and local stakeholders, with sup-
port from regional governments and the national government. The proposal could
serve to improve the quality of public spending and encourage private investment in
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the regions, while respecting the heterogeneity of the country’s rural territories. Ter-
ritorial approaches to rural development are advancing rapidly in Latin America as
a whole and in Peru. Yet so far, there are no appropriate mechanisms in the country
to promote rural territorial development in a far-reaching, generalized manner. The
practical application of this approach, through the adoption of appropriate mecha-
nisms, would be a way to further decentralize development and build the economic
content of decentralization. It could also serve as a vehicle for applying the National
Rural Development Strategy.

I1. The Context

Peru’s economic outlook is favorable, but poverty and inequality are still present and
growth is having an unequal impact throughout the country. The gross domestic
product (GDP) has grown steadily, at an annual rate of more than 4 percent per year
in recent years, with an aggregate per capita increase of approximately 15 percent in
the last decade.! This laudable growth has not significantly reduced poverty nor has
it created a perceived better quality of life. The poverty rate is falling, but slowly—
down from 54 percent in 2001 to 52 percent in 2004 (INEI 2005). One out of
every five households is unable to cover their basic food needs. Thirty-eight percent
of Peruvians believe that their family’s economic situation is the same as a year ago
and 53 percent believe their situation has worsened (CPI 2005). The richest 10 per-
cent concentrates 40 percent of the country’s income, while the poorest 50 percent
receives only 17 percent of that income (INEI 2005). Differences in average
incomes and in access to utilities among metropolitan Lima, the rest of the urban
areas, and the rural areas continue to be enormous (Table 1).

Table 1. Household Characteristics

Metropolitan Other Rural

Characteristics Lima cities areas
Percentage of households with water 81.3 73.4 32.3
Percentage of households with drainage 79.6 63.6 5.2
Percentage of households with electricity 98.0 92.5 32.7
Percentage of households with a telephone 45.5 245 0.4
Average per capita spending of the poorest

20 percent (S/./year) 2,097.6 1,455.3 754.1
Average per capita spending of the richest

20 percent (S/./year) 12,411.1 8,947.6 4,461.3
Average per capita income of the poorest

20 percent (S/./year) 2,383.7 1,675.0 715.9
Average per capita income of the richest

20 percent (S/./year) 17,713.3 10,529.4 4,880.6

Source: Prepared by the World Bank based on the National Households Survey (Encuesta Nacional de
Hogares—ENAHO) 2003.



TERRITORIAL DEVELOPMENT 253

The other regions, for the first time, are seeing positive changes occurring at a
more rapid pace than in metropolitan Lima. Yet the differential is still enormous
(Figure 1). For example, in Ica poverty fell from 47 percent to 29 percent between
2001 and 2004 due to the success of its agro-export industry. However, in Hudnuco,
Huancavelica, and Cajamarca, no significant statistical changes were seen, and
poverty levels remained at more than 74 percent (INEI 2004).? Departmental dif-
ferences are the result of the introduction in certain areas of new activities such as
agro-export enterprises, mining, and tourism, and the unequal development of
regional markets and physical integration. Between 1998 and 2002, the earned
incomes of producers along the rural coast increased by 20 percent, while in the
rural highlands they did not grow at all (Escobal and Valdivia 2004).

The urban centers of the interior have had a positive performance, and are turn-
ing into new poles of investment. Poverty is diminishing, tax revenues are rising, and
the number of taxpayers is increasing. Financial intermediation, particularly micro-
financing, is also growing. This is indicative of the start of a favorable cycle for eco-
nomic development in those areas.

Decentralization—Opening Major Opportunities

Increased Subnational Tax Revenues

Independent of the discussions now underway regarding the modes and scope of decen-
tralization, the regional governments already have investment funding that, in 2004
and in the 2005 budget, reached levels of 900 million nuevos soles. The budget for the
municipal governments increased from 3.6 billion to 6.0 billion nuevos soles between

Figure 1. Economic Integration Index by Departments

Huancavelica
Cajamarca
Hudnuco
Apurimac
Puno
Ayacucho
Loreto

A

Pasco

Cusco

San Martin
Madre de Dios
Ucayali
Ancash

Piura
Junin
La Libertad |

Tumbes
M

“Tacna
Arequipa
Lambayeque

ca
Lima-Callao
Peru

Source: UNDP 2005.
Note: The higher the index, the greater the economic integration (maximum value = 1).



254 AN OPPORTUNITY FOR A DIFFERENT PERU: PROSPEROUS, EQUITABLE, AND GOVERNABLE

2000 and 2004, because of increased fee revenues and the expanded volume of Fondo
de Compensacion Municipal (FONCOMUN). These sources represent more than 40
percent of municipal government revenues and are principally earmarked for invest-
ments. Local tax revenues are also growing, which makes greater funding available to
the subnational governments, and more than half such funding is used for investments.

Growing Participation of Civil Society

Civil society today has more and better avenues for expressing its needs and priori-
ties to the subnational governments. Participatory budgeting, councils, local and
regional coordination committees, committees for the fight against poverty, partici-
patory development plans, and other similar mechanisms have opened new plat-
forms for consensus building between society and the government.

Subnational governments are in an advantageous position to identify, coordinate,
and support local initiatives for the transformation of production and for social
development.® This is fundamental, since Peru’s diversity necessitates flexible solu-
tions and strategies for promoting development, responding to local resources, inter-
ests, traditions, and competitive advantages.

There are also challenges. The greatest challenge is that most of the population
is expecting decentralization to provide rapid improvements in their standard of liv-
ing and economic opportunities. If these expectations are not satisfied, they could
give rise to an intense conflict. Recent experience shows that, despite consensus-
building efforts, the level of social conflict has grown considerably in recent years,
unveiling inequalities, a lack of opportunities, and the weakness of the state for vast
segments of society (IEP 2002; Tanaka and Zdrate 2002).

As a whole, the situation is favorable for implementing a territorial development
strategy: macroeconomic conditions and growth offer an appropriate economic cli-
mate; current dynamics in urban centers of the interior favor local development;
public spending is being reallocated toward subnational governments, which have
demonstrated their advantageous position to promote local development; and there
is rich local and regional experience of social participation and consensus building
between society and the government through new institutions. The persistence of
poverty, inequality, and territorial disparities in development require a new vision if
they are to be overcome. The strategy presented here promotes more equitable and
inclusive growth, with a broad territorial base. The intense social impatience to par-
ticipate in the fruits of growth provides a powerful political incentive to find new
instruments for a maximum leverage of decentralization’s development potential.

IIL. Progress in the Territorial Approach

The proposal contained in this chapter is based on a territorial approach to rural
development (Schejeman and Berdegué 2004). This approach—Dbased on the “new
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rurality” vision dominant today in Latin America—offers an initiative to promote
rural development based on a given region’s existing resources, opportunities, and
stakeholders. The approach focuses on productive development. Its principal elements
are multisectorializy, the building of public-private alliances, tervitorial competitiveness,
and strategic planning as an instrument for clustering investments (Box 1).

There are many experiences with territorial development programs in the world.
Outstanding among them is the successful LEADER program of the European
Union and, recently in Latin America, the EXPIDER (Experiencia Piloto de Desar-
rollo Rural—DPilot Experiences in Rural Development) project of the Inter-American
Development Bank (IDB) and the Spanish Agency for International Cooperation
(Agencia Espariola de Cooperacion Internacional). The IDB has embraced a territorial
approach in its most recent rural development strategy, and the United Nations
Food and Agriculture Organization (FAO) has a regional project with these charac-
teristics that covers several countries of Latin America. The World Bank has devel-
oped a rural development strategy for Ecuador using this approach and is collabo-
rating on the design of a territorial development project for an Ecuadorian province.
In 2002, the government of Chile launched the Emprende Chile (Get Started Chile)
rural territorial development program through which the Solidarity and Social
Investment Fund (Fondo de Solidaridad e Inversién Social—FOSIS), the Technical
Cooperation Service (Servicio de Cooperacidn Técnica—SERCOTEC), the Agricul-
tural Development Institute ([nstituto de Desarrollo Agropecuario—INDAP), and
PRORURAL support territorial economic development plans in several regions of
the country. In Brazil, a Territorial Development Department has been created
within the Ministry of Agrarian Development and a national rural development
program with a territorial approach has been implemented, called the National
Regional Development Policy (Politica Nacional de Desenvolvimento Regional—
PNDR). Brazil is also promoting the formation of territorial associations. In Mex-
ico, the Rural Sustainable Development Act of December 2001, which provides the
legal framework for Mexico’s rural development, explicitly adopts a territorial
approach. Accordingly, mixed rural development territorial committees have been
created in municipalities and other territories of the country, with the capacity to
allocate funds.

At a national level, the National Rural Development Strategy incorporates the
components of the territorial approach. Peru has valuable historical experiences and
has seen a flourishing in recent years of organizations, norms, and experiences sim-
ilar to the territorial approach. The national structure of the committees for the fight
against poverty, which has been consolidating since mid-2001, includes public-pri-
vate, consensus-building bodies that fulfill economic coordination functions in
many regions and municipalities. Territorial planning has received official recogni-
tion with the application of participatory budgets and development plans, which has
now become a legal obligation for the subnational governments. The new Munici-
palities Act calls for the creation of Local Coordination Councils as public-private
consulting entities. Certain regional economic coordination entities have also been
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Box 1. Principal Elements of the Territorial Approach

The territorial approach is multisectoral. It seeks to promote development
through a variety of economic activities and proposes a rural perspective that
includes not only dispersed population areas, but also towns and small cities
in rural areas, taking into account their ties with medium-size cities. It seeks
to leverage synergies among various activities in order to maximize the eco-
nomic potential of the territories.

Public-private alliances are fundamental. This refers to economic stake-
holders in the territory, including the public and private sector and the grass-
roots. Such an alliance is created through some type of institution that allows
these stakeholders to jointly formulate a proposal for the territory’s develop-
ment and implement coordinated economic actions at a territorial level, mobi-
lizing funds at the local level and from outside the region. As such, these enti-
ties fulfill certain economic governance functions in their territories.

Territorial competitiveness is a pillar of the territorial approach. The
sectoral outlook focuses its attention on segmented product markets or pro-
duction chains. Territorial competitiveness, for its part, refers to cross-cutting
operations of the markets for factors of production in the territory; the exis-
tence of specific territorial assets that can be exploited; potential synergies
among the various economic activities present in the territory; and the terri-
tory’s capacity to attract investments and add value.

Strategic planning is the instrument to mobilize investment funds and
promote clusters of productive activity. Strategic planning makes it possible
to build a long-term, consensus-based proposal organized around strategic
themes for the territory’s development. This proposal, in turn, makes it possi-
ble to build an investment program for the territory that prevents an atomized
dispersion of those investments. The investments are organized around core
territorial development themes identified as having priority. The purpose of
strategic planning is to attain a certain standardization of processes, qualities,
health standards, and so forth, as well as critical masses of production that
attract financing, technical assistance, and investments in transformation, as
well as to participate in an advantageous position in the markets.

Source: Prepared by the authors.

established in recent years, promoted above all by private stakeholders. These
include regional chambers of commerce, regional Rural Coordination offices,
regional competitiveness centers, and technological innovation centers.

The development of economic corridors and the Procuenca pilot program in the
valley of Lurin are examples of experiences with territorial development promoted
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by the public sector and the international cooperation community. These are not the
only examples: the consensus-building and strategic development programs of civil
society in Cajamarca or Piura (in Santo Domingo), for example, are also part of this
approach. Certain experiences principally address the management of natural
resources, as in the Vilcanota basin in Cusco, or in the Encafiada basin in Caja-
marca. In other cases, natural resources management is combined with productive
development, as seen, for example, in the Jequetepeque basin, where the Basin
Development Coordinating Body has prepared a competitiveness plan and has iden-
tified and prioritized projects to improve the production and integration into pro-
duction chains of chirimoyas (custard apples), grapes, beekeeping, milk, tourism,
mangos, crafts, agroindustry, tara, and guinea pigs. There are also interesting private-
sector initiatives, in alliance with the public sector, taking the form of economic cor-
ridors and production chains. Such initiatives have sometimes promoted these forms
of organizations, for example the La Florida Coffee Cooperative, the Agrarian Cof-
fee Growers' Cooperatives Union (Central de Cooperativas Agrarias Caferaleras—
COCLA), or the Ayacucho Competitiveness Center.

Nonetheless, Peru is still in need of a national mechanism to promote and finan-
cially support the territorial development entities. Without this, it will be difficult
for territorial development to surpass the stage of pilot experiences, which are
dependent upon sporadic financial sources. A national support mechanism for ter-
ritorial development could be a fundamental auxiliary mechanism to aid the eco-
nomic decentralization process.

The National Cooperation Fund for Development (Fondo Nacional de Coop-
eracion para el Desarrollo—FONCODES) provides significant experience in its role
as a national rural development fund, although it differs from the mechanism sug-
gested in this chapter. One difference is that FONCODES focuses its work on the
development of small community infrastructure rather than on productive invest-
ments. In addition, FONCODES promotes the formation of project committees as
opposed to the public-private strategic territorial alliances proposed herein. Finally,
FONCODES finances isolated projects, while the mechanism being suggested in
this chapter would cofinance investment programs clustered around strategic
themes. Nonetheless, thanks to the A Producir Rural (Rural Areas: Let’s Produce)
and Puno-Cusco Corridor programs, FONCODES, together with investments in
projects, is involved in an interesting experience, promoting small production proj-
ects with a territorial outlook based on corridors and microcorridors. FONCODES’s
experience and administrative mechanisms, along with the lessons learned through
its production development programs, could be very useful for establishing the
Decentralized Development Fund described below.

Peru also has valuable experience in operating tender-allocated funds that are rel-
evant for the mechanism suggested herein. An example is the Agrarian Technology
Fund, established by the Ministry of Agriculture through the Innovation and Com-
petitiveness for Peruvian Agriculture program (Innovacion y Competitividad para el
Agro Peruano—INCAGRO). Innovative experiences have also been seen with local
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tender-allocated funds such as those developed by the Project for Natural Resources
Management in the Southern Mountains (Proyecto de Manejo de Recursos Naturales
en la Sierra Sur—MARENASS) of the Ministry of Agriculture, with financing from
the International Fund for Agricultural Development (IFAD), in the departments
of Cusco, Apurimac, and Ayacucho.

IV. Creation of the Mechanism to Support Territorial
Development

The core elements of the mechanism suggested are: i) organization of the stake-
holders; ii) provision of funds; and iii) establishment of procedures.

Organizing the lerritorys Stakeholders

The organizing of stakeholders would ideally be based on existing experiences in the
various territories. The idea is that a territory’s economic stakeholders will build a
public-private institutional platform, which can be called “Economic Coordination
Entities (ECEs),” for economic coordination and the articulation of interests. The
ECEs will agree upon a territorial development strategy and an investment program.
In many parts of Peru, public-private consensus-building platforms already exist. In
these cases, it would not be necessary to create new platforms: it would suffice to
consolidate existing ones, to the extent necessary, and support them in formulating
the territorial development strategy, the investments program, and other economic
coordination and resource management tasks.

A fundamental issue is delimitation of the territory. In Peru, the provincial level
appears to be the most suitable. Ideally, a territory would respond to an existing
dynamic rather than a formal delimitation. It could correspond, for example, to a
valley, an ad hoc set or association of district municipalities, an economic corridor
(which could include urban and rural environments), or an ethnic or cultural space.
What is important is its coherence as an avenue of intervention and stakeholder
identification. Utilizing provinces has the advantage that the avenue selected for
managing local economic development would coincide with the territorial organi-
zation of the state. With such a parallel structure, the public-provincial administra-
tion could become a major source of support for the operation of the ECEs, for
example, by channeling national or regional funds or funds for administrative and
accounting management. District municipalities are too small to serve as effective
units of rural territorial development. The provinces are more suitably sized.* In
addition, generally speaking, the provincial stakeholders clearly identify with their
province. Another advantage is that if the territories have the same boundaries as the
provinces, their development strategies would form the basis of the provincial devel-
opment plans called for under Peruvian law. The ECEs would thus serve as mecha-
nisms for the participatory planning required by law.
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The ECEs would have a mixed composition and their creation would not engender
new bureaucracies. Nonetheless, they ideally may have a certain degree of institutional-
ity, organized as nonprofit associations, foundations, or similar structures, so that they
can have legal status to manage funds. Their members could include representatives of
the provincial municipality, district municipalities, regional government, stakeholders
from government sectors (from the agrarian agency, for example), private stakeholders
(businessmen, local financial entities), merchant associations, producers” associations,
grassroots social organizations, trade unions, representatives of technical schools or local
universities, and others. The composition would be predefined in accordance with the
particularities of each place, always with both public and private participants.

The key functions of the ECEs would be economic promotion and coordination.
As an example, they might: (i) make a diagnostic of the territory’s assets and poten-
tial; (ii) identify its strategic development themes; (iii) prioritize the support needed
from the local stakeholders; (iv) promote the creation of production chains and other
forms of local economic organization; (v) identify locally available funds; (vi) pro-
mote public and private investment in the territory; (vii) search for funds from out-
side of the territory; (viii) promote and assist in the preparation of development pro-
grams and projects of the local stakeholders; and (ix) monitor the economic agents’
implementation of the investments supported by the ECEs. As indicated below,
based on their development strategies, the ECEs would prepare investment programs.

Provision of Funds for Territorial Development

The Decentralized Development Fund

A national fund would be helpful to finance territorial development initiatives,
which could be called the Decentralized Development Fund (DDF). The DDF
would serve to cofinance the investment programs of the ECEs. Another part of the
financing for these programs would take the form of funds contributed by local pub-
lic and private stakeholders themselves, and supplementary funds from outside the
territory, for example, from the regional government, ministries, other national pro-
grams, private investors, or the international cooperation community.

The DDF could function competitively on a “demand basis” in response to
requests submitted by the ECEs. In addition to cofinancing production invest-
ments, the DDF could also finance technical assistance, organizational processes,
preinvestment studies, and small infrastructure works, provided that the amount is
limited and that they are directly tied to priority production investments.

The regional governments could contribute with a counterpart to the funds that
the DDF allocates to the region’s ECEs. Such, for example, is the case in the Euro-
pean LEADER program. It would be advisable for the regional governments to play
a major role in the promotional and organizational tasks needed for creating the
ECEs, using the regional governments’ own funds and partly using funds allocated
by the DDF for that purpose.
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The DDF could have two windows or “subfunds”: one to finance production and
infrastructure investments for the ECEs” development strategy programs, including
the training and technical assistance that form an integral part of these programs,
and the second to finance expenses for organizational efforts, promotion, training,
and institutional strengthening, as well as cultural and educational programs that
supplement the strategic investments proposed by the ECEs.

The DDF would ideally have authority to approve, reject, and prioritize requests.
In order to do so, a series of rules would be helpful to regulate access to its funds and
ensure objectivity and transparency in its management. In order to guarantee auton-
omy from political pressure or interested sectors, it would be advisable that the
DDF’s Board of Directors be formed by members with solid legitimacy, independ-
ence, and recognized prestige in the field of local and rural development.

The DDF would include a small operating unit that does not generate high costs.
In addition to administering the Fund’s financial resources, this unit could docu-
ment the experiences of the ECEs, promote exchanges among them, disseminate
“good practices,” and advise the national government and regional governments on
territorial development. The DDF could also organize the external evaluation of the
ECEs’ operations.

The institutionality of the DDF is an open question. An existing entity could be
used or a new one could be created. Use of an already existing entity—FON-
CODES, for example—offers the advantage of having capacity that is already
installed, which reduces costs. The creation of a new entity, on the other hand, has
the advantage that it could be tailored to the strategy’s needs. FONCODES basically
addresses the fight against poverty, while territorial development, even though it
favors a reduction of poverty, is above all geared toward local economic develop-
ment. If a new entity is created, it could be situated within an entity of the sector.
Due to the multisectoral nature of territorial development, the most appropriate
entity would be the Ministry of the Economy and Finance or the Office of the Pres-
ident of the Council of Ministers, rather than a specific sectoral ministry. In all
events, the DDF would ideally have a small management group, with moderate
operating costs.

Another open issue is the source of the funds that will be earmarked for the DDE.
In principle, they could come from a variety of sources, such as special public allo-
cations, regular public funding (a new budget item), or special sources—for
instance, a portion of royalty and fee revenues, which could be explored. One pos-
sibility is the creation of a trust that could receive contributions from a series of
sources, including funds from the international cooperation community.

Establishment of Procedures

Creation of the DDF would require the establishment of transparent, objective pro-
cedures for allocating funds. These procedures would have three levels: (i) distribu-
tion of the DDF’s funds among regions; (ii) distribution among the ECEs of the
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funds available for the region; and (iii) distribution among the various users of the
funds allocated to the ECEs.

The DDF can distribute its funds among the regions, or not, although the sec-
ond choice would be more consistent with the decentralization process. If it chooses
the former approach, the regional distribution of the funds would be based on an
objective rule agreed upon between the national and regional governments. Once
the funds are received, the regions would allocate them among their ECEs through
regional tender processes. Alternatively, the DDF would allocate the funds directly
to the ECEs through national tenders, in which ECEs from throughout the coun-
try would participate. An intermediate possibility would be to hold national bidding
competitions, but with an indicative figure reserved for each region. In Peru’s cur-
rent context of strengthening decentralization, it appears more appropriate that the
DDF’s funds be distributed among the regions and that the regions conduct tender
processes among the regional ECEs. In this way, the regions would assume a greater
commitment and take on greater responsibility for territorial development at the
regional level. The regions would also have greater incentives to contribute funds as
a counterpart to those provided by the DDEF. The criteria for allocating the funds
available for the region through tender processes among the regional ECEs, with
contributions from the DDF and from the regional government, could be decided
upon based on an agreement between the regional government and the DDE Part
of the DDF’s funds could be allocated through a national tender process and
another part could be distributed to the regions. The DDF could also reserve a small
part of the funds to be freely allocated, without a tender process—for example, for
pilot proposals.

Allocation of the DDF’s funds among regions would require a multicriteria rule.
This could include considerations related to the size of a region’s rural population;
the economic contribution of the regional government; indicators of the regional
government’s institutional capacity to attend to territorial development; number of
ECE:s in the region; the number of organizations and the size of the population
those organizations include; indicators of the operating quality of the ECEs and of
the quality of the development strategies proposed by them; availability of funds
generated by the region itself to attend to territorial development; and some indica-
tor of the level of regional development.

The ECEs would submit multiannual investment plan proposals—for example,
four-year terms—based on territorial development strategies. The existence of a ter-
ritorial development strategy, identification of the development themes proposed for
the territory, and the clustering of investments suggested around these themes would
be necessary conditions for receiving financing.

The award or rejection of funds to the applicant ECEs and the amount awarded
would be established based on regional tender processes, or national ones, as sug-
gested above. Part of the amount to be awarded could be established as a fixed per-
centage based on the number of direct beneficiaries. Another part could vary,
depending upon the quality of the investment plan, and the foreseen impact. Once
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the term for which a program was designed has passed, and once the program has
been executed, the ECEs could present new programs with new proposals.

The allocation mechanism could be different for soft investments, especially if
there are two windows. Proposals for this type of investment would normally come
from the individual organizations comprising the ECEs’ base. The proposals would
be submitted by the ECEs and financed through regional or national tender
processes, which could be conducted frequently or through an open-window system.

The proposals of the ECEs may or may not include concrete, itemized invest-
ments to be financed. The second option, or an intermediate solution, seems to be
better. In the first case, the investment plans submitted in the tender process by the
ECEs would have to indicate the concrete investments to be made; any investments
not included in the plan could not be financed with DDF funds. In the second case,
the ECEs would be free to decide what concrete investments to finance, based on a
sound territorial development strategy determined to be acceptable in the course of
the tender process. This latter approach is the one used by the European LEADER
program. It has the advantage of being more flexible and of allowing the ECEs to
make changes in funding allocations in keeping with the circumstances—for exam-
ple, to contribute counterpart funds to new programs that so require, or to create
their own local funds for allocation through tender processes. An intermediate option
would consist of identifying certain major investments in the programs whose spe-
cific financing would be requested in the proposals, while leaving another part open
to the autonomous decision of the ECEs within the identified development themes.

The ECEs’ allocation of the funds would be subject to certain restrictions and
transparent mechanisms. An example of this type of mechanism is the funding allo-
cation committees of the Puno—Cusco Corridor (Box 2). Another possible restric-
tion is the setting of a percentage of funds—more than half—that would have to be
earmarked for production investments. In addition, to be eligible the investments
(or a considerable part of them) would have to fall within the priority territorial
development themes and establish synergies with other investments, for example,
through production chains. Other possible restrictions would be the establishment
of a limit, of perhaps 30 percent, on the subsidy that the ECEs could give to private
investments, limiting eligibility for such subsidies to certain types of producers, for
example, those associated with low income). Whatever mode is used and whatever
restrictions are imposed, the document signed between the ECEs and the DDF or
the regional government for the provision of the funds would establish how the use
of the funds will be monitored.

V. Some Steps for Implementation

Since this is a new proposal, it does not appear advisable to start at a national level.
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Rather, a small number of regions could be used as pilots. For example, five or six
regions could be selected for a program with a duration of four or five years. If at
the end of two or three years of implementation the program’s advantages are clear,
it could be progressively expanded into other regions.

Implementation would first require the identification of a government unit
responsible for oversight. Since a multisectoral approach is fundamental, it would be
best for the unit to form a part of one of the multisectoral ministries, such as the
Office of the President of the Council of Ministers, the Ministry of the Economy
and Finance, or the Ministry on Women and Social Development. In order to
ensure the success of the implementation process, it would be useful to clearly define
from the start the political body in charge of implementing the strategy, which could
periodically report on the strategy’s progress.

The first responsibility of this unit could be to design the implementation plan,
which could start by disseminating the strategy and territorial approach on which it
is based. This could be accomplished through an energetic dissemination program
to subnational authorities, project managers and directors, legislators, sectoral min-
istries, and civil society organizations such as trade unions, consensus-building com-
mittees, the National Accord (Acuerdo Nacional), and civic associations. In parallel,
the mechanisms and criteria could be designed for access to the DDF’s funds, along
with the systems for promoting alliances and organizing the ECEs, forms of collab-
oration between the DDF and the regional governments, and the creation of
regional bodies responsible for territorial development.

Another necessary action would be defining the characteristics of the DDF:
amount and origin of the funds; its establishment as a legal entity; composition of
the Board of Directors; staff, operations, and management of the funds. This would
require a political decision to create this instrument, and a financial and technical
analysis, under which the unit, together with the Ministry of the Economy and
Finance, would be responsible for determining the origin of the funds and the
budget characteristics of the DDE among other matters. Ideally, implementation of
the strategy would be supported by the Congress.

Implementation of the territorial development mechanism could require certain
adjustments in the regions. For example, it would be necessary to create entities
within the regional governments that would take charge of rural territorial develop-
ment. These entities could serve as a liaison with the DDF and could follow up on
the operations of the ECEs in the region. They could also arbitrate any conflicts that
may arise within the ECEs. In addition, it would be necessary to identify consensus-
building platforms already existing in the regions that could assume the function of
the ECEs, introducing mechanisms to strengthen those platforms, and supporting
the formation of new ECEs where necessary. Finally, it would be a good idea to start
establishing criteria for allocating counterpart funding and distributing the funds
available among the ECEs.
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Box 2. The Funding Allocation Committees of the Puno—Cusco Corridor

The Local Funding Allocation Committees (LFACs) of the FONCODES’s
Puno—Cusco Corridor project provides an illustrative example. In the case of
this particular project, the allocation of public funds for technical assistance
was delegated to local stakeholders. Since the project cannot subsidize every
organization in need of technical assistance services, only those proposals con-
sidered to be the most profitable in private terms (return on investment) or the
most beneficial in social terms (for the area as a whole or for a reference group)
are supported. The LFACs decide who will obtain the available funds.

The LFACs are composed of persons recognized by the local population as
knowledgeable on development issues (small businessman, professionals, teach-
ers) and/or with a demonstrated commitment to development (mayors,
authorities, leaders). The members tend to have practical experience in the
issues they evaluate, and can often also provide additional information on the
characteristics and potential of the requesting organizations.

This LFAC mechanism has several advantages:

* It encourages careful preparation of the requests, which, even if they are
not financed by the corridor, could be submitted to other funding sources
or be implemented with funds generated by the requesters themselves.
This promotes expansion based on demand for technical services.

* It allows for competitive allocations at the local level with a selection
process where the local area as a whole participates. In this way a direct
relationship is avoided between the project and the beneficiaries. Such a
direct relationship could generate unsatisfied demand or establish rela-
tionships of favoritism.

* It is transparent and includes social oversight. The members who make
the awards are known to all, and accordingly, those who submit their
proposals are implicitly acknowledging their legitimacy.

* It ensures that the implementers of the projects will not intervene in or
impose their judgment on decisions regarding funding allocations.

* It prevents predisposition to what will be supported and what will not,
which could condition and distort the demand for technical services.

The LFACs also create ties between the local area (through its authorities and
other representatives on the committees) and business initiatives conceived in the
local area. This creates positive externalities, since it allows local “idea men” to share
their plans and initiatives with key stakeholders in the local development process.

Source: MARENASS, IFAD and PREVAL 2004.
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Endnotes

1. The year 2005 closed with a growth rate of nearly 6 percent in the GDP.

2. These figures are referential, as they tend to overestimate the incomes of the richest seg-
ments.

3. Hudnuco, 78 percent; Cajamarca, 74 percent; Huancavelica, 84 percent.

4. Nonetheless, it is also evident that most of these governments are in a precarious posi-
tion to generate projects of their own that are economically and socially viable and effective.

5. In the experiences seen with the Inter-American Development Bank’s EXPIDER proj-
ect in Bolivia, Ecuador, and Honduras, as well as other similar experiences in other Latin
American countries, municipal pools have proven to be suitable territorial spaces.
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Urban Transportation

José Barbero

Abstract

This chapter discusses urban transportation in Peru and specifically in metropolitan
Lima, where the principal challenges of the sector are found. The chapter starts by
describing the most significant problems for transportation in the region and summarizes
the initiatives implemented in recent years to solve them. It then comments on the prin-
cipal trends in urban transportation in Lima, identifying best practices among the
reforms implemented in the sector. It recommends specific policies for Lima, organized
around five pillars: (i) reform of the public transportation system; (ii) improvement of
the roads system and traffic management; (iii) reduction of negative consequences; (iv)
strengthening and modernization of the sector’s institutions; and, (v) sound allocation of
Sfunding. Finally, some reflections are made on urban transportation in other cities of
Peru, highlighting the need to establish national policies.

I. Transportation Problems in Lima

Lima has serious problems regarding transportation in general and public trans-
portation in particular. This situation especially affects the lowest income sectors
and has major negative consequences for society. The Lima metropolitan area suf-
fers from structural difficulties in the organization of its transportation and transi.
The public transportation service is deficient, traffic is chaotic, travel times are long,
there are a high number of accidents, and significant pollution is created by motor
vehicles. Despite some recent initiatives, transportation continues to be one of the
city’s major problems, compromising the productivity of the urban center and the
quality of life of its inhabitants, particularly those who are the poorest.! Recent stud-
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ies financed by the World Bank indicate that approximately US$500 million are lost
each year in man-hours and operating costs due to the inefficiencies of the urban
transportation system.

The organization of public passenger services includes several modes of motor
vehicle transportation. Public passenger services are characterized by a proliferation
of small-sized vehicles (half are vans) which, on average, are quite old. Public serv-
ice is supplied on 500 routes in three modes: vans (49 percent of the supply and 33
percent of the trips); buses (18 percent of supply and 29 percent and of trips); and
microbuses (33 percent of supply and 38 percent of trips). There are approximately
190,000 taxis in Lima—compared to 60,000 in Buenos Aires and 100,000 in San-
tiago—and numerous motorcycle taxis (estimated at 45,000). The importation of
used vehicles and deregulation during the 1990s has turned public transportation
into a refuge from unemployment. The companies providing transportation services
are often contractors. They obtain the license allowing them to operate and then
subcontract to individual operators. The electric train, whose construction com-
menced in the second half of the 1980s, was not completed and does not provide
any service (Box 1).

The quality of public passenger services is perceived as poor by the population,
due to the excessive time a trip usually takes, lack of comfort, and lack of safety.
Nine out of every ten users in Lima are of the opinion that public passenger trans-
portation services are fair, poor, or very poor.? Small units dominate the main corri-
dors: Lima has the lowest number of passengers per vehicle and the highest number
of vans out of a wide range of metropolitan areas recently analyzed.? In the most
remote neighborhoods, users have to first get to the main corridors using motorcy-
cle taxis. The low level of comfort is reflected in the average age of the public serv-
ice fleet (between 16 and 25 years); recent studies identified Lima as having the old-
est circulating fleet among the principal cities of Latin America (BAH and
Macroconsult 2005).

The organization of public transportation especially affects the mobility of the
low-income sectors: the cost of urban transportation in a low-income household is
as much as 17 percent of monthly expenditures, surpassing other residential public
services. Fares in Lima, compared to those of other cities in the region, are relatively
high. In real terms, the adult fare ranges from US$0.30 to US$0.40. Expenses for
intracity transportation represent an average of 14 percent of household income; in
the lowest income quintile, they represent 18 percent (Table 1).

The performance of the public passenger service in Lima is the result of a weak
institutional structure and insufficient regulation, which has resulted in a poorly
structured system in which competition for passengers along the route contributes
substantially to traffic disorder, accidents, and environmental pollution. During the
1990s, a model was developed for managing public transportation with minimal
regulation and with direct competition in the market. Mass importation of used
vehicles facilitated access to public service units for a large number of operators. A
business model was developed based on contractor firms that have a license for a
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Box 1. Lima’s Electric Train: An Unresolved Problem

The decision to build the Lima Urban Train was made in 1986. By 1995, the
construction of almost 10 kilometers of rail had been completed and in 2001
the system was transferred to the Municipality of Lima. The infrastructure built
and the equipment purchased—warchouses, offices, and some trains—
demanded an enormous financial effort. Yet this was insufficient to provide reg-
ular public service. The current route does not respond to the demand for travel.

The Municipality of Lima has developed a plan to expand the train line by
12 kilometers to Avenida Grau, purchase the train cars and other elements,
and place the train in service. The corresponding plan—based on the 2004
Feasibility Study of the Project to Extend Line 1 of the Urban Train from the Aro-
congo Bridge to Avenida Grau—contains certain assumptions that create doubt
as to its viability. One of the most problematic matters is the projection of pas-
senger demand, which assumes that the bus routes will undergo a major
restructuring and that the users—most of whom have relatively low
incomes—are willing to pay more in order to save time. The distribution of
demand along the route over the course of the day is particularly critical, since
the quantity of cars needed to attend to demand depends on such factors.
Analyses commissioned by the World Bank indicate that approximately 50
cars would be needed beyond what has been projected, which would entail a
substantially greater investment than what has been scheduled, as well as
greater costs for the operation and maintenance of the system.

The train poses a problem that is difficult to resolve, given that the origi-
nal selection of the route was a poor choice for a train system. At this point,
realistic proposals could be made to obtain some use from the extensive invest-
ment, taking care not impose a financial burden on the city in the construc-
tion stage or for operation and maintenance.
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Table 1. Impact of the Cost of Mass Transit on the Budgets of
Low-Income Families in Latin American Cities, 2004

75 fares per month (40 in cases of integrated fares)

City as a percentage of the minimum wage
Lima 18
Buenos Aires 17
Santiago 23
Bogotd 9
Municipality of Sdo Paulo 25
Mexico 16

Source: ECLAC, 2001.
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given route and individual operators who provide the service and in many cases
drive their own vehicles. There was a strong growth of informal providers in taxis
and motorcycle taxis. It is estimated that out of the total number of public trans-
portation vehicles circulating in the city, only 70 percent are formally registered. The
enormous oversupply of public transportation combines with an excessively large
fleet of taxis and motorcycle taxis and a growing tendency for individuals to pur-
chase their own vehicles.* This process has resulted in a public transportation system
characterized by long travel times, a low level of comfort, a culture of disrespect for
traffic laws, and negative consequences of great magnitude, including a high acci-
dent rate (public transportation vehicles are involved in more than 57 percent of
fatal traffic accidents) and environmental deterioration.

In Lima, 1,000 people die each year from accidents, most of them low-income
persons. This is 10 times higher than in developed countries. The death rate specifi-
cally from traffic accidents in Peru is very high. In the year 2000, 3,118 people died
in traffic accidents, equivalent to 26.8 deaths for every 10,000 vehicles. That is 10 to
15 times higher than in the developed countries (for example, 1.9 in Denmark).’ A
sample study conducted on the High-Capacity Segregated Corridor (Corredor Segre-
gado de Alta Capacidad—COSAC) showed that nonmortal accidents are very fre-
quent: 20 persons per kilometer per year—eight times more than on similar corridors
in Europe. The study also showed that 54 percent of victims were pedestrians and
that, in most cases, the accident occurred when they were crossing the street. Thirty-
six percent of the victims were passengers and only 10 percent were vehicle drivers.
This suggests that the accidents disproportionately affect low-income persons. Even
though the data collected are incomplete, there is a consensus that the principal cause
of this problem is the behavior of the drivers. There have been few official initiatives
to attack this problem. One exception was the creation in 1998 of the Road Safety
Council, headed by the national government, which is no longer operating.

Emissions of vehicle-originated pollutants are concentrated in the central area of
the city. Emissions of particulates and nitrogen oxides are the greatest cause of con-
cern. An estimated 70 to 80 percent of atmospheric pollution is caused by vehicles
traveling in the city. The principal reasons are the composition and age of the vehi-
cles, lack of control over emissions, oversupply of vehicles, low quality of the fuels,
and the poor flow of traffic. Excess combustion in the city of Lima is estimated to
be 13.2 million liters of gasoline. Emission rates are high and excess emissions
amount to 1,000 metric tons of air pollutants, with the highest levels seen in par-
ticulate matter (PM), nitrogen oxides (NOx), and sulfur dioxide (SO,). A recent
study conducted by Global Sustainable Systems Research (ISSRC 2004), covering
several cities in the world, ranked Lima second out of a group of six cities. The pop-
ulation affected the most is located in the northern and eastern cones and in down-
town Lima. (Figure 1). In addition, environmental pollution causes a high rate of
respiratory diseases, asthma, and skin problems, especially in children.

Transportation management encompasses a number of policy-making, regula-
tory, and supervisory agencies. As in other cities, the management of urban trans-
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Figure 1. Concentration of Pollution in Metropolitan Lima
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Source: Protransporte 2005.

portation in Lima has become metropolitan is scope (World Bank 2002). Coordi-
nation between the provincial governments of Lima and Callao has traditionally
been weak. The metropolitan municipality of Lima, which is the principal jurisdic-
tion in charge of urban transportation, has several entities that service the sector.
The Urban Transportation Administration (Gerencia de Transporte Urbano—GTU)
is the regulatory entity for the sector and its mandate includes several functions,
such as granting public transportation licenses, regulating vehicular traffic, and reg-
ulating interurban passenger terminals. The Lima Municipal Fare Administration
Company (Empresa Municipal Administradora de Peaje de Lima —EMAPE) is the
agency responsible for road works and access. The new mass transportation system
now being implemented is managed by Protransporte. Another agency administers
the electric train and there are several minor agencies. The Metropolitan Trans-
portation Committee of Lima (TRANSMET) is a coordinating body that brings
together the various agencies with responsibility for urban transportation in metro-
politan Lima. Created in 1999 in response to the critical situation unleashed at the
close of the past decade—which led to declaring an emergency in the urban trans-
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portation sector— TRANSMET aims to coordinate the management of these dif-
ferent agencies. Despite these efforts, this multiplicity of agencies with jurisdiction
over urban transportation continues to result in overlapping responsibilities and
duplication, which does nothing but complicate the situation.

The sector’s institutional organization has deficiencies, both in terms of coordina-
tion among the different jurisdictions in the metropolitan area and in terms of the
dispersion of sectoral offices in the Municipality of Lima. A transportation system as
extensive and complex as that of Lima requires coordination among the jurisdictions
of the area and a solid operation within the Municipality of Lima.® Coordination
among jurisdictions is very limited. Good examples of this problem are the lack of
coordination between Lima and Callao for expansion of the roads system (specifically
the expressway in Javier Prado or the northern peripheral highway and its linkage
with Callao), or the traffic control systems. (Callao has its own traffic light system
and Lima is going to hold a bidding competition for another.) In 1997, a Lima-
Callao Transportation Council was created that was very dynamic between 1997 and
1999, but since then has substantially reduced its level of activity. With respect to the
internal organization of the Municipality of Lima, although the creation of TRANS-
MET as a coordinating body is promising, the sector’s functions in terms of policy
making, regulation, authorizations, control, and the provision of services are not
clearly defined, and the agencies’ management capacity are notoriously weak.

The roads system is extensive and of variable quality, and its expansion and man-
agement are partially coordinated among the jurisdictions. Completion of certain
spans of the major access and peripheral routes will reduce the passage of vehicles
through downtown Lima. The structure of Lima’s roads system is basically radial,
emanating from the downtown area toward the periphery. Although the city has cer-
tain rings that connect the radial spokes, those rings are incomplete. This aggravates
the problem of congestion in the city’s downtown and on the roads that connect
downtown to the periphery. The access routes heading north and east, which con-
nect the city to the highlands, are the ones for which the situation is the most crit-
ical. In addition, the metropolitan area does not have a uniform traffic control sys-
tem, due to the lack of synchronization between Lima and Callao.

The city’s planning has not paid due attention to nonmotorized transportation.
Bicycle transportation in Lima is minimal, since there is no appropriate infrastruc-
ture or culture of respect for the cyclist, which makes this a very unsafe mode of
transportation. A study supported by the Japan International Cooperation Agency
(JICA), in coordination with the Ministry of Transportation and Communications
(Ministerio de Transportes y Comunicaciones—MTC) and the municipalities of Lima
and Callao, surveyed 35,000 households and revealed that approximately 0.5 per-
cent of the trips in the city of Lima are made on bicycles. This figure is minimal
compared to other Latin American cities. With policies oriented toward promoting
nonmotorized transportation, this trend could be quickly reversed. Five years ago,
the city of Bogotd had almost the same percentage of bicycle use, but today bicycle
trips in Bogotd represent more than 4 percent of total trips.
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Deficient traffic circulation creates problems for cargo transportation and is an
obstacle to competitiveness for the regional economy. The weaknesses of traffic cir-
culation in Lima affect the competitiveness of the city and of the country as a whole,
since Lima concentrates a large part of the gross domestic product (GDP). Lima is
the site of the country’s principal port: Callao moves 89 percent of the containers
headed in and out of Peru. It is also the site of the main international airport, which
is a true regional traffic center. Ground access problems—for example, connecting
the port to the south of the country, or access from the east—raise logistics costs for
international trade and for the domestic distribution of goods.

Lima houses the country’s two principal foreign trade transfer centers but the cir-
culation of cargo vehicles is not orderly. Urban cargo transportation is highly impor-
tant for the competitiveness of an economy, given that a growing part of the aggre-
gated value of products is created in cities (S3o Paulo, for example, produces 36
percent of national GDP, Buenos Aires produces 50 percent, and Santiago 47 per-
cent). It is estimated that approximately 80 percent of economic growth in countries
with limited resources is produced in urban areas. In the case of metropolitan Lima,
the importance of cargo transportation is significant because 43 percent of the GDP
is generated there. Moreover, the city is also the site of the country’s principal port
Callao. Cargo transportation emanating from the port and the production and dis-
tribution centers does not have an adequate infrastructure system, specially tailored
to heavy vehicles. The multiplicity of entries to the port—east, south, and the cen-
tral highlands—creates a considerable dispersion of heavy transport and thus aggra-
vates safety and traffic flow problems.

II. Recent Initiatives

Over the past two years, the municipality of Lima has made certain decisions regard-
ing the sector. One of the most important has been that the GTU (formerly the
Municipal Urban Transportation Service) has taken over the initiative and the exer-
cise of public jurisdiction for urban passenger transportation. In this period, the
GTU has intensified its activity and has implemented initiatives to restore the
responsibility of the public sector in regulating urban transportation. Some notable
actions by the GTU are (i) a census of public transportation operators (which, in
and of itself, led to a reduction in oversupply); (ii) an intensified control of unau-
thorized vehicles; (iii) severity in the charging of fines and their negotiation in
exchange for improvements in the service; and (iv) a project to apply technical con-
trols to vehicles.

In 2004, the city implemented the first “Mass Transportation Corridor” project,
which was based on the use of buses as the principal mode of transportation. Its infra-
structure started to be built and the organization of the service was defined. After
years of preparation of the first High Capacity Segregated Corridor (Corredor Segre-
gado de Alta Capacidad—COSAC 1), agreements were signed in 2004 for a loan with
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the World Bank and the Inter-American Development Bank (equivalent to US$45
million each) for the implementation of the project. COSAC 1 includes a main seg-

regated corridor’

that joins the northern and southern cones of Lima, crossing
through downtown. Food services are also available at the northern and southern
ends. The system includes stations, terminals, cycle paths, and a system for the sale
and validation of fares. Infrastructure works are about to commence, and the tender
process with the private sector for the bus operations plus the sale and collection of
fares are making good progress. It is expected that the operations on the southern
span will commence in mid-2007 and that the entire system will be in operation by
mid-2008. COSAC is a public-private joint venture, in which the Municipality of
Lima is contributing the infrastructure (two-thirds of which is financed by multilat-
eral banks), and the private sector is contributing the equipment.

Some works have been constructed for improving the flow of traffic and accessi-
bility to poor neighborhoods. In recent years, several works have been constructed,
both in Lima and in Callao, in order to improve the general flow of traffic in the
city and access to the city for the low-income population. In keeping with the first
objective, improvements have been made to the avenue that provides access to the
Callao Airport, and Avenida Grau has been widened and reinforced. In keeping with
the objective of improving access for the low-income population, numerous access
roads have been built to low-income neighborhoods.

In addition, greater coordination has been promoted among the various trans-
portation agencies in the Municipality of Lima, and a long-term study and trans-
portation plan has gathered highly useful primary information. Progress has been
made in the institutionalization of TRANSMET as the avenue for coordinating the
various sectoral agencies of the Municipality of Lima. This has allowed for greater
harmony among the municipal inidatives in the sector and unification of the plan-
ning function. Recently, the development of a “Master Urban Transportation Plan
for the Metropolitan Area of Lima and Callao in the Republic of Peru” was con-
cluded, which was financed by the JICA. The Transportation Council of Lima and
Callao has served as the counterpart in this project, demonstrating an incipient col-
laboration between these jurisdictions. This cooperation made it possible to conduct
basic studies on urban mobility and formulate a long-term master plan, while also
identifying and prioritizing projects. The plan’s principal proposals address the mass
transportation system, management of traffic demand, and improvement of the
roads system.

II1. Regional Reform Trends in the Sector

The major cities of Latin America, and of developing countries in general, are
caught in a vicious circle when it comes to transportation, in which the growing
trend to purchase individual motor vehicles is fomenting a deterioration in public
passenger transportation and is aggravating congestion. The tendency for individu-
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als to purchase their own vehicles intensifies during cycles of economic growth, but
has a negative impact on public transportation. Indeed, when demand for public
transportation diminishes, congestion increases, which is generally reflected in
higher costs per passenger. This, in turn, leads to a degradation of the service or an
increase in fares. Given that public transportation is less attractive, since it is less
comfortable and higher in price, the trend to use individual transportation and to
purchase one’s own vehicle is reinforced. This entrenches the “vicious circle” of
urban transportation (Figure 2). The case of Lima follows this general model,
although the city has its own particularities.

In order to break this vicious circle, several cities are comprehensively restructur-
ing their public transportation. One of the most effective ways to do so consists of
substantially improving public transportation. In many cases, the improvement is
accompanied by restrictions on private transportation and is supplemented by other
policies. Latin America has seen several examples of successful reorganization of
public transportation, using a variety of modes and organizational approaches.
Among them are the pioneer cases of Curitiba or TransMilenio of Bogotd, the high-
capacity bus system recently introduced following Curitiba’s model;® the systems of
trolley-buses and buses in Quito; and the recent attempt to organize and integrate
the public transportation system in Santiago (TranSantiago).

Figure 2. The Vicious Circle of Urban Transportation
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The example of the TransMilenio in Bogotd has demonstrated the major impact
of organizing public transportation through high-capacity arteries, with dedicated
lanes and bus stops, in a mixed public-private operation. Bogotd, toward the end of
the 1990s, had an atomized transportation system in which a large number of small
vehicles competed for passengers in the streets. This had major negative conse-
quences: congestion, accidents, and environmental pollution. After opting against
construction of a metro, it was decided to restructure the bus system. A system was
introduced using high-capacity vehicles in main corridors, feeder lines, and an inte-
grated system for the sale, validation, and collection of tickets. The public sector
took charge of building the infrastructure (dedicated lanes, stations, terminals,
yards), with a high degree of participation from the national government. The pub-
lic sector also took charge of scheduling the services and controlling the operation.
The private sector, for its part, took charge of the purchase, operation, and mainte-
nance of the buses and of the ticketing system, planning to recover its investment
and management expenses through the fares. A carefully prepared regulatory frame-
work established the relationships between the parties, ensuring the system’s finan-
cial sustainability. After several years of operation, TransMilenio has demonstrated
that high-capacity bus systems can service high-density corridors, significantly
reduce travel times (by almost 40 percent), reduce accidents (by more than 80 per-
cent), and lower pollution emission levels.” The impact of TransMilenio, which cur-
rently provides almost 20 percent of the public transportation trips in Bogotd, has
done more than simply modernize the services. It has notably improved the urban
environment and the quality of mobility for the low-income sectors.

The case of Santiago de Chile is also illustrative. In the early 1990s, its public
transportation situation was critical, with problems quite similar to those now being
faced by the city of Lima. The deregulation of the 1980s resulted in an oversupply
of public transportation. During the period of 1978-85, the number of buses and
taxi-buses increased by 50 percent and 75 percent respectively, while usage rates
decreased by more than 50 percent. This imbalance between the demand for trips
and the supply of public transportation resulted in congestion, environmental
degradation, exorbitant increases in fares, aging of the public transportation fleet,
and a deterioration in the quality of the services. In the early 1990s, facing a criti-
cal, unsustainable panorama, a new urban transportation policy was launched aimed
at modernizing and improving public transportation. This restructuring has as its
goal a transition to a more regulated system based on a tender process for the routes
and is supported by a business organization. The first restructuring had clear posi-
tive impacts, including (i) creation of a fleet of vehicles that is modernized and also
smaller in number; (ii) improvements in the quality of services; (iii) stabilization of
rates; (iv) reduction in emissions levels; and (v) modernization of the operators. This
initial success encouraged the development of TranSantiago, a more ambitious proj-
ect to improve public urban transportation that plans to organize the services by
dividing the city into intercommunal areas joined by mainline services on the routes
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with the highest demand. At the same time, access is ensured through a network of
feeder routes and a uniform fare structure is established.

The reforms are supported by a broad vision of urban transportation. This
approach is not limited to merely organizing services and traffic. Rather, it seeks to
integrate those aspects with urban development and air quality strategies. There is a
growing trend in the region to propose urban transportation systems with a design
that contemplates the integral development of the city. Transportation not only
addresses the demand for trips, it also models the city. In addition, greater attention
is being paid to the major negative consequences generated by the sector, particu-
larly the emission of pollutants. The global nature of the phenomenon has increas-
ingly led to interventions by international bodies, particularly the Global Environ-
ment Fund (GEF). With respect to accidents, which often have a greater social
impact than the emission of pollutants, attention is still limited.'°

Urban cargo transportation is becoming an increasingly important topic. One of
the pillars of national competitiveness and trade policies is a reduction of logistical
costs. Cargo transportation in the cities is one of the aspects with the greatest impact
in that regard. Though still preliminary, attention is starting to focus on access to
ports and airports, the organization of systems for the flow of cargo vehicles, the cre-
ation of logistical centers, and the relocation of markets and distribution centers.

IV. Policy Options and Recommendations

Even though significant actions are underway, the current performance of the trans-
portation sector in Lima is weak. The way this sector is reorganized will strongly
influence the city’s growth, the quality of life of its inhabitants, and the competi-
tiveness of the urban economy. The current urban transportation situation in Lima
is bad and could get worse unless the scheduled projects are implemented and other
new ones are promoted. The latest studies conducted by JICA estimate that if the
city continues to grow in a disordetly fashion, by 2010: average travel time, which
today is 45 minutes, could increase to 56 minutes; average distance would increase
from 12 kilometers to 16 kilometers; and average speed of travel would decrease
from 17 kilometers per hour to 14 kilometers per hour.

A transportation system needs a solid institutional foundation that provides sup-
port, a metropolitan perspective, articulation with other policies, and solutions
designed to address the needs of the lowest-income sectors. Urban transportation is
a component of general urban policy; thus, it works best combined with other poli-
cles, especially with urban development, land use, and air quality policies. This
requires strong political will to be able to overcome the obstacles of the sector, par-
ticularly the numerous interests involved, such as those of the service providers or
providers of equipment, installations, and inputs. It also requires an institutional
organization that makes it possible to implement public policies.
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Five pillars are proposed for improving transportation in Lima: (i) reform of the
public transportation system; (ii) improvement in the roads system and traffic man-
agement; (iii) reduction of negative consequences; (iv) strengthened and modern-
ized sector institutions; and (v) sound allocation of financial resources. Given the
problems that the sector is facing, and taking the best practices in the region as a
model, a strategy is proposed below that can be summarized into five action areas:

* Implement a comprehensive change in the public transportation management
model.

* Complete the roads system and improve vehicular traffic management.

* Address environmental pollution and the accidents engendered by the sector.

* Streamline and strengthen the institutions responsible for planning, regulat-
ing, managing, and overseeing urban transportation.

* Carefully plan the financial requirements of this strategy, allocating funds
with caution.

Included in these recommended action areas are steps to (i) make major changes
in the public transportation management model, (ii) determine the current mass
transportation corridors, and (iii) reorganize the main routes. In this way Lima can
advance toward a physically and operationally integrated public transportation sys-
tem. The result will be substantially improved quality of service for the users (time,
comfort, and safety). Steps also involve reorganizing the routes into main arteries
(with priority for circulation) and feeder routes using a common fare approach,
modern fleets, and state-of-the-art business management techniques. Good organi-
zation will improve the service by keeping fares at a moderate level, affordable to
low-income users, and discouraging informal services. The following principal
actions are recommended:

* Complete the COSAC, expediting the implementation of its infrastructure
works (dedicated lanes, terminals, yards, bus stops); service concessions (main
arteries, feeder routes, the sale and collection of fares); mitigation tasks (reduc-
tion of the impact on persons directly or indirectly affected by the project);
and outreach efforts.

* Control the supply of public service vehicles, withdrawing obsolete units from
service, applying technical controls, restricting supply on the routes, and
encouraging the replacement of the units with modern, higher capacity vehicles.

¢ Extend the main artery/feeder approach to other corridors; complete and
implement the plans that the Municipality of Lima has started to develop,
consisting of creating nine public transportation corridors.

* Integrate the various corridors and systems through transfer centers, common
operating plans, and a unified system for the sale and collection of fares.

* Coordinate public urban transportation with ground transportation termi-
nals, where interurban lines meet.
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* Promote nonmotorized transportation by developing bike lanes, associated
with the mass transportation corridors.

Completing and improving the roads system, particularly access and peripheral
roads, will improve the quality of traffic circulation and develop an infrastructure for
nonmotorized traffic. A freer flow of traffic on Lima’s roads demands certain road
works, but improvements in traffic management and the development of infra-
structure and rules for pedestrian and bicycle traffic are also indispensable. Principal
among the road works called for is the development, preferably in stages, of the
Northern Peripheral Road and roads providing access from the east. Other improve-
ments include updating the signaling system, along with formulating an active cam-
paign to discipline the flow of traffic.

Equitable improvements in urban transportation will consider the needs of the
most underprivileged sectors and address the transportation system’s negative con-
sequences, in particular pollutants and accidents. The rationalization and modern-
ization of the routes and of the public transportation fleet can be made in keeping
with the needs of the poorest sectors. This implies extending the feeder lines, which
would expand access to the integrated system. The system’s comfort and safety also
can be improved to encourage the use of urban transportation by women and ensure
access by handicapped persons. Another improvement to address environmental
consequences of transportation is to encourage the use of fuels that create less pol-
lution, and to impose technical vehicular controls for all vehicles. An intense roads
and safety campaign is proposed, since most accidents are the result of poor behav-
ior by drivers, principally, the drivers of public transportation vehicles.

These recommended actions depend on institutional changes: streamlining and
strengthening the institutions in charge of the sector, not only at the level of each
individual institution, but also through coordination of the institutions of metro-
politan Lima and those of the municipality of Lima and Callao. The following is
proposed: (i) streamline and strengthen the functions of the municipality of Lima
regarding the planning, control, and operation of transportation and transit; (ii)
intensify coordination among agencies of the Municipality of Lima around TRANS-
MET; and (iii) intensify coordination between Lima and Callao through the corre-
sponding council.

Administering the financial aspects of the transportation strategy will require
some care, given the impact of such changes on fares and public finances. In the
coming years, a very large portfolio of investment projects will be implemented in
the sector, which requires a detailed analysis, good planning, and a sustainable finan-
cial program. Although the private sector could play a major role, most of the invest-
ments will have to come from the public sector. Therefore, careful planning is
needed to establish priorities and consider the cost and efficiency of the proposals
made. Investments in the electric train and the Northern Peripheral Route, such as
public-private joint ventures, can entail very large fiscal obligations, whether on a
fixed or a contingency basis.
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V. Problems and Outlooks in Other Urban Centers of Peru

The trend in other urban centers of Peru is heading toward increased use of low-
capacity, low-quality public transportation vehicles. These vehicles compete with
mass transportation operators, reduce the quality and efficiency of public trans-
portation, and generate negative consequences that need to be taken into account.
The urban transportation systems of Peru’s intermediate cities are characterized, for
the most part, by (i) a series of deficiencies in the supply of public transportation
(obsolete vehicles, which are low in capacity and comfort); (ii) a virtual absence of
mass urban transportation systems and of approaches that prioritize public trans-
portation; (iii) a complex organization, with poorly defined, overlapping responsi-
bilities for urban transportation; and (iv) road systems that are often badly designed
or poorly maintained. Deregulation policies and the free importation of used vehi-
cles has resulted in a general worsening of the urban mass transportation service due
to an increase in vehicular congestion, lack of rationalization of the services, and an
increase in the rate of individual motor vehicle purchases, which lead to high levels
of pollution and accidents. In addition, since there is no culture of obeying traffic
rules, accidents are frequent. Drivers invade crosswalks, allowing passengers to get
in and out anywhere, often in the middle of the street. Authorized routes are not
respected, which leads to disorder, and passengers are generally treated in a discour-
teous manner. In some cities, mass urban transportation has been withdrawn from
the city’s historic center, which has occasioned a disproportionate increase in taxi
services to service the demand for transportation in this area. In other cities, for
example in the Amazon region, the most common means of transportation in the
urban area and outskirts of the cities are motorcycles and what are called motocars or
motorcycle taxis.

Many medium-sized cities are reviewing their urban transportation policies and
seeking sustainable solutions to the overall problem of mass public transportation.
These efforts seek to limit negative consequences and improve the quality of life of
their inhabitants. Arequipa, for example, plans to develop a mass urban transporta-
tion system using the BRT model, applying the criteria of efficiency and environ-
mental protection. They are designing a system with feeder routes and main arteries
and an integrated fare. The principal objectives are to (i) reduce the public’s predilec-
tion for transportation by taxi, opening opportunities for the lower-income strata;
(ii) recover the city’s historic center by improving access and developing infrastruc-
ture for nonmotorized transportation, bicycle lanes, and pedestrian paths; (iii) mod-
ernize the public transportation fleet, bringing supply in line with demand; (iv)
increase the competitiveness of the transportation system; and (v) strengthen the
institutions in charge of public transportation in the city.

Other cities also have programs to reform their urban transportation system. In
the case of Trujillo, a series of measures is being contemplated to improve mobility
and increase access to the city’s historic center, restricting the flow of traffic in cer-
tain critical areas. Improvements will be made and traffic management measures will
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be taken along certain key corridors for public transportation, and conditions will
be developed for promoting nonmotorized public transportation in the city.

Developing mass public transportation services, and prioritizing approaches that
make it possible to notably improve travel times, can improve the quality of life in
cities. Mass transportation systems, with technologies and operating approaches that
are appropriate to the size of a given city, require a rationalization of supply and
modernization of the fleet. Basing the approaches on the criteria of quality, effi-
ciency, and economic profitability will ensure the necessary levels of spatial coverage
while reducing pollution and noise. This change requires that the urban transporta-
tion service’s current operators participate and receive training. It also requires
strengthening the institutions involved with the sector. Finally, it is of the utmost
importance to improve the urban environment for pedestrians, given that the poor-
est persons are the ones who walk the most and who are the most frequent victims
of accidents.
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Rural Infrastructure

Nicolas Peltier-Thiberge

Abstract

The availability of rural infrastructure services in Peru is less than in other countries with
a similar degree of development. Service quality is deficient and cost is very high. The defi-
ciencies in rural infrastructure services have significant repercussions on economic per-
Jormance and poverty in rural zones. The financing of rural infrastructure over the past
[five years has been insufficient to overcome the gap. Furthermore, there is no joint strategy
among sectors, which has reduced the effectiveness of interventions. The absence of the pri-
vate sector has undermined the ability to sustain these investments and strengthen their
effectiveness. Finally, even though decentralization is well underway in Peru—which
should contribute to the development of effective and efficient rural infrastructure
services—institutional capacity at the subnational level is often overwhelmed by local
needs. In order to close the gap in rural infrastructure, a strategy is needed for financing
and improving the quality of capital outlays. This strategy would require a sustained
increase in the financing of rural infrastructure (doubling spending in order to close the gap
in ten years), with investments that focus on combating rural poverty. A joint strategy
would also be needed among sectors to ensure a greater and better impact. Such a strategy
would include a continued, strengthened decentralization process and the creation of
incentives (targeted subsidies, concessions) to encourage participation of the private sector.

I. Key Problems
Insufficient Access to Rural Infrastructure Services

Most of the rural infrastructure sectors (with the exception of the water sector) have

285
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insufficient coverage. In rural areas, in 1999, 30 percent of households had access to
electricity services, and only 28 percent of households had access to a road in good
condition. In 2003, a mere 9 percent of population centers had a public telephone,
and access to telephony was minimal in towns with less than 500 inhabitants (in
which 2.7 million Peruvians live). In 2000, only 49 percent of the population had
access to sanitation services (while 62 percent had potable water). These numbers are
below the average for South America and other countries with similar levels of devel-
opment (Table 1). There are very marked differences in access to public services
between the rural and urban zones.

The quality of services is deficient, with the exception of the telecommunications
sector (Table 2). With regard to transportation infrastructure and services, business
surveys rank Peru as average for South America and other countries with the same
level of development. Nonetheless, the situation is less favorable in the country’s
rural areas, where only 8 percent of the tertiary (rural) roads are considered to be in
good condition (1999). In the water sector, 95 percent of water service providers
have difficulty ensuring continuous service. Considering the nation as a whole, in
2001, water was only available for an average of 17.4 hours a day. In the rural areas,
a study from the year 2000 conducted in 20 small- and medium-size cities revealed

Table 1. International Comparison of Access to Infrastructure Services

Countries with a
level of development
similar to Peru’

South Including Without

Services Peru America China China
Water (2000)

% of the rural population with access 62 60 67 73
Sanitation (2000)

% of the rural population with access 49 52 29 71
Roads

% of rural households with access

to paved roads 13 — —

% of rural households with access to
packed dirt roads in good condition 28
Electricity (1999)
% of the rural population with access 30 60 —
Telecommunications (2003)
% of population centers with a
public telephone 9.3 — —

Sources: Global Development Indicators (GDI), the Latin American Energy Organization, the National
Statistics and Information Technology Institute (Instituto Nacional de Estadistica e Informdtica—
INEI), and the Supervisory Entity for Private Investment in Telecommunications (Organismo
Supervisor de Inversién Privada en Telecomunicaciones—OSIPTEL) (databases).

a. With a per capita GDP of +/— US$1,000 in the year 2000.

— Not available.
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that water services were discontinuous in three-fourths of the cities and that half the
cities had water services for less than 10 hours a day. In the electricity sector, many
rural households continue to make extensive use of traditional fuels as their princi-
pal source of energy in places where there is no electricity. On the other hand, in the
telecommunications sector, the reforms, as well as increased competition, have con-
tributed to improving the quality of telephony services. For example, during the
period of 1993-2002, the average waiting time to be connected to telephony serv-
ices was reduced from 118 to 36 days.

Certain services, such as electricity and rural transportation, are costly, particu-
larly in the rural areas. According to the business surveys of the World Economic
Forum (WEF) and a 2002 survey by the Latin American Energy Organization, a
large number of the firms consider the price of electricity to be higher in Peru than
in other countries of South America or in other countries with the same level of
development. The price of electricity varies substantially among the country’s
regions, which reflects the higher marginal costs of providing electricity services in
isolated areas. Just over half of those who use transportation services for merchandise
in rural areas consider the costs to be high or very high (44 percent in the case of pas-
senger transportation). The rural roads’ poor quality is the main reason for these high
costs, which increase the cost of vehicle operations (tire changes represent 34 percent
of costs other than gasoline). The situation is different for water and sanitation,
where the price charged for the service is less then the amount required to cover the

Table 2. Indicators of the Quality of Infrastructure Services

Countries with
South  the Same Level
Services Peru America  of Development

Water
Access to water services for industrial use (2001)

(1 = no access) 4.6 5.4 4.5
Quality of the water (2001) (1 = not potable) 3.7 5.1 4.0
Transportation
Quality of highways outside of the principle

cities (1 = only allows travel at low speeds) 4.3 4.4 4.2
Telecommunications
Quality of the infrastructure for telephones/faxes

(1 = low) 5.5 5.3 4.8
Baud rate and cost of Internet access

(1 = slow and expensive) 3.4 3.8 3.6
Energy
Consumption of traditional fuels (% of total

energy consumption, 1998) 28 20 n.a.

Sources: WEF (2002) and GDI (consumption of traditional fuels).
n.a. Not applicable.
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costs of operations and maintenance of the infrastructure. This situation impacts the
sector considerably.

In order to achieve the average levels observed in Latin America or in countries
with the same level of development as Peru, household access needs to be increased
by 6 to 74 percent, depending on the services (Table 3). These figures do not con-
sider the fact that these other countries continue investing in infrastructure, which is
increasing the gap with Peru and reducing its relative competitiveness. This is the
case not only in rural infrastructure, but also in the rest of the nation’s infrastructure,
which reflects insufficient investment over recent years.

Insufficient Financing to Overcome the Gap in Rural Infrastructure

Spending on Rural Infrastructure

During the period 1998-2002, Peru spent an average of US$97 million per year on
rural infrastructure, of which 45 percent was earmarked to rural electrification, 37
percent to rural roads, 11 percent to telecommunications, and 7 percent to water
and sanitation (Figure 1). Since 1998 there has been a significant downward trend in

Table 3. Requirements for Correcting the Gap in Rural Infrastructure

Estimated change in the number of persons
lacking access to rural infrastructure services
in order for Peru to reach the average
of the following countries (percent):
Countries with the same level of

Average for development as Peru

South America (excluding China)
Water
Entire country —35 =30
Rural areas +5 -29
Sanitation
Entire country —24 —41
Rural areas -6 —43
Roads?
Entire country —16 —74
Electricity
Entire country =59 —
Rural areas —43 —
Telecommunications
Entire country —19 —7

Source: Author’s estimates.
a. Approximate calculation as the percentage of packed dirt roads in need of improvement in order to
have the same density as roads in good condition.
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Figure 1. Average Annual Spending on Rural Infrastructure, 1998-2002

Rural communications
‘Water & sanitation :l

Rural electrification |

Rural roads |

US$ millions
Source: Rodriguez 2004.

spending on rural infrastructure, particularly in the case of water, where the level of
investment fell during the period 1999-2001 before returning, in 2002, to 1998 lev-
els with the startup of the National Program for Rural Sanitation (Programa Nacional
de Saneamiento Rural—PRONASAR). In the case of rural electrification, investment
in 2002 was one-third of the level achieved in 1998, and in the case of roads, invest-
ments in the year 2002 were only 40 percent of those in 1998. Only in rural telecom-
munications has spending increased, due to implementation of the
Telecommunications Investment Fund (Fondo de Inversion en Telecomunicaciones—
FITEL). Outlays for infrastructure, on average, represented 0.18 percent of GDP
during the period 1998-2002 (approximately 1 percent of the national budget or
4.4 percent of the local and regional governments’ spending in 2003). By compari-
son, during the same period, Chile—whose rural population is smaller than that of
Peru—spent 0.28 percent of its GDP (1.3 percent of its national budget) on rural
infrastructure.

Infrastructure Expenses Nationwide

During the period 1998-2002, annual expenses on infrastructure for the entire
country were US$1.3 billion dollars. Annual investment in the rural areas ranged
from US$14 to US$19 per inhabitant, while the national average was US$57 dollars
per inhabitant (Table 4). The difference between the rural areas and the national
average was greater in the telecommunications sector (only 2 percent of the invest-
ment was earmarked for rural areas), the roads sector (12 percent), and the water and
sanitation sector (ranging from 3 to 18 percent, depending on the sources). Nonethe-
less, in the electricity sector, a large part of the investment was used to increase cov-
erage in the rural areas.
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Table 4. Infrastructure Investments in Rural Areas and in Entire Country

Water/Sanitation

Telecommuni- Electri- Low High
Investment Roads cations  fication case case
Total investment (US$ millions) 2972 656°¢ 872 244¢
Rural investment (US$ millions) 36 11 43 7 43¢
Rural percentage 12 2 49 3 18
Total per capita investment 13 29 4 11
Rural per capita investment 5 2 6 1 6

Sources:

a. IPE 2003 (annual average 1998-2001).

b. IPE 2003 (annual average 1994-2002).

c. IPE 2003 (annual average 1990-99).

Note: Other data are taken from Rodriguez (2004) and are for the period of 1998-2002.

An Advanced but Incomplete Decentralization Process

Decentralization can contribute to the development of effective and efficient rural
infrastructure services. Responsibilities transferred to the municipalities and regions
have been growing over time (Box 1). Parallel to political decentralization, progress
has been made in implementing fiscal decentralization: transfers to regional govern-
ments increased significantly in 2003, and were used to pay approximately 14 per-
cent of public expenditures. The budget executed for 2004 covered 16 percent of
public expenditures, and this level was maintained with an allocation of approxi-
mately US$2.2 billion in the budget approved for 2005. Nonetheless, almost two-
thirds of these funds were used to pay government employee wages and other social
obligations. As such, the investments made by the municipalities and regions were
significantly reduced.

A key problem for the decentralization process is the fragmentation of the munic-
ipal sector in Peru. According to the most recent census, in 1993, some of the 1,832
municipalities had fewer than 200 inhabitants. The average size of Peruvian munic-
ipalities is much smaller than in other neighboring countries (Table 5). This facili-
tates political representation at the local level, but reduces the institutional capacity
to handle complex investments and projects implementing local development strate-
gies. It also reduces opportunities for generating economies of scale, which is impor-
tant for networked infrastructures such as electricity and roads. Finally, the
combination of a lack of flexibility in the use of funds and limited institutional
capacity on account of the large number of municipalities significantly reduces
decentralization’s potential benefits in improving the efficiency and effectiveness of
public expenditures.

Despite these limitations, decentralization is very advanced in certain sectors,
which demonstrates its impact on the efficiency and effectiveness of public spending.
In the rural roads sector, a program has been launched in the 12 poorest departments
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Box 1. Decentralization in Peru

The Constitution of 1993 allowed the country to be divided into regions,
departments, provinces, and districts (Article 188). But despite the enactment
of a first Decentralization Act (26922), little real progress occurred prior to
2002, when new laws were enacted * that created a legal basis for decentraliza-
tion both at the local and regional levels. Several laws complemented this pro-
vision to ensure that local and regional governments would make efficient use
of the budgeted funds ® and to define transfer modes in each sector. Under the
new legal framework, regional governments were elected by universal suffrage,
and accordingly, a three-tier governmental structure arose: (i) 1,638 district
municipalities and 194 provincial municipalities, (ii) 26 regions, and (iii) the
central government.

Source: World Bank 2006a.

a. Constitutional Reform on Decentralization (Law 27680), Law on the Basis of
Decentralization (Law 27783), Organic Law on Regional Governments (Law 27867,
amended by Law 27902).

b. Fiscal Responsibility and Transparency Act (Law 27958), Law on the Public
Investment System (Law 27293).

Table 5. Size of Municipalities in Peru and Other Countries

Peru Argentina  Bolivia Brazil Chile  Mexico Venezuela

Number of

municipalities 1,832 1,100 308 5,500 335 2,397 282
Total population

living outside the

capital (millions) 15.8 23.3 6.0 148.0 8.8 73.5 20.5
Average population

per municipality

(except the capital) 7,910 21,210 19,470 26,910 26,300 30,650 72,850

Source: World Bank 2006a.

of the country to improve the condition of a series of rural transportation arteries of
vital importance for economic growth and the reduction of poverty (Box 2).
Decentralization has been effective for the water and sanitation sector. The major-
ity of key players in this sector are located at the district or community level, consis-
tent with the concept of “proximity” for this type of infrastructure. Nonetheless, the
sector’s management limitations (such as insufficient quality of service and unsound
rate policy) make it necessary to establish institutional support mechanisms at a
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Box 2. The Rural Roads Program

This program was implemented at the provincial level with direct participation
of the municipalities, through the creation of Provincial Roads Institutes
(Institutos Viales Provinciales—IVPs) under the jurisdiction of a roads council
composed of the provincial mayors. The IVPs organize the participatory
process to prepare provincial roads plans that prioritize investments for the
province’s development. In addition, the IVPs contract private companies for
improvement projects and contract microenterprises for routine maintenance
of the roads. This decentralized model has had sustainable results and has been
of direct and indirect benefit to poor communities. An assessment conducted
in 2005 verified improved transportation conditions (a 68 percent reduction
in travel times), thereby improving access to education (the school attendance
rate increased by 8 percent), access to health services (visits to health centers
increased by 55 percent), and agricultural productivity (the use of lands for
agriculture increased by 16 percent, and income went up by 20 percent).
Poverty levels diminished, and this trend is expected to continue in the future.

Source: World Bank 2002.

higher level than that of the district. With this in mind, PRONASAR was designed
and its implementation is now underway.

With respect to other sectors, worth mention is the existence of a Departmental
Roads Program (Programa de Caminos Departamentales—PCD), which draws on
experience with rural roads at the municipal level to design a similar policy for sec-
ondary roads at the regional level. A rural electrification program is also under prepa-
ration, with participation of the regional governments. Infrastructure sectors
requiring significant investments and more complex technologies, such as electricity
and telecommunications, are more centralized than the roads sector or the water and
sanitation sector.

One of the major obstacles to a successful decentralization in the rural infrastruc-
ture sector is the local and regional governments’ low institutional capacity. The sit-
uation varies significantly depending upon the sector. Many municipalities already
participate in the water and sanitation sector as well as in the roads sector, but less
than half of them manage electrification or telecommunications projects (Figure 2).
In addition to project management, the efficiency of the existing institutional model
must be considered. IVPs were created for rural roads in 40 provinces under the
authority of a Provincial Roads Board, with the participation of all mayors (district
and provincial) of a given province. The IVPs organize the road planning process,
contract companies for improvement projects, and contract microenterprise for rou-
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Figure 2. Municipalities Investing in Rural Infrastructure
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Source: Azcueta 2003.

tine road maintenance. This institutional model has demonstrated its capacity to
ensure, under the direct authority of the municipalities, an effective and efficient
management of rural roads. In the case of water, the Sanitation Services Administra-
tive Boards (Juntas Administradoras de Servicios de Saneamiento—JASS) still have a
very limited institutional capacity and require training to maintain the infrastruc-
ture. The district municipalities, which ought to provide technical support, have not
fully done so to date. In rural electrification, committees were organized at the com-
munity level to participate in construction projects and assist in collecting payments
for services. Nonetheless, these committees achieved very limited results. According
to a survey from the year 2003, only 2 percent of municipalities consider themselves
sufficiently prepared and funded to manage infrastructure projects, compared to 42
percent for certain social programs.

Lack of a Joint Strategy among Sectors

In addition to low coverage, lack of coordination on interventions for developing
rural infrastructure services reduces their impact. Several academic works have
demonstrated that a combination of infrastructure services has a greater impact on
rural household income than the sum of the individual effects of those services con-
sidered separately. In the case of Peru, a microeconomic analysis based on household
surveys demonstrated such complementarity among infrastructure services (Escobal
and Torero 2004). For example, the sum of the individual effects of providing water
and electricity services on rural household income is 3 percent, but joint access to the
two services increases income by 17 percent (Figure 3). Similarly, the sum of the
individual effects for the four services (water, electricity, telephony, and roads) is 14
petcent, compared to 27 percent taking the complementarities into account.
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Figure 3. Impact of Access to Rural Infrastructure Services on Household
Income
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The current development model for rural infrastructure in Peru does not favor
complementarities among services. Indeed, each sector has its own agency or pro-
motional program: the Project Implementation Service (Direccidn Ejecutiva de
Proyectos—DEP) for rural electrification, Provias Rural for roads, FITEL for
telecommunications, and PRONASAR for water and sanitation. They operate
without—or with very little—coordination. Furthermore, each sector has its own
planning instruments, its own financing sources, its own criteria (social and eco-
nomic) for the distribution of funds among territories, and its own definition of
rural areas. Decentralization has started to introduce a mindset that breaks away
from the sectoral approach of the central government’s ministries and agencies. Par-
ticipatory processes aimed at increasing the commitment of communities, munici-
palities, and regional governments in infrastructure planning have led to an approach
based on a comprehensive territorial development strategy as opposed to a strategy
for the development of sectors per se. Nonetheless, this progress has been held back,
given that each sector has its own decentralization strategy and players (communities
and districts for water and sanitation, provinces with participation of districts and
communities for rural roads, regional governments for departmental roads and, up
to a certain point, for rural electrification). Another obstacle to improving coordina-
tion within the new decentralized structure has been the insufficient planning capac-
ity of local and regional governments.

To illustrate the results of this lack of coordination among sectors and lack of
opportunities for complementarities, it is noted that 74 percent of rural households
have access to no or only one infrastructure service (Table 6). This means that these
positive effects of complementarity among services, which increase the impact of the
interventions, can only occur in 26 percent of cases. Complementarities between
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Table 6. Access to Rural Infrastructure Services in Peru

Number of Percentage of rural

services available households with access Mean per capita income (soles)
None 30 192

One 44 235

Two 13 253

Three 8 320

Four 5 379

Source: Escobal and Torero 2004, with data from the 2001 National Household Survey (Encuesta
Nacional de Hogares—ENAHO).

infrastructure services and social services are limited: according to a survey con-
ducted in 2005, only 30 percent of rural schools have access to electricity and water
service.

Limited Private Sector Participation

The four infrastructure sectors have partial participation from the private sector in
their design, construction, operation, and maintenance. Private participation is seen
the most in the telecommunications sector. In the roads sector, most of the works
have been built by private construction companies, while the infrastructure (in par-
ticular the rural infrastructure) is maintained by microenterprises whose owners
belong to poor communities. This maintenance model has created sustained,
demonstrable benefits of cost-efficiency in roads investments, particularly in the case
of improvements with low-cost technology (packed dirt). Today, more than 500
microenterprises are operating in the rural roads system, creating more than 6,000
jobs for men and women of poor communities. Nonetheless, there are also cases
where the studies, works, or maintenance continue to be provided through direct
administration (above all for the primary and secondary roads network). A transition
process is underway which would turn the Ministry of Transportation and Commu-
nications (MTC) and the subnational governments into regulatory agencies, as
opposed to implementation entities. In the electrification sector, private participa-
tion is mixed: while the electricity generation sector is private, the transmission and
distribution of electricity continue to be public (owned by the state or, in two cases,
by the municipalities).

A solid regulatory framework is needed to encourage greater private sector partic-
ipation through concessions and the use of minimal subsidies. In the water and san-
itation sector, infrastructure is built by the private sector, while operations and
maintenance are handled by the communities thanks to a private management
model—the JASS—which receives technical assistance from the municipalities. To
implement this model successfully, a review is still needed of the incentives system
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(subsidies) in order to sustain investments, as well as a review of the regulatory frame-
work and a review of the municipalities” technical assistance mechanism. All rural
infrastructure sectors have a number of positive experiences with private participa-
tion, which should be strengthened or extended to improve the effectiveness of
investments (Table 7).

Although the private sector participates in the construction, operation, and main-
tenance of rural infrastructure, almost all the financing to expand coverage of and
access to these services comes from public sources (from the state and in certain cases
from subnational governments). During the period 1998-2002, private investment
amounted to 3 percent of total investment in rural infrastructure. The high marginal
costs of reaching isolated communities, as well as the low profitability of most rural
infrastructure projects, explain the lack of interest among private investors. On a
national level, though private financing flows for infrastructure increased during the
period 1994-96 following the liberalization reforms of these sectors, they dropped
significantly as of 1997 (Figure 4). As a consequence of private investor disinterest
and fiscal restrictions on the national budget, total financing (public and private) of
infrastructure fell in the past decade.

Table 7. Private Sector Participation in Rural Infrastructure Sectors

Water/ Rural Tele-
Activity sanitation Rural roads electrification  com icati
Identification Municipalities Municipalities, Ministry of OSIPTEL
and Scheduling with assistance Energy
of Projects from MTC and Mines/
(Provias Rural) DEP

Construction Private, with Private; direct Private Private

participation administration

of the in exceptional

municipalities cases
Control and Private, with MTC, with MTC with OSIPTEL,
Supervision participation participation participation directly
of Works of the of the of the or through

municipalities municipalities municipalities private operators
Operations Communities, MTC, but being In theory Private
and through the transferred private,
Maintenance JASS, with to the but most of the

technical provincial distributors
assistance from municipalities; belong to the
the municipalities maintenance public sector
handled by
microenterprise

Source: Dianderas 2004.
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Figure 4. Private Investment in Infrastructure
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II. Options for a Rural Infrastructure Policy and
Recommendations

Access to efficient infrastructure services is a key factor for economic growth and the
reduction of poverty in rural areas. The microeconomic impacts of improved access
to infrastructure services are well known. In general terms, access to these services
results in an increase in household income. In rural areas, this increase is primarily
the result of three different effects: a diversification of production activities (in par-
ticular beyond subsistence agriculture), an increase in the time devoted to produc-
tion activities, and an improvement in productivity (for example, easier access to
modern technologies such as fertilizers). In Peru, whose agricultural productivity is
lower than in other countries of the region, improvement of productivity is particu-
larly important. Here, the low coverage of infrastructure services in the rural areas—
often coupled with inadequate qualicy—has major negative consequences for the
economy and social development in the areas in question. The infrastructure gap
affects the competitiveness of these zones, limits the development of human capital,
and increases the vulnerability of populations in cases of external shocks (such as nat-
ural disasters or macroeconomic crises). Furthermore, insufficient infrastructure cov-
erage hinders relationship-building efforts between rural and semiurban areas and
creates obstacles for the development of cities and mid-size economic centers.

* In the medium and long term (10 years), close Peru’s rural infrastructure gap:
with current spending levels on rural infrastructure, the gap between Peru and
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its competitors will increase. A strategic long-term objective could be a 50 per-
cent reduction in the proportion of the country’s rural population without
access to infrastructure services. The annual cost of such a strategy has been
estimated at US$200 million (Table 8). In comparison, average investment
during the period 1998-2002 was approximately half that amount (US$97
million). This estimate only considers capital outlays for the four infrastruc-
ture sectors and road maintenance expenses. The other sectors would be
financed by the users’ payments for services. Given the low financial prof-
itability of investment in rural infrastructure, the majority of these funds will
have to come from a public source. Nonetheless, an improvement in Peru’s
investment climate could help attract private funds in certain cases. The budg-
etary effort would be significant, but could be successful if (i) spending on the
water and sanitation sector returns to 1998 levels, (ii) the investment goal set
by the Rural Electrification Act (0.85 percent of the national budget on rural
electrification) is respected, and (iii) funds from telecommunications licensing
fees are transferred to the FITEL. To help finance this strategy, consideration
should be given to the creation of sector-based infrastructure funds: examples
include the FITEL electrification model, the introduction of cross-subsidies in
the rate policy for electrification services, and the allocation of gasoline taxes
to a roads fund used for maintenance of the roads infrastructure, among other
measures. A dynamic strategy, financed with funds from the national budget,
with contributions from the subnational governments and the above-
mentioned sectoral instruments, could help close the gap in five years, with an
average total investment of US$400 million.

In the short term, improve the effectiveness of rural infrastructure manage-
ment by creating incentives for increased private sector participation. Despite
progress in certain sectors (for example, telecommunications), there is still
much room for more effective rural infrastructure management. Private sector
participation in rural areas is conditioned by the possibility of ensuring rea-
sonable earnings, which could be accomplished by establishing good incen-
tives. In the water and sanitation sector, consideration should be given to
applying incentives similar to the results-based subsidies used in other coun-
tries (Box 3). In the rural electrification sector, a minimum subsidy mecha-
nism could be applied for granting concessions financed by a fund similar to

Table 8. Rural Infrastructure Financing Options

To close the gap  To close the gap

Options To continue in 10 years in 5 years

Annual Cost (US$ million) 100 200 400

Source: World Bank 2006a.
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FITEL, or a rate policy could be used that encourages the participation of pri-
vate operators in distribution services. In the roads sector, more extensive use
of the microenterprise model and a phasing out of the direct administration
mode would make it possible to establish an effective policy for routine main-
tenance of the roads network. In addition, use of the microenterprise model

Box 3. Results-Based Incentives for Rural Water in Paraguay

As part of the fourth water and sanitation project in part financed by the World
Bank in Paraguay, a pilot project was implemented to promote participation of
the local private sector in the construction of rural water systems. Those partic-
ipating are generally consortia of companies specialized in construction and
third parties specialized in water systems operations. The incentives are designed
in such a way that the consortium only receives its payment (subsidy) from the
National Agency for Rural Water and Sanitation once the water system has
been built and the community connection has been established. The private
consortium is responsible for building the system and for its operation for a
period of 10 years following the system’s construction, through a management
contract with the user associations. The cost of connections to the system and
operating expenses are covered through the subsidy paid by the National Agency
for Rural Water and Sanitation and rates charged to the users. The agency
invites private operators to participate in a bidding competition process, sub-
mitting a specific design agreed upon with the Association of Water Users (con-
sidering the resulting rate). Operators are selected based on the minimum
subsidy required by the government, considering that the rate and connection
cost are agreed upon with the Association of Water Users.

To date there are three successful systems in operation in the rural areas of
Paraguay, and a fourth one is under construction. In general, the communities
have responded positively to this system, thanks to the speed with which the
systems are built and the fact that they do not require an ex ante financial con-
tribution from the communities: the community pays a connection fee once
the system has been constructed. The selection criteria have allowed for a dras-
tic reduction in the connection subsidy granted by the National Agency for
Rural Water and Sanitation—from approximately US$400 million to US$187
million. The payment of results-based subsidies (for connections to the water
system) entails participation of the private sector in the financing of new rural
systems.

Source: World Bank 2006a.
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should be accompanied by a migration from the current direct contracting sys-
tem to competitive contracting of microenterprise (or of other private compa-
nies). In general, all roads management activities should be outsourced
(studies, works, supervision, maintenance), so that the MTC can use its funds
above all for defining roads policies, laws, and regulations. In the telecommu-
nications sector, consideration should be given to expanding the FITEL
model. In all the sectors, certain adaptations of the regulatory framework
could lead to greater participation of the private sector (for example, the Water
Act and its regulations, the Rural Transportation Act, or facilitation of access
by small operators to telecommunications concessions).

In the short term, focus investments on combating rural poverty, and increase
subsidies” impact by preparing rural infrastructure plans. In 2001, the poverty
rate in rural areas (78 percent) was almost twice as high as for urban areas (42
percent); the extreme poverty rate was 51 percent in rural areas as compared to
10 percent in urban areas. More than half of Peruvians who live in extreme
poverty reside in the mountainous region (Sierra), even though the sierra
accounts for only one-fourth of the country’s population. The rainforest (se/va)
has 1.4 million persons living in poverty and 800,000 living in extreme
poverty. These figures give good reason to place special emphasis on the
national antipoverty strategy, and, in particular, increase rural infrastructure
investments in areas where poverty rates are the highest. A multisectorial plan-
ning process in these regions would make it possible to identify potential
sources of economic growth and to organize a series of rural infrastructure
interventions capable of leveraging that potential. In addition, such a planning
process would make it possible to seek complementarities among the various
sectors and optimize these interventions’ efficiency in reducing rural poverty.
This planning must take into account the characteristics of the various rural
environments of Peru (for example, water transportation is more developed in
the Selva), and encourage the use of low-cost technologies (for example,
packed dirt roads). It is recommended to establish a territorial planning
methodology focused on developing rural infrastructure at the subnational
government level. This methodology should be tested in a few provinces, with
the agreement of the local authorities, in the form of a pilot preparation of
provincial rural infrastructure plans. A sample of provinces, representative of
several rural environments of Peru, should be selected for this pilot with vary-
ing degrees of poverty, institutional capacity, and with or without their own
budget funds. The territorial planning experience of other countries for rural
infrastructure should be considered, such as Chile (Box 4).

In the short term (by means of the pilot) and in the medium term, the decen-
tralization process should continue and be strengthened. Increased participa-
tion of local players could contribute to ensuring the sustainability of rural
infrastructure investments and significantly increase their efficiency. Decen-
tralization has demonstrated that the proposed objective is achievable, partic-
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Box 4. Territorial Planning for Rural Infrastructure in Chile

The infrastructure project for Chile’s territorial development was approved in
2004 and is in part financed by the World Bank (US$50 million). The pro-
ject’s objective is to utilize rural infrastructure investments to improve the liv-
ing conditions of the population in the countryside in certain poor territories
located in the regions of Coquimbo, Maule, BioBio, Araucania, and Los Lagos.
The program’s ultimate aim is to intervene in a coordinated manner in the 25
territories; attain 90 percent coverage in water, sanitation, and rural electrifica-
tion services; and increase the use of transportation services by 20 percent.

By October 2005, the territorial planning process had commenced in 11
territories, with the preparation of Multisectorial Territorial Development
Plans (Planes Multisectorales de Desarrollo Territorial—PMDT). The participa-
tion of all local and regional players in this planning process, along with the
multisectorial coordination encouraged by such a joint effort, radically
changed the approach of these players in developing rural infrastructure serv-
ices. Several economic growth opportunities have been prioritized by the rural
communities, including priority investments in rural infrastructure, which has
improved the intervention’s targeting and efficiency. Also underway is a process
to update the economic evaluation methodology for coordinated rural infra-
structure projects.

Source: World Bank 2006b.

ularly for the roads, water and sanitation, and electrification sectors. The
provincial level—or, in certain cases, the multiprovincial level—appears be
best for planning and coordinating a rural infrastructure strategy. Economies
of scale can be generated at the provincial level and, at the same time, decision-
making processes can lead to a commitment on the part of local players and
representatives of rural communities. Such strengthening at the provincial
level needs to be accompanied by the establishment of suitable institutional
arrangements, along with an intensive training program and reforms regarding
fiscal decentralization. One recommendation is to take advantage of the clos-
ing of the second rural roads project to try out new institutional arrangements
for implementation of an overall infrastructure strategy agreed upon by vari-
ous sectors at the provincial level. This new program should take the form of
a rural infrastructure pilot, based on the decentralized management model for
investment in rural roads that has been successfully implemented over the past
10 years. Such a pilot would make it possible to use certain provinces to test
not only the preparation of rural infrastructure plans, but also alternative insti-
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tutional models, such as an expansion of the jurisdiction of the IVPs to turn
them into Provincial Infrastructure Institutes ([mstitutos Provinciales de
Infraestructura—IPI). Incentives must be established (such as access to fund-
ing through bidding competitions for the “best” provinces) to promote a more
efficient rural infrastructure policy. At the central level the various agencies
and ministry offices involved with rural infrastructure should continue to
migrate into a role as regulatory and support institutions for local and regional
governments, rather than continue directly implementing multiple invest-
ments. Finally, by the year 2010, the government should scale up the rural
infrastructure development model, bearing in mind the lessons learned from
the pilot stage.
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Electricity Sector

Susan V. Bogach, Demetrios Papathanasiou, and Eduardo H. Zolezzi

Abstract

The Peruvian electricity sector is among the few in Latin America and the Caribbean that
has not confronted a crisis in recent years. The sector shows good technical and financial
performance. However, there are problems that could be resolved to avoid serious future
difficulties. Some of these problems have their origin in the structural design of the sector,
others are a consequence of the reform process, while still others are the result of the energy
situation in the region and globally, in particular the impact of increased fuel prices. One
area of major concern is the extremely low electrification coverage in rural areas. Policy rec-
ommendations that might be considered by the new government include the following:

* A new legal, regulatory, and institutional framework for rural electrification is
needed to increase efficiency and attract financing by generating stable revenues for
rural electrification; ensure that projects are financially viable after receiving a
capital cost subsidy; and expand the use of new cost-effective technologies ro serve
remote populations.

o The electricity law could be reformed to ensure that prices are adequate to attract
new investment. Permitting pass-through of prices for long-term contracts that
have been bid competitively is one way to accomplish this, but care might be taken
not to introduce new problems to the system.

*  Decisions could be made to clarify the future of the distribution business outside of
Lima and to ensure adequate access to investment for maintenance and growth.

o There is a need for adequate study and analysis to make clear rules for giving pri-
ority to the domestic market and only exporting surplus, as well as ensuring that
national customers receive preferential prices, especially while markets are

developing.
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I. Introduction

With the exception of extremely low electrification coverage in rural areas, the situa-
tion of the electricity sector in Peru is relatively satisfactory, with good technical and
adequate financial performance. In 2004, there were some difficulties in generation
due mainly to hydrological conditions and recent high oil prices, but the perform-
ance continued to be satisfactory. Electricity generation and demand increased
sharply in 2004, up 5.8 percent from 2003. Generation in 2004 was 22,613 GWh,
of which 76 percent came from hydroelectric resources.

Peru is favored by indigenous sources of energy for electricity generation (hydro
and natural gas) and a stable and growing economy. The Peruvian electricity sector is
among the few in LAC that has not confronted a crisis in recent years. However,
there are problems that could be resolved to avoid serious future difficulties. Some of
these problems have their origin in the structure of the sector, others are a conse-
quence of reform, while others are the result of the energy situation in the region and
globally, in particular the impact of increased fuel prices.

Reform

The power sector in Peru was reformed and restructured between 1991 and 1993,
followed by a privatization and concession process. As a result, a modern legal and
regulatory framework was established in the Electricity Concessions Law of
1992-93. A transfer was made from public to private hands of assets ownership,
management, and operation of the main electricity facilities. Following reform, the
power shortfall was reduced, distribution losses fell drastically, and electricity tariffs
were stabilized at economic levels.

The legal framework also established the methodology for rate setting, the grant-
ing of concessions, customer service guidelines and accountability of the operators,
plus changing the role of the state from owner and operator to policy maker, rule
maker, and regulator. The main regulatory body created by the law was the Supervi-
sory Commission for Energy Investments (Organismo Supervisor de la Inversidn en
Energin—OSINERG), in charge of tariff setting, supervision, and monitoring of the
legal and technical regulations for the electricity sector.

At present, the private sector owns about 65 percent of installed capacity in gen-
eration and all of the transmission (with the government owning only small minor-
ity stakes, which it is currently seeking to divest). In distribution, two private
companies serve Lima, and state-owned companies still serve the remainder of the
country, with about half of the total nationwide electricity users. Electricity service
in urban areas is considered satisfactory and the commercial part of the industry is,
in general, operating quite well.

Distriluz, an electricity-distribution holding corporation composed of four
regional companies (Electronorte, Hidrandina, Electronoreste, and Electrocentro),
was privatized in 1998, only to be returned to public hands in August 2001 after fail-
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ing to comply with its contractual obligations with the state. Distriluz is currently
administered by the National Fund for Financing State Enterprises (Fondo Nacional
de Financiamiento de la Actividad Empresarial del Estado—FONAFE), a manage-
ment unit under the Ministry of Economy and Finance. Distriluz is the largest dis-
tribution company in public hands, serving 12 departments with a total of 1.2
million customers (about 6 million people.)

1ariffs and Cross-Subsidies

There are two kinds of electricity users in Peru: the small retail users under regulated
prices, and the large users above 1,000 kW, that can contract their electricity service
directly from generators or distributors. Prices to the regulated users are calculated
annually (see Box 1).

Sixty percent of households (about 2.4 million users) are beneficiaries of the
“social tariff” FOSE, of which less than one-quarter are rural users. The cross-subsidy
amounted to about US$20 million in 2004. This figure will be higher in 2005 due

Box 1. Electricity Tariffs and the FOSE Cross-Subsidy

The tariff for a typical regulated user consists of: the generation tariff plus the
transmission tariff plus the distribution tariff (VAD). The VAD is regulated
based on the costs of an efficient model company, for each of four “typical dis-
tribution sectors” (urban high density; urban medium density; urban—rural;
and rural). The VAD is recalculated every four years for the different zones and
distribution companies. The average electricity price to residential consumers
in 2004 was US$0.10/kWh, of which about 5 cents represented generation
costs. The average price for regulated commercial and industrial consumers
was US$0.074/kWh. Large users that can negotiate directly their electricity
supply paid an average of US$0.052/kWh in 2004.

In 2001, legislation established a “social tariff” to subsidize small residential
users (the so-called FOSE), starting in November 2001. The subsidy was
increased in 2004, and is currently set at 25 percent and 62.5 percent reduc-
tions for up to 30 kWh/month, for users supplied by the interconnected sys-
tem and for users supplied by isolated systems, respectively. Between 31 and
100 kWh/month, the reduction is gradual, from 31.25 percent to 7.5 percent
for rural users supplied by isolated systems and for urban users supplied by the
interconnected system, respectively. Consumption above 100 kWh per month
includes a cross-subsidy (surcharge) to finance the FOSE discount. The sur-
charge for FOSE represents an increase of slightly over 3 percent in the full
cost of electricity for the users providing the subsidy.
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to the indicated increase in the level of subsidy. Table 1 shows sample electricity tar-
iffs when the FOSE subsidy is included.

Peru’s electricity tariffs reflect costs. As a result, residential rates are high and com-
mercial and industrial rates are low, reflecting economies of scale. Residential tariffs
are higher than in most other LAC countries, except Ecuador and Surinam (Table 2).
Equity impacts of high residential tariffs are mitigated by the existence of the cross-
subsidy from FOSE. Tariffs to the commercial and industrial sectors are in the mid-
dle of the range, similar to tariffs in Colombia and Mexico. The health of the sector
is due in part to the fact that tariffs are sufficient to cover costs in each segment of
the sector.

Rural Electricity Coverage

More than 6 million people, mainly in the predominantly poor rural areas of Peru,
do not have access to electricity. At 30 percent coverage, this is one of the lowest rural
electrification rates in Latin America. Together with the scarcity of other infrastruc-
ture services, lack of electricity results in a lower quality of life, poor medical care and

Table 1. Residential Subsidized Tariffs (Soles/kWh)

Consumption Lima Rural
kWh/month Consumer Consumer
Up to 30 kWh 0.242 0.201
From 31 to 100 kWh 0.322 0.402

Source: OSINERG.

Table 2. Latin America FElectricity Prices (US¢/kWh) Dec. 2003

Residential Commercial Industrial
Argentina 4.14 4.44 2.08
Bolivia 5.49 8.43 3.98
Brazil 8.27 7.27 3.84
Colombia 7.70 9.24 7.17
Chile 8.56 8.21 5.56
Ecuador 13.03 11.11 9.65
Mexico 8.09 13.95 6.95
Paraguay 5.60 5.97 3.76
Peru 11.37 7.59 7.20
Suriname 17.10 17.30 13.10
Uruguay 10.55 7.03 3.89
Venezuela 5.50 7.90 2.80

Source: Organizacién Latinoamericana de Energfa.
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education, and limited opportunities for economic development. The incidence of
poverty in rural areas highlights the importance of investing in provision of basic
infrastructure, such as electricity as part of the national rural development agenda.!

The existing electricity distribution companies hold concession areas concen-
trated in small areas around urban centers.? They are obliged to meet service requests
only within 100 meters of the existing network. Therefore, to expand coverage, the
government has invested $40—50 million per year for the last 10 years in rural elec-
trification through social funds such as the National Development Fund (Fondo
Nacional de Compensacion y Desarroll—FONCODES) and, more importantly, by
the Executive Office for Projects (DEP) of the Ministry of Energy and Mines
(MEM), created in 1993 to implement rural electrification projects. The projects
that were constructed were transferred, at zero cost, either to the existing distribution
companies, or to the state holding company, ADINELSA.

The DEP’s activities between 1993 and 2003 contributed to increasing national
electricity coverage levels, from 55 percent in 1993 up to about 76 percent in 2003.
Over the same period, rural electrification coverage increased from 5 percent to
about 32 percent. The total investment over this period was about US$600 million.
However, levels of investments have dropped significantly since the high of US$135
million in 1996, averaging US$40—50 million in recent years. The Government of
Peru maintains a commitment to reduce the electrification gap, aiming to increase
rural coverage from 30 percent to 75 percent by 2013.3 This is estimated to require
about US$864 million, or US$86 million annually.

The Electricity Sector and Camisea Natural Gas

The Camisea natural gas project is closely linked to the electricity sector. The gas
pipeline to Lima would not have been financially feasible without subsidization from
the electricity sector. Furthermore, future markets for natural gas are critically
dependent on electricity generation. The electricity sector represents 70 percent of
the total estimated demand in the first 15 years of production of Camisea. Electric-
ity consumers are paying a subsidy for the gas pipeline called the GRP (see Box 2).°

II. Main Issues and Recommendations

Rural Electrification. Levels of provision of electricity service in rural areas of Peru
are among the lowest in Latin America, exceeding only Bolivia’s. The single most
important issue in the electricity sector is the need to accelerate provision of electric-
ity to rural people, to meet the government’s stated goal of 75 percent coverage in
rural areas by 2013. Several inter-related issues might be addressed.

Specific Legal and Regulatory Framework for Rural Electrification. The Electricity

Law and its regulations were designed for urban distribution. Rural areas need sim-
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Box 2. Camisea Pipeline Capacity Payment Guarantee (GRP)

Studies for the pipeline indicated unattractively high tariffs, due to low
demand during initial years of production. Investors required the government
to guarantee a minimum capacity usage/payment during the first 10 years.
MEM and OSINERG designed a payment guarantee called GRP (Garantia de
Red Principal). Part of the payment is collected from electricity users. In return,
a fixed natural gas price for electricity generation is guaranteed. The GRP is
included in the electricity bills as a component of the transmission tariff. As
seen below, initially almost all the payment comes from electricity users,
diminishing as natural gas demand increases. The guarantee will cease when
actual demand reaches the guaranteed demand or at the end of the 10th year.

Volume of gas
transported

A

Actual demand
capacity used

End of

guarantee

Guaranteed
demand

Capacity paid by
electricity users

Capacity paid by
actual gas users

> Years

pler and more flexible arrangements for concessions, tariffs, construction and design
standards, and quality of service standards, aimed at making rural electrification
more efficient and financially viable. Two laws® have been passed but not imple-
mented because of conflicts with other laws. A third law was recently passed and is
awaiting presidential approval, but the Ministry of Economy and Finance (MEF)
and OSINERG have objected. While all initiatives contained positive elements
(incentives for private investment, decentralized planning, and the creation of a
Rural Electrification Fund), all have been incomplete and none have been imple-
mented. MEM could build consensus in the sector and with MEF on a new elec-
tricity law that incorporates the required elements before presenting it to Congress,
to ensure that the next law passed by Congress can be implemented.
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Secure and Adequate Funding for Capital Cost Subsidies. Rural electrification in
Peru, as in other countries with less challenging geography, requires capital cost sub-
sidies to cover almost all capital costs. Extending new service to meet the Govern-
ment’s objective of 75 percent rural coverage in 10 years would require investment of
about US$800-$1,000 million. Subsidies could be provided from public funds, from
a combination of central government treasury, regional government resources,
including canon (transfers from mining revenues), or from a levy on electricity con-
sumers. At an 80 percent subsidy level, an investment of US$600-$800 million in
public funds would be required over the next 10 years. The current level of funding,
US$40 million per year from the central government, is unpredictable and below
what is required. The Rural Electrification Law mentioned above could include a
provision to mobilize funds from within the sector. The most equitable way to do
this would be a small surcharge on all electricity customers, at about two-thirds the
level of the Camisea surcharge, i.e., US$0.004 per kWh. This would mobilize
approximately US$60 million per year for investment in rural electrification.
Together with investment from the treasury at about half the current level, this
would enable the government to meet its stated objectives, as the amount collected
would increase over time.

Incentives for Public and Private Distribution Companies to Provide Efficient Rural
Electricity Service and Promote Productive Uses. MEM currently selects and con-
structs projects based on criteria of poverty and low electrification ratios. This results
in projects with operational costs greater than revenues, requiring not only a capital
cost subsidy but also an operating cost subsidy, and imposing a burden on the distri-
bution companies or ADINELSA. ADINELSA is currently running a deficit of US$5
million per year, covered by the treasury. On the other hand, communities with the
capacity to pay and the potential for productive uses are often nearer to the grid and
are not targets for DEP. There is no incentive for public or private distribution com-
panies to extend services beyond 100 meters, or to promote productive uses of elec-
tricity. Their role is limited to passive acceptance of projects received from DEP.

If the electricity distribution companies were allowed to compete for the subsidy
by presenting projects that would be selected on the basis of minimum cost per sub-
sidy, analysis shows that the number of new connections made could be increased
with the same subsidy. Calculations on a sample of rural electrification projects
showed that distribution companies could invest on average 20 percent and earn a
rate of return of 12 percent on that investment. Taking the first US$100 million of
projects in DEP’s 2004 Rural Electrification Plan as a basis, and assuming that they
were reordered from least to most expensive, would result in an increase of connec-
tions from 120,000 to 160,000 households (Figure 1). Assuming that they were to
be done by the electricity companies, which would receive a subsidy of 80 percent
and invest 20 percent, the number of connections could be further increased to
195,000 households. Selection criteria could ensure that only projects that were
financially sustainable at current tariffs would be selected.
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Figure 1. Comparison of New Connections under Different Assumptions
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Tariff Structure Could Encourage Productive Uses of Electricity. At an average of
US$0.17-$0.18 without the FOSE for typical distribution Sector 5, electricity prices
in rural areas are almost double those in urban areas, prohibitively high. The subsidy
from FOSE decreases progressively and disappears at the consumption level of 100
kWh per month. This is a strong disincentive to the increased use of electricity in
rural areas. The FOSE, while addressing equity concerns, has the unintended effect
of discouraging users from passing the 100 kWh limit. More innovative mechanisms
could be considered for cross-subsidy; for example, having both fixed and variable
charges, and applying the subsidy on the fixed charge. To increase the overall effi-
ciency of rural electricity provision and spread costs over a larger demand, companies
also could promote productive use of electricity in rural areas.

Promotion of Cost-Effective Use of Renewable Energy. Rural electrification projects
implemented in the last 10 years have been mainly grid extensions and installation
of isolated diesel generators. As usage levels are low and the costs of grid extension
high in Peru’s difficult terrain, there is good potential for renewable energy systems,
such as hydro or solar home systems, to play a significant role in supplying rural elec-
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tricity. MEM does not have a strategy for renewable energy development. DEP is
carrying out a solar photovoltaic for rural electrification project with support from
the United Nations Development Programme/Global Environment Facility, but the
project has had problems in implementation, and after 6 years is still struggling to
install the first 1,000 systems under the DEP system. There are no strong policies or
financial incentives for development of renewable energy. As part of new models for
rural electrification, MEM might wish to encourage the distribution companies to
use renewable energy for rural electrification where it costs the least. This would
require building capacity for renewable energy within MEM and the distribution
companies.

Security of Supply: Policies Needed to Secure Investment in Generation. A second
issue that has the attention of policy makers, in the region and worldwide, is ensur-
ing sufficient electricity to consumers at reasonable prices, that is, the security of sup-
ply. The latest generation tariff review indicated a reserve margin of 27.6 percent of
peak demand, considered adequate. But concern exists because of reduced invest-
ment in new generation, the “hydro emergency” that occurred in 2003 and 2004,
and the reluctance of generators to renew supply contracts for the regulated market.

Regarding new investment in generation, there is reason for concern. At the pres-
ent rate of demand growth of about 4.5-5.0 percent, not less than 120 MW of new
investment is necessary (US$60-$70 million) each year. During the four years
2001-04, the investment in generation has been only US$250 million, of which
US$100 million came from the private sector. This investment was inadequate to
maintain the reserve margin. If demand continues to grow and investments do not
increase to meet the required levels, security of supply is at risk.

In combination with inadequate investment, the triggers that prompted the gov-
ernment to propose a radical change of regulations for generation were the “hydro
emergency and the crisis in the contract market. The energy generation price to
retail users is established by the regulator based on a 3-year system simulation, shown
in Figure 2 as bars.

Transactions in the wholesale market are done at the “spot” short-term marginal
energy price, shown by the horizontal line in the figure. Normally, the line “oscil-
lates” around the bars in response to seasonal and yearly variations of water avail-
ability for hydro generation and fuel prices. For 2000-02, the spot price was below
the regulated price throughout the period. But for 17 consecutive months during
2003 and 2004, the “spot” energy price was well above the regulated price, peaking
at 4 times the regulated price. This situation caused generators to refuse to renew
contracts at the regulated price. Both the existing generators and potential new
investors complained that the regulated price was being kept artificially low, dis-
couraging new investment in generation.

In June 2005, the executive branch proposed to Congtess a new electricity law to
address the problems. Also, the regulator increased the regulated energy price 25 per-
cent in the tariff adjustment of November 2004. This was followed by a proposed
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Figure 2. Short-Term versus Long-Term Generation Energy Prices
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radical change in the regulatory framework. If a distributor cannot obtain supplies
through contracts at the regulated price, the new model would allow the distributor
to conduct auctions for short- to long-term contracts, and to pass through the result-
ing contract prices to the “regulated” price. Careful examination of this proposal is
advised, as it would be a radical change. While it could ensure new investments, it
also creates the risk of opening the system to manipulation and making prices more
volatile. A similar system of auctions was introduced in Panama as part of a second
wave of power sector reforms, which has resulted in increased volatility.

Transmission Planning and Expansion. The regulation scheme introduced in 1992
for transmission was faulty. Little attention was given to transmission when reforms
were designed, mainly because it was not initially considered for privatization. This
lack of attention to transmission was true for almost all the region’s electricity sector
reforms (with the possible exception of Argentina).

Peru closely followed the Chilean approach to transmission regulation, with its
two distinct characteristics. First, each individual transmission line is classified as
being a “main line” or “secondary line.” Prices for users of the main line are set to
fully cover costs. Secondary lines are paid only partially by the users of the lines in
proportion to the capacity used. Transmission owners—in particular, private gener-
ation and distribution companies—asked the regulator to classify their lines as main
lines in order to assure the consumer payment of the transmission service in full. Sec-
ond, the concept of an “economic adapted line” introduced another problem with
transmission tariffs for both main and secondary lines. A line is said to be economic



ELECTRICITY SECTOR 315

adapted if it is fully used in its design capacity. Under this concept, for example, a
line would receive payment of half of its economic cost if half of its capacity were
used. The measurement of capacity used is done each tariff review period (one year
for transmission). Clearly, payment of a line would vary each year in accordance with
its use, and in practice never cover its entire cost if it is not fully used all the time.

In addition to causing continuous friction with the regulator over transmission
tariffs, the result of the existing system is a lack of private risk investment in trans-
mission expansion. In contrast, the application of particular legislation for private
investment under a concession system has resulted in successful electrical transmis-
sion expansion. This system guarantees reasonable investment returns and cost recov-
ery through a long-term build-own-operate-transfer (BOOT) concession contract.
Although the electricity regulator allows this type of investment and accepts the
agreed contract prices, this arrangement is clearly outside of the sector regulations.

The government and the regulator have proposed changes to the Electricity Law
that would modify transmission regulation, eliminating the concepts of main and
secondary lines and the concept of an economic adapted line, as well as establishing
a more stable tariff and payment mechanism, incorporating some of the characteris-
tics of the successful BOOT system. The proposed changes also contemplate the
establishment of a new transmission-planning regulatory entity.

Privatization. At the onset of the current administration, it defined a more aggres-
sive privatization policy in the energy sector than during the final period of the pre-
vious administration, which had moderated its initial enthusiasm for private
participation in public services. In December 2002, the administration pushed
Egesur privatization (the generating company serving Arequipa), against strong
opposition by the regional authorities and the local population. The government lost
this confrontation, resulting in a setback of its privatization program, not only in the
energy sector but in general. Although the government has been regaining some
ground on this issue, there is still a negative perception by the general public of pri-
vatization as was practiced during the previous administration. Given fear of public
opposition, the future prospect for privatization is somewhat negative in the short
term, in particular in electricity and water utility services.

Lack of Adequate Investment in the Distribution Business Outside of Lima. As indi-
cated earlier, the distribution segment of the electricity service is at present divided
between two large private companies that serve Lima, with 1.63 million costumers,
and various regional publicly owned companies (of which Distriluz is the largest,
with 1.21 million customers). Luz del Sur and Edelnor, the Lima companies, have a
concentrated and profitable market, with good technical and financial indicators.
Distriluz, the largest of the publicly owned companies, serves a diverse market that
includes medium-sized cities with moderate load concentration. Distriluz’s market is
not highly profitable, but has a return sufficient to sustain the business and expand
the market modestly. Two other distribution companies that serve the cities of Are-
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quipa and Cusco have similar characteristics to that of Distriluz. The remaining pub-
licly owned distribution companies serve relatively small cities and towns with low
load concentration, and rural areas with dispersed communities and low demand.
These companies are not profitable; some barely cover operating costs, while others
have operational deficits.

All publicly owned distribution companies are administered by FONAFE, which
controls all new investment by, and the return/profit policies of, these companies. In
general, FONAFE’s policy has been to restrict investments and retain profits for
transfer to the treasury. Clearly, this is not an appropriate practice for long-term sus-
tainability of assets, especially in a business where a large portion of the revenue from
tariffs comes from depreciation that is intended to ensure adequate investment in
asset maintenance. The policy of restricting investment is being justified because
FONAFEFE’s administration is transitory. The restriction of investments required to
maintain assets is resulting in the gradual degradation of the distribution companies’
assets. The policy also limits the ability of these companies to expand services.

Although the government has reiterated its intention to transfer Distriluz to the
private sector, the timing of this transfer is not clear, and the destiny of the rest of
the publicly owned companies is even less clear. The government is considering
trying to privatize only the most profitable parts of Distriluz, which would leave
the remaining problematic areas without a solution. Therefore, it is recommended
that Distriluz’s entire service territory be kept together. To ensure that adequate
service is provided, FONAFE could either privatize the distribution companies
immediately (which is difficult, if not impossible, in today’s environment), or
enable them to operate commercially, with adequate investments made to main-
tain their assets. This would mean continuing to permit Distriluz to manage its
investments outside of the National Public Investment System (Sistermna Nacional
de Inversién Piblica—SNIP) system, and permitting other companies to invest up
to the limits of the amount of revenue provided by the part of the tariff intended
to cover depreciation.

There is also a new ingredient to consider: the decentralization and regionaliza-
tion of the country. Some regions are disputing central government ownership of the
regional distribution companies. In some regions, such as Arequipa and Cuzco, there
are strong sentiments regarding this matter. Transfer of the ownership of the regional
electricity companies to the regional governments is unlikely to improve the situa-
tion, and could make it worse.

Regional Developments and Natural Gas/Electricity Convergence. One of the most
important recent topics in Latin America is regional energy integration. Although
for 25 years there have been proposals for comprehensive electricity interconnection
in the region, only some bilateral interconnections have been implemented, mainly
in the southern cone (Argentina, Brazil, Uruguay, Paraguay, and Chile). Recently,
Colombia, Ecuador, and Peru initiated serious conversations about implementing an
Andean electricity subregional market.



ELECTRICITY SECTOR 317

Furthermore, the last decade has seen the expansion of natural gas use, which has
become one of the most important components of the energy matrix in the region and
the principal fuel for electricity generation. Major pipelines were built in the southern
cone to transport natural gas from exporting sources in Bolivia and Argentina to con-
sumers, mainly in Brazil and Chile. After severe droughts in Chile between 1997 and
1999 caused a crisis in electricity supply, a decision was made to begin large natural gas
imports for power generation. At the time, Argentina was promoting natural gas exports.
As a result of Argentina’s desire to export gas and Chile’s need for it, three pipelines were
developed: Gasandes, Gasatacama, and Norandino. All worked well until a cold winter
in 2004, which caused Argentina’s heat demand to soar. With tight gas supplies (explo-
ration investment for gas was severely cut due to tariff disputes with energy companies),
Argentina was forced to cut natural gas exports to Chile to satisfy domestic demand.
The sudden loss of contracted volumes of gas from Argentina to Chile serves as a
reminder of the true complexities and the real risks of regional energy integration.

Because of this experience, Chile is looking to diversify its sources of natural gas
to reduce its dependence on Argentina. Considering that gas-fired power generation
represents about 50 percent of total generation, Chile needs a secure supply of natu-
ral gas. Bolivia, with the largest gas reserves in the region after Venezuela, is almost
eliminated as a supplier to Chile due to disputes over its historical claim to sovereign
access to the Pacific Ocean. Chile, therefore, is interested in Peru’s Camisea field,
promoting an “energy ring” comprising Argentina, Brazil, Chile, Paraguay, Peru, and
Uruguay, to guarantee access to this source.

However, Camisea’s proven reserves are considered insufficient to ensure domes-
tic supply for at least 20 years, the already approved LNG export project to Mexico,
and additional exports to the “energy ring.” There is also public interest in promot-
ing the massive use of natural gas within Peru for industry and transport, in addition
to residential and commercial demand. There is concern about committing valuable
natural gas resources for export that could compromise the future internal supply.
Advertised price reductions of LPG, after Camisea’s coming into operation, have not
materialized. The public is afraid that supplies are not adequate for both domestic
and export demand, and also that natural gas prices could be set by exports, without
any preferential price for national consumers.

Extensive and comprehensive internal consultations in the countries involved
might be considered for the development of any viable and sustainable energy inte-
gration process. In any legislation, it is important to maintain a fine balance between
national interests and the exploitation of valuable natural resources.
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Endnotes

1. Of the 9.4 million people living in rural areas of Peru in 2002, 78 percent were poor and
51 percent were extremely poor (compared to 42 percent and 10 percent for urban areas).

2. The two private concessionaires covering the Lima area, Luz del Sur and Edelnor,
account for about 45 percent of regulated users, 65 percent of electricity sold, and 90 percent
of net profit. While most of the public distribution companies show reasonable efficiency and
cost management, they fail to offer attractive returns due to low sales volumes and tariffs. Even
publicly owned distribution utilities in Peru are administered through performance-based

management contracts.
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3. See the Rural Electrification Plan of 2004.

4. The Camisea project started production in August 2004. Daily production in the first
year was 20.4 billion cubic feet, about 90 percent used for electricity generation.

5. The GRP is about US$0.006/kWh. The GRP began even before the Camisea project
was completed in November 2002, totaling US$93 million by July 31, 2004. From the start
of operations in August 2004 till February 2005, the GRP was US$51 million. The estimated
payment for year March 2005 to February 2006 is US$97 million.

6. Law for Electrification of Rural and Isolated or Frontier Areas in 2002, and Law to Reg-
ulate the Promotion of Private Investment in Rural Electrification in 2004.






14

Potable Water and Sanitation

Iris Marmanillo

Abstract

The water and sanitation sector is characterized by low coverage and poor quality of serv-
ice, as well as the precarious financial situation of its providers. This, together with the
lack of incentives to improve the sectors management, has reduced investment to a mini-
mal level, which is starting to affect the sector’s sustainability. The rates policy is out of
touch with the reality of the sector’s investments and financing, which further aggravates
the problem. In addition, the institutional and regulatory framework could be adjusted
in order to improve the internal governance of service providers and strengthen regulatory
powers. In order to turn the situation around, the sector could be reformed to minimize
political interference in the management of these services and introduce suitable incen-
tives so that the sector can gradually attain sustainability. The principal policies, strate-
gies, and activities would be: (a) development of a system that guarantees sustainable
investments, efficiency in the provision of services, and the provision of services to the
poorest population, achieved through a financing and rates policy that incorporates the
necessary incentives to meet those goals; and (b) strengthening of the institutional and reg-
ulatory framework in order to introduce good corporate governance practices in service
providers and allow for a coberent rate and financing policy, so that the regulatory insti-
tution can do its job effectively.

I. Introduction
Access to water and sanitation services has positive effects on indicators for nutrition,

health, and even education. Therefore, it is important that actions in this sector be
coordinated with those of other sectors, taking an integrated approach to addressing
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the problems of the country’s poorest population.! In addition, the sector plays an
important role in ensuring the country’s competitiveness. With this in mind, the
recently developed National Competitiveness Plan® analyzes the main strategies and
activities needed for reforming the sanitation sector. The results of that analysis form
a part of the strategies reccommended in this chapter.

The sector’s institutional framework is well established, clearly differentiating
between policy-setting, regulatory, and service-provision functions. Policy-setting is
assigned to the MVCS (Ministerio de Vivienda, Construccién y Saneamiento—MVCS);
regulatory functions to the National Superintendency of Sanitation Services (Super-
intendencia Nacional de Servicios de Saneamiento—SUNASS ); and service provision to
the Sanitation Service Providers (Prestadoras de Servicios de Saneamiento—EPSs),
municipalities, and/or user councils. Nonetheless, coordination is weak among the
various entities at the central government level and with other levels of government.
This lack of coordination is seen in the areas of investment planning and financing
and in mechanisms for improving and controlling the management of the EPSs. Cer-
tain gaps also exist that hold back sustained development and interfere with good
service provision. In addition, weak corporate governance in the EPSs is increasingly
evident, including a lack of accountability and difficulty for the SUNASS to effec-
tively carry out its regulatory function over public EPSs.

In 2004, coverage in Peru for potable water and sanitation (76 and 57 percent,
respectively) was far below the mean coverage in Latin American countries (89 and
74 percent). Coverage for sewage water treatment (23 percent) was also far below the
coverage in neighboring countries such as Chile (72 percent). The population with-
out water services or sanitation services was 6.6 million and 11 million inhabitants,
respectively, in poor urban areas, rural areas, and small or midsized locations. This
challenge could be met with effective interventions, which, in addition to infra-
structure investments, requires the promotion of change in hygiene conditions and
practices. It is not enough to extend coverage. Sustainability and the quality of the
services offered could also be improved. Continuity of service is weak and better
infrastructure maintenance is needed in urban areas, as reflected in the high rates of
breakage and stoppage in the distribution system. In the rural areas, the principal
problems are water quality and poor sustainability, but these are starting to be cor-
rected with demand-based interventions.

On the other hand, the financial situation of the EPSs is precarious, given that
their operating revenues barely allow them to cover their operating costs,® which is
leading to decapitalization. The financial situation of the EPSs started to worsen in
2003, and policies to improve their efficiency are not being applied. This problem is
due in part to the fact that the rate policy is not tied to policies for financing and
implementing investments. Investments in the sector, most of which come from the
Treasury,* have shown great volatility and a downward trend in this five-year period,
compared to the prior decade (0.2 percent as compared to 0.5 percent of the gross
domestic product). In order to meet the 2015 Millennium Development Goals, the
sector will need to invest at least US$265 million per year over the next decade
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(equivalent to 0.5 percent of the GDP) simply to expand the coverage of wastewater
treatment to 40 percent and make improvements for the proper functioning of the
systems. If the goals are higher—for example, to attain 100 percent coverage in water
and sanitation, expand wastewater treatment coverage to 60 percent, and engage in
improvement works, it would be necessary to invest an annual amount of US$390
million (0.7 percent of the GDP). Nonetheless, it is worth noting that increased
funding per se, does not guarantee sustainable investment or that the poorest popu-
lation will be reached. That requires a policy and methodology that prioritize gov-
ernment spending to benefit the poorest population and promote improved
management on the part of providers.

The sector has not yet assigned a cost to water resources, even though it is recog-
nized that water has a social, economic, and environmental value, and that a rate
structure depends on a constant equilibrium among these functions. The rates now
being charged by the service providers include only the costs of providing the service
in the short term. In principle, the rates should cover the cost of providing the serv-
ice in the midterm (according to the rate policy), but they are falling behind and do
not reflect average costs based on a midterm horizon. One factor that affects appli-
cation of a correct rates policy is lack of metering. Only 54 percent of the service is
metered, compared to 98 percent in Chile. Therefore, most of the users are billed
based on consumption allocations that have been applied for years. The final result
is that in the past five years, the average rate and average monthly billing per user has
declined by 11 percent and 22 percent respectively.

Another challenge for the rate policy is related to existing price structures, which
were designed with cross-subsidies. Far from producing the hoped-for social benefits,
this has financially weakened the EPSs (between 5 percent and 10 percent of users
subsidize the rest). In order to overcome this distortion, the SUNASS is working on
a modification of the rate structures, which, among other features, needs to include
guidelines so that the subsidies will be explicit and limited. Nonetheless, cross-
subsidies can only be well targeted and adjusted when consumption can be meas-
ured, and many EPSs will have to first advance in metering before they will be able
to meet that requirement. Also, EPSs and users will be affected if adjustments to the
mean rate and to the rate structure are implemented simultaneously.

An additional challenge is to improve the management of services in the EPSs,
including the Potable Water and Sewage Service of Lima (Servicio de Agua Potable y
Alcantarillado de Lima—SEDAPAL). These providers administer services for 62 per-
cent of the population. One strategy to improve the management of water resources
is to optimize the use of installed capacity prior to expanding the system with new
investments. In order for such a strategy to be effective, metering could be extended
as much as possible. As a reference, one can observe the achievements attained
between 1998 and 2004, when metering was doubled. The service incorporated
some 6 million inhabitants, water production diminished by 30 percent, and the
continuity of service increased to 16 hours a day. Improved metering will also pro-
vide better information to address the problem of water not being billed, currently
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estimated at 42 percent of the water produced, equivalent to approximately 490
cubic meters per year, or 80 percent of the annual production of SEDAPAL. In order
to improve the EPSs’ management of the sector, investment policy could be reviewed
with the aim of introducing suitable incentives. Another tool that the government
has employed to improve management has been to promote private sector participa-
tion (PSP) with the concession of the service in Tumbes, which could serve as an
example to consolidate the PSP strategy in its different modes, including public/pri-
vate participation (PPP) and small-scale private sector participation (SPSP).

Institutional Framework

In the 1970s, the sector was headed by the General Sanitation Works Service (Direc-
cién General de Obras Sanitarias—DGOS) in the Ministry of Housing, whose mis-
sion was to build sanitation works throughout the country. In 1981, a
government-owned company was created that was named the National Service for
the Supply of Potable Water and Sewerage Services (Servicio Nacional de Abastec-
imiento de Agua Potable y Alcantarillado—SENAPA), which replaced the DGOS.
SENAPA comprised 15 affiliated companies and 12 operating units. Starting in
1990, the affiliate companies and operating units were transferred at no charge to the
municipalities.

In 1992, the sector was placed under the Ministry of the Presidency (which had
been created in 1991). Then, with the closing of that Ministry in July 2002, the Vice
Ministry of Construction and Sanitation (Vice Ministerio de Construccidn y
Saneamiento—VMCS) was created within the MVCS (Ministerio de Vivienda, Con-
struccidn y Saneamiento—MVCS), and was assigned policy-making functions over
matters related to sanitation services. Its responsibility is to formulate, approve,
implement, and supervise policies that are national in scope, applicable to sanitation
matters. In addition, its role is to formulate national development plans for the sec-
tor and to allocate government funds to the sector. Since 1994 the SUNASS has
been a regulatory entity and reports to the Office of the President of the Council of
Ministers (Presidencia del Consejo de Ministros—PCM).

The service providers in the country are (a) SEDAPAL, which provides services in
the city of Lima and the municipal EPSs, which, taken together, have 62 percent of
the country’s total population under their jurisdiction; (b) the Sanitation Services
Administrative Councils (Juntas Administradoras de Servicios de Saneamiento—]ASS),
responsible for 29 percent of the total population, principally residing in rural areas;
and (c) certain small municipalities (490) where 9 percent of the total population
resides.

Apart from the above-mentioned entities, also participating in the sector’s activi-
ties are the Ministry of Health, the Ministry of Economy and Finance, and other
institutions involved in functions related to preparing projects and implementing
works, in addition to financing investments. These include regional governments,
the National Development Institute, the National Compensation Fund for Social
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Development (Fondo Nacional de Compensacién para el Desarrollo Social—
FONCODEYS), the Ministry for the Promotion of Women and Human Develop-
ment (Ministerio de Promocién de la Mujer y del Desarrollo Humano—
PROMUDEH), and the Sanitation Sector Reform Support Program (Programa de
Apoyo a la Reforma del Sector Saneamiento—PARSSA), which was formerly the
National Potable Water Program (Programa Nacional de Agua Potable—PRONAP).
Table 1 summarizes the principal functions in the sector and the entities responsible
for them.

Despite a relatively clear division of main functions, one the great problems with
this framework is a combination of weak coordination, gaps, and duplication among

Table 1. Principal Functions and Responsibilities in the Sector

Principal Functions
in the Sector Institutions Comments
National Level
Development of policies, MVCS
regulations, and plans Assistant Ministry
of Construction
and Sanitation
Financing of investments, Assistant Ministry
including the local of Construction
counterpart and Sanitation
Ministry of the
Economy and Finance
Economic regulation SUNASS
Ministry of the
Economy and Finance
Approval of rates SUNASS Only for SEDAPAL

Environmental regulation

Regional/Departmental Level

Financing of investments
Local Level
Provision of services
* Service provider
companies
* Municipalities
themselves
¢ Concessions with
the private sector
e User communities
or councils
Municipal financial
contributions
Approval of rates

Ministry of Health and others

Regional governments

SEDAPAL and the EPSs

Several municipalities

A concession has already

Prolnversién been granted for Tumbes

Various councils
Several
municipalities

Mayors in

municipal councils

Rural areas: user
committees or councils

Source: Prepared by the author.
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the various entities at the central level, and between central-level entities and those
of other levels of government, for example, with respect to the planning and financ-
ing of investments. As well, the personnel working in the sector are not always qual-
ified for the roles they play, and the high degree of rotation among the executive and
management personnel is not helpful, either. Two other institutional problems have
recently come to light: weak corporate governance among the EPSs, including an
absence of accountability, and difficulty for the SUNASS to effectively carry out its
regulatory function with the public EPSs.

Past and Present Policies, including Private Sector Participation (PSP)

The sector formulated a National Development Plan for the period 2002-11, which
is being updated to cover the period 2006-15 and is still a draft document. The plan
contains a diagnostic of the sector and guidelines for sound, integrated development
of the country’s potable water and sanitation services. The plan has established the
following objectives: (a) modernize the sector; (b) ensure the sustainability of the
services; (c) expand coverage and ensure the quality of potable water services, sewage
services, wastewater treatment, and the disposal of excrement; and (d) design for-
mulas in order to guarantee the solvency of the EPSs. In addition, Prolnversién and
the MVCS are working to promote private investment (Table 2).

Though the past decade saw several initiatives to promote PSP in the sector
(SEDAPAL and, to a lesser degree, the Grau de Piura EPS), those initiatives did not
materialize. Nonetheless, at the start of this 10-year period, the government decided
to once again promote PSP in order to guarantee the development and moderniza-
tion of service provision. As such, the sector, together with Prolnversidn, is working
to attain private participation in its various modes. To date, this has been accom-
plished in the case of Tumbes, which, even though it is a concession, is to operate
under a management contract for the first five years. Investments are guaranteed
during this period, because the country has external financing. This alternative is
worth evaluating in other regions. Two of the major challenges for PSP or PPP to
become a reality are to attain favorable participation from the municipalities and
have good communication with the population. These were neglected in past efforts.

PPP is a good alternative solution to efficiently meet the challenge of low cover-
age with effective, affordable solutions for the poorest populations in the country.
However, this would make it necessary to break with the narrow outlook that only
conventional water and sanitation systems exist and that the administration of serv-
ices must necessarily remain a public affair. It is also necessary to define the criteria
for prioritizing PPP and PSP in the sector, so that these processes will be orderly and
not create false expectations within the EPSs.

In the year 2000, a concession agreement was signed’ for the Chillén Project,
which covers the potable water supply for the city of Lima (approximately 5 percent
of the annual volume of water production). This contract was signed with the private
sector for a term of 27 years, and the “granting party” was the government, repre-
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Table 2. Program for Private Sector Participation

Geographic Investment
Company Area Government (in US$ millions

EMFAPATUMBES Tumbes Region ~ Aguas de Tumbes

commenced operations

on October 1, 2005 73
EPS Grau (Piura Piura Region Invitation to bid:
and Paita) January 2005
Final award: April 2006 185
SEDAM Huancayo Huancayo and Invitation to bid:
districts February 2006
Final award: June 2006 110
SEDALIB La Libertad Bidding competition
Region under way for consulting
contract 255
EMAPACOP Province of Bidding competition
Pucallpa under way for consulting
contract 151
EPSEL Lambayeque An agreement s still
Region needed from the council
for a consulting contract;
negotiation is pending 250
EMAPICA Ica An agreement is still
needed from the council
for a consulting contract; To be
negotiation is pending determined
SEDAPAL — Metropolitan Invitation to bid:
Huachipa treatment Lima February 2006
plant Final award: June 2006 120

Source: Compiled by the author from several Prolnversién sources.

Note: Financing: IDB, US$50 million; KFW, US$25 million; with a national counterpart of US$15 million.

sented by the MVCS. The concessionaire has complied with the terms of the take-
or-pay contract, but information available as of mid—2004 suggests that the project’s
economic behavior has been unfavorable for SEDAPAL, since only 35 percent of the
volume acquired from the concessionaire is billed. This is due to a lack of distribu-
tion systems, which are the responsibility of SEDAPAL.

II. Principal Challenges for the Sector
Low Coverage and Poor Quality of Service

The population that lacks potable water and sanitation services is approximately 6.6
and 11 million, respectively, with the greatest shortages in rural areas, small urban
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locations, and marginal urban areas (Table 3). There are approximately 1 million
inhabitants of the city of Lima without services. In addition to the challenge of
increasing this coverage, the sector could expand the coverage of wastewater treat-
ment, which was only 23 percent in 2004.

Despite the major investments made, potable water coverage in urban areas has
not grown since 1990, while coverage in rural areas expanded to 62 percent in the
year 2000 (Figure 1). Nonetheless, since that year, coverage has not continued its
upward trend. In sanitation, a regression to 1985 levels has been seen in urban areas;
in rural areas, even though there was an increase between 1985 and 1990, this
upward trend, as with water, has not been maintained.

The percentage of the population without water and sanitation services in Peru is
much higher than average for Latin America and the Caribbean, indicating the need for
an appropriate strategy to attain the 2015 Millennium Development Goals (Figure 2).

The population without water service, especially in the urban areas, is generally sup-
plied by small-scale private service providers. For example, in the city of Lima, SPSPs
distribute water to this population with cistern trucks; 41 percent of the population is
supplied through SEDAPAL providers, but another 59 percent is supplied by small-
scale providers that do not guarantee adequate sanitary conditions. The cost per cubic
meter charged to these users can be 10 to 15 times higher than the prices charged by
SEDAPAL. The disposal of waste is through makeshift construction latrines.®

Apart from insufficient coverage of potable water and sanitation services, the pop-
ulation continues to be seriously affected by several problems involving the quality
of the services. For example, the average continuity of water services administered by
companies is 17 hours, which indicates that it has improved by only one hour since
the year 2000 (MVCS 2005). At the noncommercial level, which includes rural
areas, PRONAP (now PARSSA) reported that in a sample of 20 small locations, 75
percent had discontinuous service, and 50 percent had less than 10 hours of service
per day (PRONAP 2000). In rural areas, it is estimated that 59 percent of the sys-
tems are not disinfected.

Table 3. Water and Sanitation Coverage, 2004

Population Water Coverage Sanitation Coverage
Areas (in thousands) (percentages)’ (percentages)®
Urban 19.6 81 68
Lima 8.0 89 84
Other urban areas 11.6 76 57
Rural 7.9 62 30
National Average 27.5 76 57

Source: National Sanitation Subsector Plan 2006-2015.

a. 67 percent of the population is supplied through a home connection and 8 percent through public
spigots.

b. 49 percent of the population is served through a home connection and 8 percent through latrines.
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Figure 1. Trends in Potable Water and Sanitation Coverage
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Figure 2. Population without Water and Sanitation Services
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Minimal Investments and Lack of a Financing Policy

Investments in the sector have shown great volatility and a downward trend since
the year 2000 (Figure 3). This downward trend is even greater if compared to
investment in the 1990s, when US$2.44 billion was earmarked for the sector (an
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Figure 3. Investments in Peru
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average investment of US$250 million per year), equivalent to an annual average
of 0.5 percent of the GDP. The numbers show that the downward trend of the
1970s (an average investment equivalent to 0.25 percent of the GDP) and of the
1980s (0.14 percent of the GDP) had reversed. This same downward trend in
investments was seen in SEDAPAL (Figure 4) and in rural areas, where invest-
ments averaged US$75 million per year between 1997 and 1999, but only US$39
million in 2002.

However, even though less was invested during the five-year period of 1985-90
than in the 1990s, a greater number of inhabitants were incorporated into the serv-
ice in the period of 1985-90. This was due to the fact that, in urban areas, priority
was placed on investments that sought to optimize the use of installed capacity,
which made the cost of incorporating an inhabitant into the service much less than
under the conventional approach. In the rural areas, a plan was applied to incorpo-
rate population centers into the service without neglecting the sustainability of the
investments. This demonstrates that increased funding, such as was seen in the
1990s, does not in and of itself guarantee sustainable investments that will solve the
coverage problem for the poorest population.

Figure 4. SEDAPAL Investments and Financing
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A large part of the problem of volatility of the investments is related to the
dependency of the service providers on Treasury funds to finance their investments,
even when the government assumes the servicing of the debt, which happens in
most cases. In the 1990s, investments were principally financed by Treasury loans
or transfers from FONCODES, the National Housing Fund (Fondo Nacional de
Vivienda—FONAVI), and PRONAP. This financing structure for the sector has
undergone significant changes since 2000, with FONAVT deactivated and FON-
CODES restructured. As such, the Treasury has become the sole source, and chan-
nels the loans and transfers through PARSSA. Thus the country is in urgent need of
a financing policy that ensures the internal creation of funds to achieve
sustainability.

As of September 30, 2005, the sector had a balance of US$475 million in exter-
nal loans yet to be disbursed, and the annual ceiling of disbursements is estimated at
approximately US$80 million, meaning the sector has sufficient agreed-upon exter-
nal funds for a period of six years. In order to make use of these funds, however, it is
necessary to ensure the corresponding counterpart contributions, and to review
whether the financed projects are a priority.

To achieve the 2015 Millennium Development Goals, the sector must annually
invest no less than US$265 million (0.5 percent of the GDP) over the coming
decade. The coverage goals are 93 percent in potable water in the urban areas and 72
percent in the rural areas; 83 percent in urban sanitation and 37 percent in rural san-
itation. The goal for the coverage of wastewater treatment is 40 percent, and
improvement projects are planned for the proper functioning of the systems. If 100
percent water and sanitation coverage and an expansion of wastewater treatment
coverage to 60 percent are sought, the sector would have to invest US$390 million
(0.7 percent of the GDP) annually.

Precarious Financial Situation of the Service Providers

Recent analyses point to the precarious financial situation of the EPSs;” their operat-
ing revenues barely allow them to cover their operating costs. This situation is even
more serious if one takes financial expenses into account (SUNASS 2004a). Even
though between 1997 and 2003 there was no significant improvement in the oper-
ating ratio of the EPSs,® since 2003 the problem has worsened (Figure 5). These
results confirm that the EPSs are not generating the necessary cash flow to cover their
debts and investments.

The EPSs also have problems with debt. As of December 2003, 41 EPSs had a
total debt with third parties of US$1.3 billion, 41 percent of which corresponded to
funds to be paid back to the ex-FONAVI. Even without considering this amount,
the debt would still be US$765 million. An analysis made by the MVCS reported
that if 30 percent of the gross margin of the EPSs (without SEDAPAL) were ear-
marked to paying the current direct debt of the EPSs with FONAVI, it would take
an average of 38 years to pay off the debt.
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Figure 5. Trends in the Operating Ratio

80

78%

~
N

71% 72%

70% 58%
69%

Percentage
~
S

(o))
N

67% 67%

QD
(=)

1997 1998 1999 2000 2001 2002 2003 2004

Year

Source: SUNASS 2005.

Unsound Rate Policy

Even though the sector recognizes that water has a social, economic, and environ-
mental value, and that its use should be based on a continual equilibrium among
these factors, a cost has yet to be assigned to water. This means that the rates charged
by the service providers include the costs of providing the service only. Information
in the country regarding rates is only available on commercial providers under
SUNASS regulations, and the rate policy in effect is out of touch with the reality of
the sector in terms of its investments and financing. In keeping with Article 96 of the
Regulations of the Sanitation Act, the EPSs could charge rates that make it possible
to guarantee, “[...] coverage of the midterm cost for the five-year period of each
EPS.” There is just one EPS (which is not SEDAPAL) that appears to be complying
with the established rate policy (Figure 6). Although this information dates back to
2002, rates have hardly varied since then.

As of 2004, for the business sector, rates averaged 1.29 soles/m? with high volatil-
ity and a declining trend in 2000-04 (Figure 7). There is little metering of con-
sumption and, in fact, metering is even being cut back (40 percent in SEDAPAL and
22 percent at the national level) (SUNASS 2005).

For the application of the rate policy, the sector needs to promote metering, since
the consumption billed is not actual consumption. Most users pay prices billed by
consumption allocations that have been in effect for years. As of 2004, 80 percent of
the EPSs had a metering level below 40 percent, and only three small EPSs had a
metering level above 80 percent (average metering by EPSs was 54 percent as of
2004). The impact of metering on consumption in SEDAPAL is congruent with
international experience (Cesti, Yepes, and Dianderas 1997) (Figure 8).

Another major challenge of the rate policy is related to pricing structures, which
were designed using cross-subsidies. This policy has not produced the hoped-for
social benefits and has financially weakened the EPSs (between 5 percent and 10 per-
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Figure 6. Ratio of Long-Term Marginal Cost/Average Rate
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Figure 7. Average Rates and Monthly Billing per User
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cent of users subsidize the rest). In order to correct this serious problem, the SUNASS
is working on modifying the rate structures. That process might include guidelines
so that the subsidies will be explicit and limited. For example, the basic level of serv-
ice to be subsidized and the maximum amount that a family should pay for the serv-
ice could be defined (in many countries they are set at between 5 m? and 10 m? per
family per month, and between 4 percent and 5 percent of the family’s income), as
well as the maximum level of consumption to be subsidized (30 percent of total con-
sumption). However, cross-subsidies can only be well targeted and adjusted when
consumption is metered.
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Figure 8. SEDAPAL: Effect of Metering on Consumption
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The Institutional and Regulatory Framework Requires Adjustments

The sector’s legal and regulatory framework has recently undergone modifications
through adjustments to the Regulations of the General Sanitation Services Act. The
principal changes introduced are to (a) operating contracts, (b) functions of the
policy-setting entity, (c) boards of the municipal EPSs, (d) the optimized master plan
and rates, and, (e) rural areas and small cities.

The fact that the municipalities are the service providers in a monopolistic mar-
ket and, at the same time, set the prices, has resulted in local governments adopting
rate policies and operating practices that do not ensure sustainability or possibilities
for growth of the services. This behavior, which can be characterized as “governmen-
tal opportunism,” is due to the fact that governments, which have relatively short
time horizons, prefer poor services and low prices over taking politically costly
actions, such as increasing rates, whose benefits are only seen in the mid- and long
term. Therefore, it is necessary to resolve the difficulties faced by SUNASS in
attempting to effectively carry out its regulatory role vis-a-vis the public EPSs. Norms
could also be developed for the following structural issues:

¢ The treatment of the EPSs’ debts with FONAVI; and

* The sector’s financial policy.

Lack of Incentives for Good Management of the Services

Since provision of the services and approval of rates are a municipal responsibility in
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urban

areas (with the exception of SEDAPAL), disincentives have developed that

impede good management of the services.

Rate approvals are handled by the EPS shareholders” meetings, comprised of
the mayors of the EPS’s jurisdiction. This means that, in practice, the rates are
set politically. This undermines SUNASS’s power and credibility. Even though
the rates are not in keeping with the established rate policy, the EPSs are not
submitting rate increases to SUNASS for review.

Municipalities have not signed operating agreements with their EPSs, as man-
dated by law, which undermines transparency and the supervision of the par-
ties' commitments to improve and develop the provision of their services.
The low degree of coordination at the central level (SUNASS, MVCS, and the
Ministry of the Economy and Finance) for control of, and follow-up on, the
performance of the EPSs creates confusion and detracts from the credibility of
the regulatory entity.

Optimization of the use of installed capacity, prior to investments for expansions
of the system, could be one of the priority strategies for improving the management
of the EPSs (MVCS 2005). Both in SEDAPAL and in the EPS at the national level,
production per capita falls as metering increases, which means that metering could
help incorporate new users without major investments for expanding production
(Figure 9). Nonetheless, the level of metering has stayed practically constant since

2001.

track

Furthermore, SUNASS reports that, as of 2004, the EPSs could only keep
of 58 percent of the water they produce. This means that 490 million cubic

meters of water per year is not being billed, equivalent to 80 percent of SEDAPALs

annual production.
Based on the above, incentives could improve management in the sector, which

could

go hand-in-hand with the allocation of government funds for investments.

Figure 9. Water Production vs. Metering of Consumption

Per capita
production

Source:

= 500 80
3 4004 60 g
5 1 A‘—W g
i 0L
2 1004 m 208
R : : :

1996 1997 1998 1999 2000 2001 2002 2003 2004

Year

== Mean SEDAPAL production = =—Mean national production
—— Mean SEDAPAL metering —%—Mean national metering

SUNASS—Annual Management Indicators.



336 AN OPPORTUNITY FOR A DIFFERENT PERU: PROSPEROUS, EQUITABLE, AND GOVERNABLE

Low Sustainability of the Investments

In the urban areas, according to the results of the Inter-American Development
Bank’s evaluation of PRONARP, investments implemented at the central level are not
sustainable, given that the investment decisions are made without considering the
participation and empowerment of the EPSs. In the rural areas, between 1999 and
2001, several studies were made to evaluate the status of existing services, especially
bearing in mind the active intervention of the government in the 1990s. These
analyses found that a mere 30 percent of existing services are sustainable, and that,
on the other extreme, 30 percent of systems have collapsed (Swiss Agency for Devel-
opment and Cooperation [SDC]/MVCS 2003; Ministry of Health/ COWATER
2001). PRONASAR is considering the construction of works, in addition to other
activities, with which it expects to improve the sustainability of such investments.”
Nonetheless, this new participatory approach in rural areas needs to be consolidated,
since PRONASAR’s progress is still incipient.

III. Recommendations
Principal Strategies Recommended

In order to turn around the precarious situation and low productivity of potable
water and sanitation services, structural reforms are needed that minimize political
interference in the management of these services and introduce suitable incentives to
progressively ensure their sustained development. With this in mind, the recently
developed National Competitiveness Plan analyzed the principal strategies and activ-
ities for reforming the sanitation sector, which, from our point of view, deserve
greater support for their implementation. Further details are given below on the
principal strategies and actions.

Development of the System to Guarantee Sustainable Investments

The sector might consider a financial policy that introduces the necessary incentives
for the sustainability of investments and, at the same time, encourages efficiency in
the provision of services and incorporation of the poorest population into the serv-
ice. Although such a policy has been considered one of the priority policies of the
National Competitiveness Plan, it was not so considered in the 2006-15 National
Plan for the subsector.

The policy, including the rate policy and the subsidy policy, would include:

* A planning and investment prioritization methodology at the commercial and
noncommercial level, setting viable coverage goals for potable water, sanitation,
wastewater treatment, and management in the country. To make these
national goals viable, it will be important to analyze the amounts of invest-
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ment required, as well as the financing sources that would be used. It also will
be important to take the implementation capacity of the service providers into
account. With the creation of the policy-setting entity, that is, the National
Sanitation Service (Direccién Nacional de Saneamiento—DNS) in 2001,
progress was made on formulating a plan for the sector (2002-11), which has
since been updated (2006-15),'° but has yet to be approved by the correspon-
ding levels of government. Without that approval, the DNS cannot issue the
necessary regulations so that the regions, municipalities, and EPSs can formu-
late their own plans.

»  Criteria for the allocation of government funds, including suitable incentives ro
achieve access for the poorest populations and improve management, in order to
ensure good use of the country’s limited fiscal resources. Criteria are as follows:
— Biannual investment limits that could be proportioned between the urban

areas (SEDAPAL and others) and the rural areas, in order to achieve the
proposed coverage goals for water, sanitation, and wastewater treatment.

— Biannual investment limits for PPP processes, as a sublimit within the
above-referenced biannual investment limits.

— The financing structure for the sector’s investments, including national,
regional, and local participation, with minimum contributions for the
internal generation of a cash flow of the EPSs at the commercial level, and
contributions from the communities at the non-commercial level.

— Minimum management requirements that must generally be met by serv-
ice providers in the urban areas in order to access investment funds (indi-
cators).

— Incentives to the service providers to incorporate the poorest populations of
their jurisdictions into the service (for example, with the use of low-cost
technologies).

— Incentives to improve the EPSs’ market size to achieve economies of scale.

— Requirements that must be met by water, sanitation, and wastewater treat-
ment projects in order to be financed with government funds. These
requirements should correlate with those established by the National Pub-
lic Investment System (Sistemna Nacional de Inversion Piiblica—SNIP).

A good financial policy is crucial for the reform that the sector requires in order
for its investments to be sustainable. But it is not enough to simply design this pol-
icy. Approving the policy through a law will ensure its continuity, transparency, and
applicability. Following enactment of such a law, work could be done with the
regional and local governments so that the policy will be properly executed.

A short time ago, the sector contracted a consultation, through which the design
of a National Investment Fund began (Urrunaga 2005). The Fund could be turned
into the operating arm of the financial policy. The work under way contemplates,
among other features, the organizational structure of the Fund, economic and finan-
cial aspects (financing of the Fund, design of its financial products, funding alloca-
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tion mechanisms, and operations), and a plan of action for implementation of the
Fund, which is estimated to take place in 15 months.

Approval of the financial policy and creation of the Fund will require strong polit-
ical support, since it will be necessary to remove disincentives. One such disincentive
is the existence of a unit (the PARSSA) within the Vice-Ministry of Construction
and Sanitation, in charge of implementing works and financially administering proj-
ects for the sector in urban areas, principally within the jurisdictions of the EPSs.
Furthermore, in order to verify the results of applying the financial policy, a moni-
toring system could be developed, jointly coordinated by the Fund, the SUNASS,
and the municipalities (rural areas and small jurisdictions) to measure the policy’s
impacts at the commercial and noncommercial level.

Box 1 describes the manner in which funds are allocated in the sector in Ecuador.

Metering policy. The sector could define a metering policy in order to achieve
effectiveness and efficiency in the provision of services and in the application of the
rate policy, including the subsidies policy. The metering policy must be consistent
with the financial policy. In addition, given that the rate structures are inadequately
offsetting cross-subsidies, suitable changes could be made in the rate structures as
part of implementation of the financial policy.

Policy for improving management. The sector, in revising its funding allocation pol-
icy for financing the investments, could introduce incentives for improving manage-
ment (for example, the use of indicators related to improvement in the quality and
efficiency of the services, and to financial viability). In addition, as a strategy to
improve management of the services, the government could reinforce PSP in its vari-
ous modes, including PPP, domestic private sector participation, and small-scale pri-
vate sector participation. Although market size is one of the most important factors
for attracting private investment, the sector, as part of its financial policy (methodol-
ogy for planning and prioritizing investments), might consider defining the criteria to
be followed in order to prioritize PSP and PPP. Furthermore, the sector could intro-
duce good corporate governance practices in the EPSs, including in SEDAPAL.

Strengthening the Regulatory and Institutional Framework

One of the crucial reforms the sector might consider is a review of the rate policy,
which is out of touch with the sector’s investment and financing reality. In order to
resolve this situation, the rate policy could be consistent with the financial policy to
be designed. These changes could be incorporated into laws and regulations, as
applicable. Following that, the sector might consider working with SEDAPAL and
the EPSs on implementation. Upon introducing changes in the rate policy, an analy-
sis could also be made of the actions necessary, so that SUNASS can efficiently per-
form its regulatory functions over the public EPSs.

On the other hand, the sector might consider developing managerial capacity
within the service providers, identifying areas of weakness (market analysis, costs,
rates, finances, etc.), and, on that basis, propose and carry out a management train-
ing program.
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Box 1. Ecuador’s Experience

Several countries in Latin America have worked to develop legal and financial
frameworks to promote the efficiency of water and sanitation service providers
and increase their capacity to reach the unserviced population. In Ecuador, for
several years there has been a Specific Consumption Tax (Impuesto a los Con-
sumos Espectficos—ICE), under which 10 percent of the price of telephone calls
made in the country is earmarked for waterworks. In practice, these funds
(estimated at US$70 million in 2004), have mostly been invested in Quito and
Guayaquil, two municipalities whose population represents one-third of the
country’s population. On February 21, 2005, the government issued Executive
Decree 528, which regulates the allocation of funds from the ICE to service
providers using the following formula:
A=CA (MG +EO + P + G); where "ljl'.le formula favors those munic-
ipalities that have adopted a more
A = annual allocation amount autonomous management model
(public, private, cooperative, or

CA = i based
raximuIm amount based on mixed) and have achieved a high

h ber of potable wat
£he AUmBer of potable water degree of operating efficiency. It also

connections -

MG = management model favors (through the population
. index P) the smaller (and poorer)
implemented

municipalities. After a transition

EO = ting effici
Operatinig cLiclency year (2005), it is expected that the

P = lation index; and
G - S;F:)titlgﬁllez ielfeilc]h new allocation formula will help
cownship promote the adoption of new serv-

ice provision models, operating
improvements, and rate improvements as of 2006. Parallel to the financial
incentive, the government is offering technical assistance grants to municipal-
ities that wish to improve their water services through the Potable Water and
Sanitation Program for Rural Areas and Small Municipalities (Programa de

Agua Potable y Saneamiento para Avreas Rurales y Pequerios Municipios—
PRAGUAS).

For more information see: http://www.wsp.org/publications/lac_delegating

_sp.pdf.

Considering that information is a valuable regulatory tool for the sector, the reg-
ulating entity could improve the business sector information system now being used.
This effort would form part of a process to increase participation of the citizenry and
continually improve the collection and analysis of data, as well as the production and
dissemination of reports.
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Proposed Plan of Action for the Second Half of 2006 Through the Year 2011

The principal policies, strategies, and activities for reform of the sanitation sector are
proposed below.

Short Term (First 100 Days)

¢ Develop the sector’s short-term public investment plan (second half of 2006

through 2007). This plan would create momentum in the sector. The plan
could continue with the objectives set in the 2005-15 plan, prioritizing the
following:

Water, sanitation, and wastewater treatment projects prepared by the EPSs,
including SEDAPAL, for expanding and improving water and sanitation
systems, metering of consumption, and actions to improve management,
that have already obtained, or are in the process of obtaining, approval
from the SNIP, whose financing is already in place, that have a technical file
ready for a bidding process, and where the respective EPSs’ rates have been
approved by the SUNASS.

Water and sanitation projects prepared by PRONASAR that have obtained,
or are in the process of obtaining, approvals from the appropriate central or
local authorities, where the financing is already in place, and that have an
approved technical file.

Water and sanitation projects prepared by the regions or municipalities
(provincial and district) for expanding and improving water and sanitation
systems, for metering consumption, or for improving management, that
have already obtained, or that are in the process of obtaining, approval
from the appropriate central or local authorities, whose financing is already
in place, and that have a technical file ready for the bidding process.

The sector’s PPP projects, specifying investment needs and their financing
for the second half of 2006 through 2007. Once these projects and their
financing sources are identified, the Vice Ministry of Construction and
Sanitation would prepare the Strategic Institutional Plan for the second
half of 2006-07, and would submit that plan for approval to the Ministry
of the Economy and Finance to be considered within the Multi-Annual
Public Sector Schedule. To the extent possible, the amount of investment
should be approximately US$265 million per year, in order to meet the
Millennium Development Goals.

* Rationalize existing mechanisms at the national level to improve and control
the management of the EPSs.

* Adopt good corporate governance practices in the public EPSs, with the aim
of reducing governance problems by incorporating mechanisms that allow for

an efficient, transparent handling of management decisions.
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Mid Term (First Year)

* Develop the financial policy, including a review of the rate policy, that intro-
duces the necessary incentives for the sustainability of the investments, while
at the same time promoting efficiency in the services’ provision and incorpo-
ration of the poorest population into the service. This policy could make it
possible to (a) introduce a methodology for planning and prioritizing invest-
ments at the commercial and noncommercial levels; and (b) set criteria for
allocating government funding, including suitable incentives to create access
for the poorest populations and improve management. This policy could be
approved through a law, in order to lend it continuity and transparency and
facilitate its implementation. After that, the sector might consider working
with regional and local governments, as applicable, to implement the policy.
The National Investments Fund for the sector could be the operating arm for
implementing the financial policy. Upon introducing changes to the rate pol-
icy, an analysis could also be made of concrete actions to be implemented in
order for SUNASS to effectively exercise its regulatory role over the public
EPSs.

* Develop metering policy in order to attain effectiveness and efficiency in the
provision of the services and in applying the rate policy, including the subsidy
policy. According to statistics provided through the National Sanitation Plan,
the amount of investment required for the EPSs to meet a 95 percent level of
metering by 2015 is approximately US$85 million, which could obviously be
prioritized in order to attain the above-cited levels of effectiveness and
efficiency.

* Develop management improvement policy, which would be linked to the
financial policy, introducing the necessary incentives (for example, the use of
indicators related to improving the quality and efficiency of the services, as
well as financial viability). In addition, good corporate governance practices
could be introduced into the sector, including accountability in the EPSs.

¢ Define the criteria to prioritize PPP and PSP in the sector, so that these
processes will be carried out in an orderly manner and not create false expec-
tations in the EPSs.

* Improve the information system in order to attain greater participation of the
citizenry and for regulatory purposes.

Long Term (Five Years)

* Annual investments in improvement of the systems and expansion of cover-
age, maintaining the objectives of the 2007-15 Plan."! These investments
would make it possible to expand the coverage of wastewater treatment to at
least 40 percent and carry out improvement projects to ensure the proper
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functioning of the systems (approximately US$1 billion). The total estimated
amount that the sector needs to invest per year is no less than US$265 million
(0.5 percent of the GDP) during the coming decade.

Seek the intersectorial positioning of the sanitation sector. Conditions to be con-
sidered are that (a) the demand of the various sectors for public investment funds
far surpasses available revenues in the annual budget, (b) the multi-annual plan-
ning of investments is basically suffering from inertia, and (c) investment needs
in the sector are high. Accordingly, compared to the implemented budgets of
previous years, larger allocations might be considered for the WSP. The sector
also could receive the same type of protection as health and educational social
programs. The prioritization of these programs could be accompanied by
improved implementation capacity in the sector at the various levels of govern-
ment, so that the investment programs proposed will truly be implemented.
Reorder the rate structures so that they will meet the principles set forth in the
National Sanitation Plan, which, among other principles, indicates (a) that the
rates would cover costs, (b) that the subsidies would target the poorest popu-
lations, and (c) that investment subsidies would be tied to efficiency in the
provision of the services, given that the rate structures are inadequately offset-
ting the cross-subsidy and that levels of metering are still low. The changes that
need to be introduced in the rate structures, as a part of implementing the
financial policy, could be handled in such a way that they do not have a nega-
tive impact on the economic situation of the EPSs or the users.

Review the treatment of the EPSs’ debts with FONAVI.

Table 4 provides a summary of the actions recommended for the short, mid-, and

long term.

Expected Results

If the policies, actions, and investments are carried out, the results to be expected

over a five-year period are the following:

Water coverage could expand from 81 percent to 93 percent and from 62 per-
cent to 72 percent in the urban and rural areas, respectively.

Sanitation coverage could expand from 68 percent to 83 percent and from 30
percent to 37 percent in the urban and rural areas, respectively.

Wastewater treatment coverage could expand from 23 percent to 40 percent in
the urban areas.

The consumption metering level could expand in the urban areas from 54 per-
cent to 95 percent.

The policy-setting entity, the regulatory entity, and the Ministry of the Econ-
omy and Finance would be effectively exercising their functions with respect
to the public EPSs.



Table 4. Summary of Actions Over Time

Short Term
(first hundyed days)

Mid term
(first year)

Long term
(five years)

1. Rapid-Implementation Investments
Plan (Second half of 2006 through
2007).

2. Rationalization of existing
mechanisms at the national level
to improve and control the
management of the EPSs.

3. Incorporate good corporate
governance practices in the
public EPS, in order to reduce
governance problems.

Bl

. Development of the financial policy,

including a review of the rate policy.

Design and implementation of the Fund.

Development of the metering policy.
Development of the management
improvement policy.

Definition of the criteria to prioritize
PPP and PSP in the sector, so that these
processes will take place in an orderly
manner, without creating false
expectations in the EPSs.

Formulation and implementation of
the management training program.
Improvement of the information system
to increase the participation of the
citizenry and for the development

of regulations.

. Annual investments in improvements to

the systems and expansion of coverage
(US$265 million per year).

. Seek intersectorial positioning

(intersectorial priority).

. Reordering of the current rate

structures.

. Review treatment of the EPSs’

debts with FONAVI.
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¢ Financial and rate policies for the operation and sustainability of the service
providers would be coherent.

* A methodology would be in place for planning and prioritizing investments at
the commercial and noncommerecial levels, so that the regions, municipalities,
and EPSs can formulate their own plans.

* A National Investments Fund would be operating in the sector, making it pos-
sible to establish various lines of credit for the service providers.

* Good corporate governance practices would be introduced, including
accountability in the EPSs.

* Rate structures would be organized in the country.

* Financial statements of the EPSs would reflect the treatment approved for
their debts.

* Improvement would be seen in management capacity in the EPSs, the policy-
setting entity, and the regulating entity.

* Information on the sector would be better disseminated among civil society.
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Annex. Summary of Challenges and Recommendations

Challenges

Recommendations

Short term

Mid term

Long term

Low coverage
and poor quality

of service

Precarious financial
situation of the EPSs

Inadequate rate policy

Minimal investments
with low sustainability

Lack of incentives
for good management

The institutional
and regulatory
framework requires
adjustments

1. Rapid-Implementation

Investments Plan

. Rapid-Implementation

Investments Plan.

. Rationalization of

management control
mechanisms at the
national level.

. Incorporation of good

corporate governance
practices in the EPSs.

. Incorporation of good

corporate governance
practices in the EPSs.

Development and implementation
of a financial policy.
Criteria for prioritizing PSP and PPP.

Development and implementation
of a financial policy.
Development of a metering policy.

. Development and implementation

of a financial policy.

3. Development of a metering policy.

. Development and implementation

of a financial policy.

. Criteria for prioritizing PSP and PPP

. Development and implementation

of a financial policy.

. Development of a metering policy.
. Development of a management

improvement policy.

. Criteria for prioritizing PSP and PPP.
. Management training program.
. Development and implementation

of a financial policy.

. Development of a management

improvement policy.

. Improvement of the information system.

. Annual investments in improvement of

systems and expansion of coverage (265
million dollars per year).

. Intersectorial priority for funding

allocations.

. Treatment of the EPSs’ debts with

FONAVIL

. Reordering of the rate structures.

. Annual investments in improvement of

systems and expansion of coverage (265
million dollars per year).

. Intersectorial priority for funding

allocations.

. Reordering of rate structures.
. Treatment of the EPSs’ debts with

FONAVI.

Source: Table 4.
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Endnotes

1. See the chapter on the health sector in this same volume.

2. Responsibility for developing the National Competitiveness Plan was shared by the
National Competitiveness Council (Consejo Nacional de Competitividad-CNC) and the
Office of the President of the Council of Ministers (Presidencia del Consejo de Ministros-
PCM). This plan was developed through a series of committees, including the Infrastructure
and Regulation Committee, which included the sanitation sector.

3. Operating costs amount to 78 percent of operating revenues compared to Chile, where
this figure is only 57 percent.

4. Considering the central, regional, and local levels.

5. BOT = Build-Operate-Transfer. This is a form of private-investment financing, in which
a contractor, investor group, or foreign company finances and builds the infrastructure in
exchange for permission to operate the company for a given period and charge the users for
construction and operating costs. On an agreed-upon date, the contractor transfers ownership
of the company to the government. Earnings can be withheld during the operation. (See:
http://rru.worldbank.org/documents/toolkits/labor/toolkit/glossary.html.)

6. SEDAPAL: SPSP, Water and Sanitation Program (WSP) participation questionnaire.

7. The information available in the country regarding the financial situation of the service
providers refers exclusively to the EPSs.

8. Operating Ratio = Operating Costs (without including depreciation)/Operating rev-
enues expressed as a percentage.

9. PRONASAR is a seven-year, US$80 million program that commenced in 2003. The
program’s financing structure is: US$50 million from the World Bank, US$12.6 million from
the Government of Peru, US$7.6 million from the beneficiary communities, US$5 million
from the Canadian International Development Agency, and US$4.8 million from local gov-
ernments. This program is expected to (a) expand and improve potable water and sanitation
services for approximately one million persons in rural areas; (b) strengthen the communities’
capacities for managing their services; (c) reinforce the role of local and regional institutions
in the planning and supervision of rural sanitation activities; and, (d) strengthen the supervi-
sory capacity of the National Sanitation Service (Direccién Nacional de Saneamiento-DNS).
10. This plan establishes an annual investment amount for the indicated period (US$415
million, 0.7 percent of the GDP) that does not appear to be viable, since investment for the
period of 2000-04 was only 0.2 percent of the GDP, especially if one bears in mind that the
financing sources are not secure.

11. The sector’s public investment plan, which could be formulated taking into account the
definition of the financial policy developed in the short and midterm.
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Housing

William Britt Gwinner

Abstract

Peru’s urban population continues to expand and is expected to rise from 73 percent of the
total population in 2000 to 83 percent in 2010. With urbanization comes a continuing
demand for housing, generally for low-income households. During the past 30 years,
given a lack of access to financial services and an insufficient land development process,
the predominant means for poor families to house themselves has been land invasions and
self-construction of substandard housing. As a result, some 3 million units are over-
crowded, built of substandard materials, or lack one or more basic urban services. An esti-
mated 68 percent of the urban population lives in slums. In recent years, Peru has
undertaken important reforms that have resulted in the formal registration of more than
3.6 million lots and titles and the harnessing of the private sector to finance the housing
needs of middle-income households. These reforms provide the new administration with
useful experiences and instruments that can be extended and amplified in the coming
years to improve the housing stock more rapidly. The strategy for the new administration
should be based on the continuing creation of a legal and regulatory framework for the
efficient operation of the private sector, careful and flexible targeting of subsidies to those
that need them most, and the creation of more flexible and rapid land development
schemes.

I. Background
Housing plays an important role in the Peruvian economy. The high multiplier for

the sector—2.24—indicates the substantial impact of housing expenditures,
spurring gross domestic product (GDP) growth and creating unskilled and skilled
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employment.! In Peru housing has crucial economic and social importance as it does
elsewhere in Latin America. Equity in housing represents the largest asset of most
households, especially among the poor. In addition to providing shelter, about one-
third of dwellings in low-income communities accommodate home-based enter-
prises. From a social perspective, housing provides security for old age (particularly
in countries with weak pension systems) and is a hedge against unemployment, sick-
ness, and other risks of the low-income environment.

Peru’s urban population is expected to rise from 73 percent of its 26 million peo-
ple to 83 percent by 2010. The urban population growth rate of 1.7 percent per
annum would be relatively easy to accommodate provided a major accumulation of
underserved households could be prevented.

Nonetheless, Peru suffers from a major and growing housing deficit. Sixty-eight
percent of the urban population lives in slums (United Nations Habitat 2005). At
the end of 2003, the deficit was estimated to be 3 million houses, defined in terms
of overcrowding, inadequate structures, or a lack of basic urban services (Fondo
MIVIVIENDA 2006). Nationally, 18 percent of households lack an in-house con-
nection to water, and 38 percent of households lack improved sanitation such as a
connection to a public sewer, a septic system, or an improved pit latrine (FMV 20006,
Ministry of Housing, UN Habitat 2005). In rural areas 81 percent of houses have
dirt floors; in urban areas, 22 percent. Every year the deficit grows. Of an estimated
150,000 households formed each year, home production has averaged only 110,000
annually in the past 10 years. Perhaps as important, the prevalence of structures that
fail to meet building codes raises the risk of harm to low-income families when a nat-
ural disaster strikes, such as an earthquake or El Nifio.

An estimated 70 to 80 percent of new households formed annually cannot afford
the most basic house produced in the formal market. They turn instead to informal
and progressive housing alternatives. The result has been expanding land invasions
and self-construction, resulting in low-quality structures and a lack of access to basic
services. Typically, these low-income settlements locate on government land, making
possible the recent government programs of title formalization that have contributed
to the security of many low-income families. These settlements often have strong
community organizations, which in Peru and other countries have been useful in
channeling resources for service upgrading and microcredit for renovations.

Persistent poverty and a lack of housing finance for low- and moderate-income
households are among the main causes of the housing sector problems. Most low-
income households lack access to formal-sector financial services. As in many Latin
American countries, a minority of household heads (36 percent) have a relationship
with a bank, and most of them are upper income. Within the top 2 percent of the
population, 90 percent have bank accounts. However, in the lowest-income seg-
ments, only 18 percent do. Commercial banks lend predominantly to the higher end
of the income distribution, to households with earnings averaging more than

US$794 per month.
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II. Recent Policies

Peru has recently taken important steps to modernize its approach to housing. On
the institutional side, the creation of the Ministry of Housing, Construction, and
Sanitation in 2002 laid the groundwork for institutional and policy reform and
marked the beginning of a coordinated approach to the sector. On the finance side,
there has been real progress in using public policies to promote commercial banks
to lend down market and to help low-income families gain access to affordable
housing with a mixture of subsidy, loan, and down payment. On the supply side,
the program of land titling is worth mentioning because of its comprehensiveness
and impact.

Housing Finance

The creation of the My Housing Fund (Fondo MIVIVIENDA—FMV) in 1999
marked a sharp shift in public policy from the direct provision of housing (and mort-
gages) for middle-income families to engaging the private sector and focusing
increasingly on low-income families. The FMV has two main programs:

* The Loan Program provides incentives and funding for private financial insti-
tutions to offer mortgage loans for the purchase of homes (costing US$25,000
to $50,000) by middle-income families. FMV covers up to one-third of losses
that financial institutions face should these loans default and offers a “good
payer” premium of 20 percent to borrowers who pay on time, which results in
a reduction in the effective interest rate on these credits of 2.5 to 3.0 percent
per annum.?

* The Techo Propio program aims at massive production for low-income house-
holds. The program operates through delivering a direct demand subsidy to
families who complement this subsidy with their down payment and—if
necessary—a loan for the purchase of a new home, construction, or rehabili-
tation. The subsidy varies from US$1,200 for home improvement to
US$3,600 for purchase of a new home. Families can access the subsidy indi-
vidually or by forming groups. The program extends about 3,000 subsidies per
annum, one-third of which are in the Lima metropolitan area.

These products have encouraged banks to reach further down market in the past
seven years. Since 1999 using FMV funding, banks have offered US$670 million in
mortgages to low-income families earning an average of US$314 per month. For
households in the lower-income segments, an additional 85,000 credits for renova-
tion or acquisition of basic housing units have been extended by the government,
mostly through the Banco de Materiales (see below) and to a lesser extent through
Techo Propio.
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FMV’s redesigned products should allow it to leverage its resources better and to
reach further down market. FMV is unbundling its products to sell the mortgage
insurance and funding products separately and to provide a smaller good payer pre-
mium. That will permit FMV to further stretch its limited capital to serve its larger
bank clients who have no need for liquidity with mortgage insurance that is more
transparently priced to reflect credit risk and with the good payer subsidy that acts as
an incentive to borrowers to pay on time. FMV will also offer credit enhancements that
will help smaller lenders securitize their portfolios, providing them with liquidity, and
providing pension funds and insurance companies with long-term investment vehicles.

As originally conceived, Techo Propio would have financed 22,000 new houses
and 12,000 serviced lots, for a total funding of US$200 million.? In practice, as of
February 2006 it had financed 9,880 units. Program managers have described diffi-
culties with the modality of the subsidy design, for instance, it is intended to provide
an element of purchase financing for newly constructed units, and there have been
difficulties finding financing for the rest of the development process, including the
land and construction phases. The program as originally conceived did not antici-
pate the increase in house and land prices that Lima has experienced in recent years.
As a result, the amount of the downpayment subsidy offered under Techo Propio is
inadequate for many newly built units, even low-cost ones.

The design of Techo Propio could be revisited to provide more flexibility in the
modality and the amount of subsidy offered. For instance, rather than a fixed num-
ber, the amount authorized for down payment subsidies could be expressed as a per-
cent of the median price for a given locality and allowed to vary in regard to new and
existing units. The provision of Techo Propio subsidies could be integrated with
urban redevelopment plans, as similar subsidies have been in Santiago, Chile, to
make better use of existing infrastructure in already existing neighborhoods.

In the long run, the major issue with the Techo Propio subsidy program could be
the financial commitment required by the government to make it reach a critical
mass of the population. In general, formal-sector production still satisfies only a
small share (less than 15 percent) of new demand, and the pressures to form new
slums and densify existing ones mount. Subsidy programs for new construction
require consistent funding to enable the development of synergies across the differ-
ent actors—developers, financial institutions, local governments, and grant providers
such as FMV.* The six-year budget originally envisioned for Techo Propio represents
0.3 percent of a single year’s GDP for Peru. By contrast, countries with more exten-
sive housing subsidy programs dedicate much larger amounts. For instance, Chile
spends about 1.3 percent of GDP each year on housing subsidies and has dramati-
cally reduced its housing deficit. Countries in Western Europe, such as France and
Germany, spend about 2 percent of GDP each year on purchase and rental subsidies.

Microfinance

Private microfinance institutions have reached the lowest income segments of the
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population, in most cases without subsidies. Peru boasts more than 40 microfinance
institutions. Microcredits for all purposes now make up about 4 percent of total
financial system assets. MiBanco (see Box 1) and other microfinance institutions are
increasingly making microloans for housing renovation without mortgage guaran-
tees. By May 2005, MiBanco had placed 14,670 of its “MiCasa” renovation loans for
a total value of US$22.7 million, with a default rate of 2.08 percent since their intro-
duction in 2002. These loans can be for up to five years maturity, with two months
initial grace period. They fund the complete cost of the renovation work, up to
US$10,000 equivalent. Average amounts disbursed have been US$3,000, generally
for periods of one or two years.

Slum Upgrading and Home Improvement

BanMat (Banco de Materiales) is a publicly owned service firm that promotes, pro-
vides, and uses resources for the construction and improvement of basic housing for
low-income families. Its principal source of finance consists of a revolving fund that
has received capital in excess of US$800 million from various sources. BanMat makes
housing loans for home improvement from this fund at concessional rates—9 per-
cent per annum for up to five years—and then recovers only a small fraction of pay-
ments. The delinquency rate of the loan portfolio was greater than 80 percent in
2003. This modus operandi has largely decapitalized the institution so that its net
worth is a small fraction of the original funding. The success of commercial micro-
credit for home improvement suggests that BanMat lending no longer serves a use-
ful purpose. Rather than undermine an important viable market with highly
subsidized funding, government could support the expansion of commercial hous-
ing microfinance and help reduce its cost.

In addition to operating this grant-cum-loan for home improvement, BanMat
plays a lead technical role in a slum upgrading program through guiding municipal
execution of these projects.’ Funded in part by IDB, this program supports the com-
prehensive improvement of poor neighborhoods with service deficits through invest-
ment of US$2,350 per family in basic infrastructure and social and community
development. This demonstration program covers a population of 13,250 and is
intended to develop the capacity necessary to ramp up slum upgrading in Peru.

“Comprehensive” slum upgrading is a way of improving poor informal neighbor-
hoods, but other alternatives exist. One alternative approach consists of phasing
planned investments over a substantially longer time—>5 to 15 years—to a much
greater number of poor neighborhoods.® This phased method is worth considering.

Land Titling

The successful land titling program is improving security of ownership for the poor,
but until structures are upgraded and regularized, it cannot provide the base for a
mortgage market. The project to formalize title to land has created greater security
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Box 1. Housing Microfinance in Peru: The MiCasa Program of MiBanco

The MiCasa program of MiBanco, the largest microfinance lender and one of the
largest banks in Peru, serves households earning from US$260 to US$900 per
month, for home improvement and expansion. Credits averaging US$1,600 are
extended for up to 5 years at interest rates of 40 percent (May 2006), which is
somewhat below the market rate for microenterprise finance in Peru. Competitive
pressures from other microlenders entering the housing market are driving this
rate steadily down. MiCasa offers terms of from 2 to 5 years. Borrowers, however,
typically pay off ahead of loan maturity, and actual terms average 20 months.

In 2004, MiBanco established MiCasa, which supports households with the
construction process through an initial design and budget, one visit at the start
of construction to help orient the work and a technical report on the feasibility
of construction. MiBanco has found this technical support crucial to good out-
comes. MiCasa informs households, extends credit, and collects repayment
through loan officers, each of whom manages a portfolio of 250 loans and is paid
largely on commission based on loan origination and collection performance.

Loans are secured mainly by cosigners, personal collateral, and temporarily
taking custody of households” proofs of ownership until credits are paid off,
rather than mortgages, which are time consuming and expensive to secure and
impractical to execute in low-income areas where property resale markets are
thin. As with microfinance in general, however, assiduous methods of loan col-
lection and maintaining good credit to obtain access to more finance consti-
tute the main incentives for repayment.

From its start in December 2000 to May 2006, MiCasa made more than
180,000 loans. In total, the program disbursed a total of US$90 million, at the
rate of US$2.5 million per month. US$27.5 million in 17,000 loans was out-
standing as of June 2006. At that time 30-day arrears rates were 1.9 percent
and return on equity was 7 to 9 percent per annum, which when leveraged by
the institution’s capital-to-asset ratio, resulted in a number of partnerships
with local building materials suppliers to achieve better prices and product for
the loan clients and to ramp up loan volume.

The experience of MiCasa and other housing microfinance programs
demonstrates that: (i) large-scale housing microfinance can be profitable; (i)
partnerships between building materials suppliers and microfinance lenders
are key to ramping up loan volume as well as to achieving good results with
construction; and (iii) the public sector can support HMF by providing lig-
uidity to the system and must allow institutions to set loan terms and operate
their programs commercially. Although interest rates are likely to start out
high, competition will drive them down.
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and clear ownership for millions of low-income people. As of June 2004, more than
1.2 million properties were registered and about 920,000 property titles were issued.
The project benefited more than 4.6 million Peruvians, mobilized about US$400
million in formal credit to marginal communities, and increased the value of for-
malized property by about US$523 million.” However, the titles provided have been
for land, rather than the land and the structure that rests on it, which together make
up real estate as commonly understood. Because most of these structures are self-
built, they do not meet building codes and so cannot be registered. Because title to
land alone is not sufficient to serve as collateral for a mortgage lien, mobilization of
credit to these neighborhoods will be limited to shorter-term, unsecured credits
mostly by microfinance institutions.

FMYV has recently launched a demonstration program to stimulate formal-sector
development of a small number of vacant and underutilized public land parcels.
Essentially, FMV assembles the necessary permits from various public agencies, pre-
pares the physical layout, and then bids the development of the project to the private
sector.® This approach can help galvanize formal land development. However,
streamlining subdivision standards and processes holds equal importance.

III. Recommendations

Develop and publicize an overall housing strategy and funding plan. Peru has
developed a promising set of individual housing initiatives. The legal and regulatory
frameworks exist for wide-reaching housing finance. Altogether, however, govern-
ment programs joined with private sector production still generate only a modest
fraction of the number of housing solutions needed to satisfy demand. An overall
strategy with targets and a funding plan is essential to ramp up production to a level
more relevant to the scale of the problem. Such a plan would identify the necessary
resources, phasing, and engagement with the private sector. The examples of Mexico
and Brazil are quite illustrative of successful strategies announced and shared with
the population at large. In 2000, at the beginning of a new presidential term, the
Mexican administration set as an annual goal the production of houses sufficient to
equal the number of new households formed each year. It then identified a range of
policy changes that improved the environment for private sector lending, including
areas such as title registration and the rationalization of subsidies. It also provided its
state-owned second-tier bank, Sociedad Hipotecaria Federal, with the authority and
resources to create incentives for private sector lenders to serve moderate-income
households. By the end of the presidential term in 2006, private and public sector
production reached more than 600,000 units per year, representing 80 percent of the
stated goal and, as such, recognized by most observers as an important success.

In Brazil, the focus is to improve the institutional setting and put in motion
major reforms to improve the efficiency of the housing financial system, up-front
subsidies, and supply elasticity of land markets. The National Housing Plan under
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preparation will set targets for housing production. An estimated 1 million new
households form each year in Brazil, and formal housing production averages about
350,000 units. The difference is met by informal and self-construction. The reforms
implemented by the government aim at providing extended credit finance to lower-
income brackets, improving the leverage of the up-front subsidies, and gradually
moving from the directed housing credit system (which has severe distortions) to an
integrated system compatible with financial sector liberalization. Efforts have also
focused on the regulatory framework and the coordination between ministries and
agencies in charge of housing interventions. The largest public bank in housing is
being encouraged to collaborate with the private sector in low-income segments of
the market.

Maintain macroeconomic stability. Mortgage financing will not flourish if high
inflation returns. Banks and institutional investors require low and stable inflation to
extend long-term, fixed-rate loans, particularly in nuevos soles. For consumers to
move away from their preference to save and borrow in U.S. dollars, they need to see
persistently low inflation.

Improve subsidy policy. The government’s housing subsidy programs should be
rationalized and better targeted to reach lower-income households. FMV’s lending
programs have permitted banks to see that borrowers in Segment B can be good
credit risks.” As FMV releases its redesigned programs, it should reach closer to the
median and below by targeting borrowers in the C and D segments for mortgages.
FMV should work with banks to increase the volume of lending to households that
earn informal incomes. The Techo Propio program has not met expectations for the
number or income level of the households that it has reached and would benefit
from a new approach to its design. The Banco de Materiales has suffered from high
default rates on its loans.

Expand housing finance alternatives. To the degree that inflation remains low,
FMYV could broaden its guaranteed product line to include nominal nuevo sol mort-
gages in both fixed and variable rates. FMV has promoted inflation-adjusting mort-
gages denominated in nuevos soles without much success (1,800 nuevos soles Voces
Andinas a Coro loans since 1999 versus 29,000 loans in dollars). In April 2006 FMV
introduced funding for fixed-rate nominal nuevo sol loans, with some resistance from
banks and consumers. Without precipitously abandoning dollar lending, nominal
nuevo sol lending should be encouraged to reduce the greater credit risk of dollar-
denominated lending. As the government continues its efforts to create a liquid and
long yield curve, FMV and commercial banks should be able to design adjustable-rate
nuevo sol loans with periodic and lifetime rate caps. The expanded yield curve provides
both pricing references for such products and the possibility of interest rate future and
forward contracts that enable banks to hedge the risk of periodic and lifetime caps. As
it has with the FIRST project that supported FMV’s recent product redesign, the
World Bank can provide technical assistance to FMV for loan product design.

Continue with efforts to develop mortgage securitization. Funding tools such
as securitization have channeled capital to mortgage lending for a wide range of the
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population in many countries. Private pension funds in Peru are overinvested in
short-term government bonds and are eager to buy long-term, high-quality paper. As
part of its product redesign, FMV plans to offer credit enhancement products that
would enable smaller banks to assemble pools of mortgages and securitize them. In a
similar vein, IFC is working together with Peruvian banks and with Titularizadora
Colombiana to develop a mortgage conduit for Peru that would assemble pools of
mortgages and securitize them. As these efforts move forward, they could be com-
bined to fund loans to low- and moderate-income households, for instance, by pro-
viding additional credit enhancements on such loans. Titularizadora Colombiana
has experience securitizing loans that fund social interest housing in Colombia.

Combine slum upgrading with housing microfinance. Slum upgrading—
which improves infrastructure—fits well with housing microcredit, which rehabili-
tates and expands homes. Peru’s solid experience in commercial housing
microfinance provides a foundation for expanding this practice into slums. The Ban-
Mat demonstration program for integrated slum upgrading has introduced one alter-
native for improving infrastructure; other methods—such as the phased
approach—may also be useful. The World Bank can help the government technically
and operationally in joining together these two halves of the task of upgrading poor
communities.

Galvanize low- to moderate-income formal-sector urban land development.
In Peru virtually all low-income land development takes place informally. Such
unguided settlement exacts enormous public costs in the form of infrastructure
extension to distant and precarious sites and reorganization of the physical layout of
these poor communities. The pilot land development program operated by FMV
presents one method for getting ahead of demand and reducing the costs of unguided
settlement. However, allowing incremental extension of services to new subdivisions
and streamlining the development approval process can stimulate a private sector
low-income land development industry and, hence, is also crucial.!® The World
Bank can support low-income land development technically!! and within a broader
program.

Use subsidies and guarantees in conjunction with a program of technical
assistance to homeowners and contractors to bring self-built houses up to
code. There exists an enormous market for small loans for short maturities that
could remedy the lack of services or bring self-built structures up to sanitary and
safety standards. MiBanco and other microfinance lenders have begun to tap this
market, but it remains largely unserved. Housing microfinance lenders in
Guatemala finance renovation loans in conjunction with technical assistance to
homeowners to make sure that the resulting structure will meet earthquake stan-
dards. A portion of Peru’s housing subsidy funds could be directed to provide tech-
nical assistance to orient and improve the efficiency of microcredits and ensure that
these loans bring the stock of self-built housing up to code. Such an expenditure
could prove more effective than the current component of the Techo Propio pro-
gram that attempts to subsidize home improvement and would cost government a
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small fraction per household served, thus reaching a much greater number of fami-
lies at the same expenditure.

Expand commercial microfinance and mortgage finance for low-income
households. Peruvian financial institutions lead Latin America in housing micro-
credit. Nonetheless, the lending capacity of these institutions still satisfies only a
small share of this market. There is obviously room and need for an expansion of
those activities combined with urgent measures such as restructuring of existing res-
idences to withstand earthquakes, connection of low-income families to the sewer-
age system, and improvement and registration of the structures on properties that
have received land titles without recording rights to the house.

Use FMV or other guarantee funds, to support the growth of housing micro-
finance. Although Peru’s microfinance sector is one of the more dynamic in Latin
America, it reaches only a small fraction of its potential client base. MFIs have a busi-
ness model that is distinctly more labor intensive than that of commercial banks.
MFIs have intimate knowledge of the neighborhoods in which they lend and of the
financial lives of the individuals to whom they lend. MFI lending officers help their
clients organize their finances before loans are made and then visit them regularly to
service the loans and ensure their ongoing capacity to pay. However, only a few MFIs
have reached a sizable scale. Rather than looking to commercial banks to play a sim-
ilar role—a strategy that has had uneven results!>—the government could facilitate
commercial bank financing of MFIs through partial credit guarantees, much as it has
done with FMV’s mortgage insurance. FMV’s mortgage insurance basically amounts
to the government taking a portion of the credit risk of commercial banks lending to
moderate-income households. In a similar vein, the government could take a portion
of the credit risk of commercial bank loans to MFIs, so as to extend the maturity and
improve the terms of funding that MFIs are able to obtain. Such a program could be
accompanied by technical assistance for smaller MFIs that need help developing a
strategic approach to their long-term funding needs.
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Endnotes

1. Thus, the direct expenditure of one nuevo sol on housing will generate total spending of
2.24 nuevos soles in the economy.

2. This reduction brings the loan rate down to a market rate from the higher rate that is
assessed to reflect the risk of the borrower. That is, from a level of about 11.5 percent to about
8 percent per annum (as of 2005). Terms are 20 years, and the required down payment is 10
percent.

3. IDB (Inter-American Development Bank)Loan Proposal, PE-0218, 2003.

4. Although Fondo MIVIVIENDA seeks to expand the mortgage finance market, a goal
suited to a financial institution, it also has the responsibility of ramping up production of sub-
sidized housing for low-income families-a task typically undertaken by a low-income housing
agency.

5. The Ministry of Housing, Construction, and Sanitation sets parameters for this slum
upgrading effort.

6. The “integrated slum upgrading” approach used in the Southern Cone, particularly in
Brazil, and the demonstration program in Peru spend large sums per household and gradually
incorporate new neighborhoods into the upgrading program. An alternative would phase
investments over a substantially longer time—>5 to 15 years—reaching a much greater number
of poor neighborhoods. For example, the Habitat program of Mexico phases upgrading expen-
ditures over a longer period in many communities at once. The phased, broader-scope approach
has some benefits that Peru could consider. In particular, the phased approach can better stim-
ulate investment of residents in their own neighborhoods, which complements public expendi-
tures, and the approach works in a much larger number of neighborhoods at once.

7. Source: Implementation Completion Report (Scl-43840) Urban Property Rights Pro-
ject.

8. One condition of these bids is that a share of the resulting units be affordable to low-
income households.

9. Policy makers define population segments according to quintiles. Segment A is the high-
est-income quintile; Segment E is the lowest.

10. For example, El Salvador has stimulated an industry of 200 firms in low-income land
development by adopting incremental infrastructure standards for new subdivisions and reg-
ulating the resulting market.

11. Technical support would include the assistance of Metrovivienda of Bogota, Colombia-
a public land developer that has used a method similar to the demonstration land-develop-
ment program of the FMV but on a massive scale.

12. Microcredit loan portfolios of the major microfinance institutions have performed sub-
stantially better than microcredit portfolios of typical commercial banks—cited in Velasquez

2003, p. 34.
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Natural Resources and Development

Rendn A. Péveda

Abstract

Blessed with a abundance of natural resources, unique geography, and large land area,
Peru is one of the most diverse and rich natural resource countries in the world. Peru has
an exceptional mix of biological diversity (making it one of the 12 “mega-diverse” coun-
tries in the world), the world’s eighth largest forest cover, with vast fisheries, hydrocarbon,
and mineral resources (one of the leading countries in the world in terms of minerals).
While natural resources have historically been at the core of economic activities in Peru,
these have not necessarily contributed to the development of a diversified and robust econ-
omy. Rather, natural resources have often undergone a past of unsustainable management
leading to boom and bust cycles characterized by a collapse of certain commodities (such
as guano, saltpeter, rubber, and anchovies). There are multiple and varied causes for these
harmful cycles, which include policy, market, and institutional failures, and ongoing
threats and pressures to the natural resource base. This chapter will therefore provide an
overview and analysis to the potential growth of key natural resources, the core issues and
threats, and specific policy options to ensure its sustainable use. The chapter will focus pri-
marily on (i) biological diversity, (ii) forestry, and (iii) soil degradation. Complementary

chapters have also been developed on water resource management, mining, and fisheries.
I. Background

Peru’s economy is highly dependent on its rich natural resource base. The extraction

and export of its natural resources (minerals, agricultural products, hydrocarbons,

rubber, fisheries, and wood) have been a central pillar in the history of economic
development of the country and have influenced its social and economic structure.
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However, these resources have not been used to develop a widely diversified and
robust economy. Instead, Peru’s history illustrates a pattern in which a specific com-
modity undergoes a boom and bust cycle that is followed by resource depletion and
collapse (Castro 2005). The known commodities that have experienced these boom
and bust cycles include guano (1850s—70s), saltpeter (1860s—70s), rubber
(1890s—1910), and anchovies (1960s—70s).

In addition to a historical mismanagement of specific commodities, natural
resources are currently under pressure. Some of Peru’s natural resources, for instance,
are under threat from multiple causes, such as a growing migration to the eastern
Amazon region (oriente), illegal logging and mining, overﬁshing, and road and infra-
structure development, which threaten many endangered species in the Amazon
region. In addition, there are increasing soil erosion and soil salinity problems on the
coastal region that affect the agricultural lands. Recent events highlighting the con-
sequences of environmental degradation and depletion of natural resources have
reinvigorated efforts to strengthen Peru’s environmental management framework.
For instance, the devastating effect of natural disasters associated with the occurrence
of El Nifio in 1998 and the collapse of the hake and anchovy fisheries have triggered
short-term institutional responses. Likewise, mining conflicts arising from environ-
mental legacies and pollution have been widely covered by the media and have led to
specific measures by government (enactment of the mining legacies law, and mine
closing laws) and by local companies (inclusive approaches with communities early
on, in the pre-exploration phase). Improving the management of Peru’s diverse nat-
ural resource base will therefore require an improved policy and regulatory frame-
work, a higher level of resources for its management and protection, and a renewed
national commitment to sustainable natural resource management.

I1. Biological Diversity
The Significance of Biodiversity in Peru

Peru is recognized as one of the world’s 12 megadiverse countries, hosting 70 percent
of the world’s biological diversity and a very large number of endemic species.! Fur-
thermore, the country hosts a genetic diversity of over 128 cultivated varieties of
agricultural products, including the highest diversity of potato varieties in the world.
Although existing economic valuation tools do not provide reliable estimates of the
costs associated with the loss of biodiversity, the National Institute of Natural
Resources INRENA) and the international donor community consider this to be a
priority problem in Peru (Shack 2006). Peru’s biological diversity represents a source
of comparative advantage for the development of commercial species, including the
alpaca and vicufia, Brazil nuts, tropical fish, the peccary (for meat and hide), orchids,
and medicinal plants. Although these species may not have the same commercial
potential of crops such as potato or maize, they constitute the basis for a more diver-
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sified agricultural activity that can contribute to the country’s sustained economic
growth and its efforts to alleviate poverty. Furthermore, given the high level of
endemism and threats, a number of ecosystems in Peru have been classified as biodi-
versity hotspots.

Numerous efforts have been made to establish baseline data and monitor biolog-
ical diversity in different fragile sites, but for the most part these have been scattered
and uncoordinated from different sources. Data have been gathered on the status of
biodiversity through scattered and independent efforts by nongovernmental organi-
zations (NGOs), academia, foundations, projects with external financing, and gov-
ernment programs, which provide a picture of the state of biodiversity in the country
(Table 1).

These scattered efforts reveal, for instance, that only four other countries have a
greater number of threatened bird species, and within South America, only Brazil has
more threatened flowering plants. In addition, these efforts have helped the National
Institute of Natural Resources (INRENA) to produce a categorization of the threat-
ened species in the country: (a) 23 critically endangered species (including five mam-
mals, 12 birds, four reptiles, and two amphibians); (b) 71 endangered species; (c)
116 vulnerable species; and (d) 91 almost threatened.?

Why Should Government Care about Biodiversity?

There are many reasons why biodiversity is important to society. On the macro level,
it facilitates ecosystem functions that are vital for the planet, including carbon
exchange and sinks, watershed flows of surface and groundwater, the protection and
enrichment of soils, and the regulation of surface temperature and local climate. In
the case of Peru, biological diversity offers aesthetic, scientific, cultural, and other
values that are intangible and non-monetary—but that are nonetheless almost uni-
versally recognized. Biodiversity is a source of foodstuffs, fibers, pharmaceutical
inputs, and chemicals and is a fundamental source of information for and input to
biotechnology. It allows the improvement of existing varieties of crops and livestock
and the development of new ones. Finally, the uniqueness and beauty of diverse eco-
logical systems provides a wide range of recreational uses.

Thus, Peru’s rich biological diversity presents a latent economic potential. Fur-
thermore, it can play a crucial role in the alleviation of poverty. For instance, differ-
ent varieties of potato contribute significantly to national food security and provide
an income source for thousands of rural families (particularly in the highlands where
other crops cannot grow). Peru’s biodiversity also provides a source of future eco-
nomic growth through improved commercial management of the many species of
fauna and flora that have economic potential. Examples include the alpaca and
vicufia, tropical fish, the peccary (meat and hide), orchids, ingredients for natural
cosmetics, and many others. In addition, promoting destinations for tourism (such
as Paracas, Manu, Pacaya Samiria, and Huascardn) can generate employment and
income.
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Table 1. Major Biodiversity Monitoring and Assessment Projects in Peru

Sponsoring Institution Project

Conservation International Important Bird Areas (IBAs) of the Tropical Andes

and Birdlife International

Conservation International Rapid Assessment Programs

Field Museum of Natural Rapid Biological Inventories in Cordillera Azul National
History Park and in Yavari region (Loreto)

Universidad Nacional la Molina Environmental monitoring in the National System for
Conservation Data Center, Protected Areas (SINANPE): Bahuaja Sonene National
Frankfurt Zoological Society, Park, Tambopata National Reserve, Amarakaeri Com-
and INRENA munal Reserve, Manu National Park, and Alto Purts

Reserved Zone
World Wildlife Fund (WWF) National monitoring system for SINANPE

Conservation International Biological Assessment of Tambopata Candamo Reserved
Zone, southeastern Peru

Conservation International Biological Assessment of Cordillera del Céndor Region
in Peru and Ecuador

Conservation International and  Biological and Social Assessments of the Cordillera de

Smithsonian Institution Vilcabamba, Peru

Conservation International Biological Assessment in Tambopata Candamo Reserved
Zone (Madre de Dios and Puno)

Duke University Center for Alto Purts region (covering parts of the Ucayali and

Tropical Conservation Madre de Dios)

Universidad Nacional la Molina  Biodiversity loss in three coca-growing areas of the

Conservation Data Center Peruvian Amazon

and WWF

The Nature Conservancy Conservation Action Plans; biodiversity monitoring in

(TNC) Pacaya Samiria National Reserve (Loreto) and Central

Selva Compound (in Yanachaga-Chemillén National
Park, San Matfas-San Carlos Protected Forest, and
Yanesha Communal Reserve)

Peruvian Association for the PIMA Project: biological monitoring in the Amazon
Conservation of Nature

(APECO)

Peruvian Amazon Research BIODAMZ Project in northern Peruvian Amazon

Institute (ITAP) and
government of Finland

Source: Elgegren and Lee 2006.

The annual global market for biodiversity-derived products (comprising agricul-
tural products, functional foods, pharmaceuticals, biopharmaceuticals, herbal medi-
cines and neutraceuticals, seeds, and personal care and cosmetic products) has
recently been estimated at over US$230 billion (Roca, et al. 2004). Estimates by
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Chambi (2002) and others suggest that there is considerable economic value to
Peru’s biodiversity. If properly managed, this value—of both wild and agro-
biodiversity—could become a source of increased national income and employment.
In addition to conventional agriculture and growth of industries such as ecotourism,
Peru has considerable potential for the improved commercial management of many
types of species of fauna and flora (Elgegren amd Lee 2006). There is considerable
evidence not only from within Peru, but from other countries such as Brazil, on the
importance of biodiversity for traditional sectors (that is, food, shelter, fuel), as well
as for modern sectors such as ecotourism, bioprospecting, carbon sequestration, and
payment for environmental services.

Pressures and Threats

One way in which priority setting for biodiversity has been introduced worldwide is
through the identification of hotspots (ecosystems with a high level of endemism and
threats). Four of the 16 identified hotspots in South America are in Peru: (i) part of
the cordillera Central Paramo, (ii) the Marafion dry forest, (iii) the central Peruvian
Yungas, and (iv) the central Andean Puna (Mittermeier et al. 1999). In addition, Peru
is one of countries where the Tropical Andes hotspot is located (Box 1). According to
Conservation International, the Tropical Andes are the richest and most diverse bio-
diversity hotspot in the world. Although some portions of the Tropical Andes are still
in reasonably good condition, the majority of the area has been heavily impacted by
human activities and has been reduced to small fragments of its original area. The
combination of very high endemism in all groups of organisms, together with the very
high levels of threat, makes the Tropical Andes the quintessential hotspot, placing it at
the very top of the list of global biodiversity conservation priorities.

Different sources (Conservation International; World Wildlife Fund; Elgegren
and Lee 2006; World Bank 2000) identify deforestation as one of the leading drivers
of biodiversity loss (particularly on the eastern flank of the Andes), since it deprives
living species of their habitats. At least one study, undertaken by the National Agrar-
ian University’s Center for Conservation Data (CDC), attempts to establish the link-
ages and threats between deforestation and potential biodiversity loss in the
coca-growing areas of the country.®> Underlying deforestation are other root causes of
biodiversity loss, such as road clearings in tropical rainforest areas, followed by migra-
tion from poor areas in the highlands toward the east, illegal logging, market and
policy failures that generate perverse incentives encouraging slash-and-burn cultiva-
tion in areas not suitable for agriculture, gold mining (particularly in Madre de Dios
and Loreto), illicit crop cultivation (coca and poppy), overfishing, poaching, the
introduction of exotic species, urban and industrial pollution in water sources, and a
lack of awareness among the general public about the importance of biological diver-
sity in terms of ecosystem functioning and economic potential. Agro-biodiversity is
also threatened by monocropping and the introduction of specialized varieties,
which, notwithstanding their higher productivity and contribution to food and
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Box 1. Hotspots in Peru

The Central Pdramo stretches across numerous ridges and mountaintops
from southern Ecuador into northern Peru. This ecoregion, like other pdramo
ecosystems, occurs from the tree line at around 3,200 meters up to the perma-
nent snow line at approximately 4,500 meters. Livestock grazing, timber har-
vesting, burning, agriculture, and road building are primary threats to this
fragile ecosystem. Introduced species are beginning to take hold, and erosion
resulting from overgrazing is also problematic.

The Marafion dry forest is located at the meeting point between the central
and northern Andes Mountains. This dry valley is almost entirely surrounded by
lush mountain ranges. The ecosystem has been under intense agricultural cultiva-
tion for a long time, and much of the original dry and riparian forest has been lost.
Agriculture (mostly of oil palms), cattle ranching, and logging are currently seri-
ous threats, and oil extraction is a potential problem. Hunting and collection for
the pet trade (especially collection of the yellow-faced parrotlet) are also a threat.

The Central Peruvian Yungas is a subtropical ecoregion. Because of the
dramatic changes in elevation throughout the ecoregion, different landscapes
and species are found. Deciduous trees occur in dry habitat, but otherwise the
region has dense evergreen vegetation, including the high Se/va. Overall,
species diversity is high, with an elevated level of endemism. The Peruvian
Yungas ecoregion is still relatively undisturbed as a habitat, but deforestation of
the ecoregion is growing. The rugged nature of the landscape has added some
protection, but recent human settlement and expansion have brought exten-
sive clearing for grazing and agriculture, especially of coffee and illegal coca.

The Central Andean Puna is a high-elevation montane grassland extend-
ing along the spine of the Andes, through Peru and Bolivia, southward into
northern Chile and Argentina. This ecoregion, which receives a moderate
amount of rainfall, has been degraded by grazing herds of domestic llamas,
alpacas, goats, and sheep, as well as by gathering of woody material for heating.
Introduced and invasive species, as well as uncontrolled fires, are of concern.

The Tropical Andes is considered to be the richest and most diverse region
on earth (in addition to Peru, it covers parts of Venezuela, Colombia, Ecuador,
and Bolivia). This ecoregion contains about a sixth of all plant life in less than
1 percent of the world’s land area. Although a quarter of its habita still remains,
the region is facing a variety of threats, including mining, timber extraction, oil
exploration, and narcotics plantations, which are all expanding because of the
continual growth of many large cities in the region. The cloud forests are facing
increased pressure from hydroelectric dams and invasive species.

Sources: Conservation International 1999 (http://www.biodiversityhotspots.org/xp/
Hotspots/andes/) and National Geographic (http://www.nationalgeographic.com/
wildworld/profiles/terrestrial_nt.html).
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livelihood security, have led to the decline of native Andean varieties of root and
tuber crops.

Institutional and Policy Framework

Peru has established a reliable policy and institutional framework to address biodi-
versity conservation issues. For instance, Peru’s National Environmental Council
(Consejo Nacional del Ambiente—CONAM), as the national coordinating agency,
leads a nationwide initiative to produce a system of general biodiversity guidelines to
be applied at the regional level in 2006 in order to compensate for the lack of a mon-
itoring system.? INRENA, created in 1993, is currently responsible for (i) managing
public forests; (ii) overseeing 61 natural protected areas; (iii) monitoring wildlife
exports and for-profit captive breeding enterprises; (iv) controlling illegal trade in
flora and fauna; (v) promoting sustainable management of the nation’s soils and
water resources; and (vi) providing endorsement for environmental impact assess-
ments of sectoral economic activities in rural areas. Furthermore, INRENA’s Direc-
torate for Biodiversity Conservation is responsible for overseeing Peru’s compliance
with three international treaties pertaining to biodiversity conservation: (i) the Con-
vention on International Trade in Endangered Species of Wild Fauna and Flora
(CITES); (ii) the Convention on Biological Diversity; and (iii) the Convention on
Migratory Species. It is recognized that both INRENA and CONAM are under-
staffed and have limited resources to address the key challenges of biodiversity
conservation.

The biodiversity conservation agenda has been driven to a large extent by the
donor community, which has provided the largest amount of funding on all envi-
ronmental issues (67.4 percent of all donations and transfers go to biodiversity con-
servation). In addition to this assistance, the Peruvian conservation movement is
considered to be one of the strongest in the world (there are strong and active local
NGO movements on conservation issues), and emerges primarily from well-
established training programs at the National Agrarian University. These groups have
led numerous priority-setting exercises for protected areas since the late 1980s. It is
worth noting that most of the international funding (either NGOs or foundations)
has traditionally focused on the Amazon region.

Policy Options

Peru faces the challenge of integrating a consistent biodiversity management frame-
work supported at the highest political level. Specifically, one challenge is to guaran-
tee the sustainability of existing conservation efforts, particularly in fragile areas such
as hotspots, since current legislation does not assign clear responsibilities to different
entities with mandates on biological conservation, nor does it foster interagency
coordination. Furthermore, application of the existing body of regulations and poli-
cies is weak, there is limited capacity to manage biodiversity properly at the regional
and local levels, and the country lacks a standardized monitoring system to assess the
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status of or changes in biological diversity. In addition, assessing the potential impli-
cations of the free trade agreement with the United States on biodiversity will pro-
vide more information. To that end, addressing the following policy options in the
short to medium term is recommended:

* Strengthen the institutional capacities of key actors in biodiversity conserva-
tion, both at the national and regional levels, including CONAM, INRENA’s
Directorate of Biological Diversity Conservation (under the Forestry and
Wildlife Office), and its Intendancy for Protected Areas (IANP); Marine Insti-
tute of Peru (IMARPE); regional governments (particularly those that have
comanagement activities in protected areas); and informal groups exploiting
biodiversity (through training and educational programs). The focus of these
efforts would be on ensuring that the critical areas and hotspots are preserved.

* Define the roles and functions of key agencies (CONAM, INRENA, the Peru-
vian Trust Fund for Protected Areas (PROFONANPE), and regional and local
governments).

* Support national efforts to value biological diversity and environmental
services.

* Develop strategies to maximize Peru’s comparative advantage in biological
diversity (ecotourism, bioprospecting, aquaculture, eand so forth).

* Refine the coordination mechanisms among donor agencies (to avoid overlaps
and maximize complementary efforts).

* Consider the establishment of an autonomous agency in charge of the conser-
vation and use of biodiversity, including the management of national parks.

ITI. Conserving Biodiversity through Natural Protected Areas

The Peruvian government’s protected areas policy started in 1961 when it created the
country’s first national park (Cutervo NP). Since the publication of the Policy Guide-
lines for the Conservation of Natural Resources in Peru in 1974, a strategy was estab-
lished for the “conservation of soils, water, vegetation, and animal life” (ONERN
1974). Thereafter, the Forest and Wildlife Law of 1975 and its regulations for con-
servation units led to the establishment of 7.5 million hectares, equivalent to 5.8 per-
cent of the national territory, as natural protected areas. A major breakthrough was
the creation of the National System for Protected Areas (Sisterna Nacional de Areas
Naturales Protegidas por el Estado—SINANPE) in 1990 (constituted by conservation
units, national forests, boundary posts, and other categories of public interest estab-
lished by the agrarian sector with conservation ends). Since then, the system has
grown to 61 protected areas comprising 17.66 million hectares and representing
13.74 percent of the country’s total area (Figure 1).

Though the percentage allocated to protected areas is high, it is lower than neigh-
boring Bolivia and Ecuador, and is significantly higher when compared with other
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Figure 1. Percentage of Lands That Are Protected, Various Countries
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biologically diverse countries in Latin America and other regions. It is worth noting,
however, that assigning a large percentage of the national territory does not mean
that conservation management efforts are efficient and sustainable. In spite of the
noticeable growth in areas assigned for conservation, the general consensus is that
the protected areas system lacks the required manpower and resources for its efficient
management and supervision. The financial resources to manage the 61 protected
areas mainly come from international bilateral assistance organizations and NGOs.
According to the Biodiversity Support Group, Peru spends less than US$50 per
square kilometer on biodiversity funding (Brazil spends US$130 and Mexico spends
US$420 per km?) (Elgegren and Lee 2006).

The Intendancy of Protected Areas (IANP) within INRENA has the overall
responsibility for the management of the SINANPE. Much to its credit, INRENA
has recognized its limited capacity in supervising the country’s protected areas and
has therefore been gradually incorporating different approaches to the management
of protected areas. In recent years, for example, it has been able to promote greater
involvement of indigenous peoples and NGOs in comanagement of protected areas
and communal reserves.®

In addition, by 1992, the Peruvian Trust Fund for Protected Areas (Fondo
Nacional para Areas Naturales Protegidas por el Estado—PROFONANPE) was estab-
lished as a private entity to obtain and promote financing for the conservation of
protected areas. PROFONANPE was established with seed funds (US$5.2 million)
from the Global Environment Facility (GEF). Since its inception, PROFONANPE’s
endowment fund has increased to US$10 million, and the institution has served as
an important financing and service provider to the SINANPE.”

Furthermore, private and/or communal conservation (already under implemen-
tation in countries such as Brazil, Mexico, and Costa Rica) is recognized for offering
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great opportunities for the comanagement of key protected areas. While there are
limited examples where private sector has been actively involved in supporting the
comanagement of protected areas in the country (Pluspetrol is providing financing
for the management of the natural reserve of Paracas), this scheme has not yet been
fully developed nor endorsed by the government.

Challenges for the SINANPE

A recent study developed by UNDDP identified a number of limitations in the finan-
cial sustainability of the Intendancy for Protected Areas (IANP), which hamper its
capacity to manage the country’s protected areas effectively. Among the key chal-
lenges are the following:

* The SINANPE has a lot of data on protected areas, but the data are not organ-
ized nor systematized.

* Relevant information on protected areas is not shared nor articulated among
key stakeholders that make decisions on financing.

*  Most protected areas” financial plans are based on calculations for their oper-
ating costs (according to the resources allocated each year), but not necessarily
reflecting their real needs for biodiversity conservation.

* Most protected areas are understaffed and underfinanced and have limited
capacity (technical and managerial, such as accounting skills) to carry out effi-
cient management of the areas.

* Many protected areas lack a financing plan and do not charge for tourism vis-
its (in spite of the large number of visitors).

¢ The IANP does not have capacity to spend more than US$6 million per year,
in spite of a pool of grants from external sources, and in spite of a financial gap
analysis for protected areas, which revealed that at least US$20 million are
needed on a yearly basis.

In addition, a widely cited example of market failure is the underpricing of nature
and protected areas established for conservation and management. In most parks,
current entry fees do not capture visitors’ willingness to pay (WTP) to visit natural
areas (World Bank 2000; 2006). Moreover, these fees are not conceived as an instru-
ment for regulating visitors’ entries according to existing carrying capacity. Natural
protected areas in Peru such as the Manu National Park, the Historic Sanctuary of
Machu Picchu, and the Huascardn National Park are subject to intense environmen-
tal pressure due to the high numbers of visitors, which are evidence of a “successful”
national policy promoting national tourism. People congestion and solid waste along
the Inca Trail and on the Manu National Park riverbed beaches are some of the most
publicized problems. In the case of Machu Picchu, evidence from a 2000 study
(EFTEC 2000) shows that foreign and national visitors are willing to pay much
more to enter the Citadel and walk along the Inca Trail (Table 2).
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Entry fees maximizing welfare would amount to an estimated US$5.07 million,
producing the largest gains for both Citadel and Inca Trail together (EFTEC 2000).
Although differentiated pricing would be the most beneficial approach to address
some of the issues identified above, current legislation does not allow price differen-
tiation. Nonetheless, there is a differentiation in tax collection between foreign
nationals and local tourists, often with a disadvantage to locals who visit protected
areas (World Bank 2000).

More recently, the government of Peru has enacted the decentralization law
(2004), which will allow for a structural reform whereby regional and local govern-
ments can create and manage protected areas. This will create an opportunity for
allowing regions and local entities to be actively involved in the establishment and
management in situ of their designated protected areas. Greater economies of scale
can be also reached if these regional protected areas are established adjacent to already
existing areas from the SINANPE (also allowing for a larger contingent area to be set
aside for conservation).

Policy Options

The core lessons from protected area operations suggest that their management is a
long-term, evolving process that requires (i) flexibility and inclusion of key elements
of society (local population, civil society, private sector, and all levels of government);
(ii) an integrated management system that supports the newly decentralized gover-
nance framework of Peru; and (iii) a more efficient management system to ensure
financial and institutional sustainability.

The future agenda also demands a coordinated effort to expand efficient coverage
and management to protected areas within the national system that currently lack
financial and institutional support (approximately 30 of the existing 61), and to
respond to the new challenges and opportunities emerging from the regional, local,
and private networks of protected areas. With protected area management and bio-
diversity conservation, both the public and private sectors are responsible for estab-

Table 2. Willingness to Pay (WTP) to Visit Machu Picchu

Percentage of

Current Average WTP Median WIP  people willing to
entry fee (including fee) (including fee)  pay more than
(USS) (USS) (US$) current entry fee
Citadel
Peruvian tourists 10 26 20 66
Foreign tourists 10 47 30 91
Inca Trail
Peruvian tourists 17 35 20 66
Foreign tourists 17 62 40 87

Source: World Bank 2000.
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lishing comprehensive environmental management schemes. The incorporation of
environmental considerations in the economic sectors that threaten the country’s
biological diversity are crucial for ensuring sustainable development and an efficient
management of natural resources. Specifically, the following policy options could be
considered for strengthening the policies for protected areas in the short term:

* Promote a greater consolidation of the system of protected areas through the
establishment of local and regional areas adjacent to those already managed
under the SINANPE. This would allow local people to become engaged in the
management of an area and would enlarge the surface under conservation for
key ecosystems.

* Increase the engagement of local populations in the management of protected
areas. This reflects the lessons from different protected area projects (including
the GEF on the Nanay River) where ownership of the resources by local com-
munities is extremely important.

* Strengthen the technical and administrative institutional capacity at IAND,
which faces limitations on its spending capacity.

* Expand the promotion of comanagement agreements with NGOs and with
the private sector based on concrete results from protected areas. These could
further enhance the development of payment for environmental services and
ecobusiness opportunities for the protected areas.

* Consider establishing an autonomous agency in charge of the conservation
and use of biodiversity, including the management of national parks. This
autonomy could provide greater flexibility and potentially could increase its
technical and administrative capacity.

IV. Forestry
The Importance of Forestry in Peru

Recent estimates reveal that Peru harbors about 68.7 million hectares of natural forests,
second only to Brazil in Latin America and representing 53.4 percent of the country’s
129 million ha (FAO and INRENA 2005). Table 3 illustrates the forest cover during
1975-2005. Perus forests have an uneven geographical distribution, with virtually all
(99.4 percent) of the country’s forests located in the eastern Amazon region of the
country. The coastal forests have been depleted almost entirely of their forest cover of
mangroves and dry and subhumid forests. In the Andean highlands, somewhat over
300,000 ha of forests remain (Elgegren and Lee 2006). Planted forests cover only
720,000 ha and are located almost entirely in wood deficit areas of the Sierra.
Although Peru has extensive forest resources, it is not a leading country in the pro-
duction of timber and forest products. Of a total US$186 billion of forest products
traded internationally in 2002 (Seneca Creek Associates and Wood Resources Inter-
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Table 3. Forest Cover (Hectares): Total and by Natural Regions, 1975-2005

Year
1975 1990 1995 2000 2005

National

Forest

Cover 71,569,219 68,820,113 67,903,744 69,213,256 68,742,064
Coast 1,667,973 3,215,456 3,731,283 350,891 87,475
Highland 450,189 421,547 412,000 332,996 309,557
Jungle 69,451,058 65,183,110 63,760,461 68,529,369 68,345,031
Method Aerial Photo  Interpolation LandSac-MSS  LandSat TM  Extrapolation

and SLAR 1975-95 (1988) (1/1M)  (1/250K) 1975-2000

Source: FAO & INRENA (2005), Cfr. Footnote 1.

national 2004), Peru’s forest products exports accounted for roughly US$136 million
that year, representing less than 0.01 percent of world sales INRENA-CIE, 2004).
Nonetheless, Peru ran an annual average US$116,280 trade account deficit of its for-
est sector for the 1994-2003 period (INRENA 2005). This suggests that considerable
scope exists for further commercial development of Peru’s forestry resources.®

The annual cost of deforestation, on the other hand, is approximately 440 million
soles, or US$130 million (Elgegren and Lee 2005; INRENA 2005; Larsen and
Strukova 2005). This cost is substantially less than other categories (0.2 percent of
GDDP, compared to say water supply and sanitation at 1.1 percent of GDP), and thus
is often not considered a priority issue. Nonetheless, this analysis is based on impact
as opposed to opportunity and does not estimate the loss of economic opportunity
from forest products, nor on the potential for reforestation. For instance, Peru’s tim-
ber exports (US$136,000 million per year for 2002) all originated from natural
forests. In contrast, Chile exported US$2 billion from certified plantations, and
US$5.5 billion (of the US$7 billion per year exports) from Brazil came from planta-
tions. Thus, the forestry sector could be a major environmental priority based on the
opportunities it provides.

A recent study (PROCLIM) jointly undertaken by CONAM and INRENA in
2005, estimates that cumulative deforestation in the Peruvian Amazon between 1990
and 2000 totaled 7.2 million ha, or an annual rate of deforestation (ARD) of 149,632
ha.? This figure differs from the previously widely cited estimate of 261,000 ha per
year and the cumulative total of 9.6 million ha for the previous decade. However, the
lower figures do not lead to the conclusion that there is a permanent slowdown or a
halt in deforestation in Peru. While it is estimated that deforestation rates may be sta-
ble, new projects (such as the inter-oceanic highway) and ongoing migration to the
east may increase the annual rate of deforestation. By comparison, estimates of annual
deforestation in neighboring countries are as follows: Bolivia—168,000 ha (1975-93);
Brazil—1,850,600 ha (1990-2004); increasing to 2,612,900 ha in 2004; and
Ecuador—189,000 ha to 300,000 ha (Butler 2004; Mecham 2001).
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Although deforestation areas have not been categorized as hotspots (using the
methodology for biodiversity by Conservation International), according to PRO-
CLIM, the regions most severely affected by deforestation are San Martin, Amazonas,
and Loreto (1.3 million ha, 1 million ha, and 0.95 million ha, respectively, have been
lost) followed by Junin, Ucayali, and Huanuco (Table 4). The Department of Ama-
zonas had the largest increase in deforestation for the period 1990-2000, followed by
Loreto and Cajamarca. It is important to note, however, that estimates of deforesta-
tion alone significantly underestimate the severity of the problem because they do not
include forest degradation, which is more difficult to measure. Deforestation is often
the last stage of a process of incipient degradation caused by the poorly controlled
extraction of forest products, commonly beginning with the cutting of valuable
species such as mahogany. The consequences of uncontrolled deforestation and forest
degradation include a loss of biodiversity, silting of streams and reduction of water
levels in major river basins, soil erosion, and a loss of soil fertility (see Section V, Soil
Degradation, below), especially in the Sierra (Elgegren and Lee 2006).

Deforestation in the Sierra is estimated to be moderately high. The remaining
(secondary) forests continue to face intense pressures from fuelwood extraction.
Deforestation in the Sierra is one of the main roots of soil erosion and reduces agri-
cultural yields and water holding capacity of the mountains. This causes floods dur-
ing rainy seasons and reduces water availability for drinking and irrigation use. Two
of the most threatened ecosystems are the dry forest of the Northwest (La Libertad,
Lambayeque, Piura, and Tumbes), and the mangrove forests in Tumbes. Forests in
these regions are extracted for furniture and fuelwood and are degraded by goats.
These forests are also affected by fires from slash-and-burn agriculture. The threat to
these forests is particularly serious since only approximately 2.6 million ha of dry for-
est remain in the northwest and 4,550 ha of mangroves remain in Tumbes
(INRENA, J. Elgegren).

Peru is weak with regard to certified forests,. The Certification and Development
of Peru’s Forest Sector (CEDEFOR) Project, financed through the U.S. Agency for
International Development (USAID), has helped reform and promote forest certifi-
cation schemes, and helped strengthen business management capacities and market
access, especially for certified markets. Project results have been positive and include
technical assistance to 132 of 576 existing forest concessions (23 percent), and assis-
tance in the certification of roughly 63,000 ha of forests (INRENA; J. Elgegren). In
spite of this efforts, which was led mainly by USAID and local entrepreneurs, certi-
fied forests do not exceed 40,000 ha (most outside concession areas). This figure is
low when compared to neighboring Bolivia which has over 2 million ha of certified
forests (J. Elgegren). Consequently, Peru has a potential to develop certification
schemes that may improve its sales in key markets such as the European Union. The
current markets for timber by order of importance are Mexico (although it is believed
that most of the timber is then exported to the United States); the United States; and
China (Elgegren and Lee 2006). Locally, the key markets for timber are based in
Iquitos and Pucallpa.
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Table 4. Cumulative Deforested Area through year 2000 by Departments

Departament Deforested Area(ha) Total deforested area (%)
San Martin 1,327,736.15 18.51
Amazonas 1,001,540.11 13.96
Loreto 945,642.15 13.18
Junin 734,303.77 10.24
Ucayali 627,096.73 8.74
Huanuco 600,654.46 8.37
Cusco 537,632.37 7.50
Cajamarca 520,061.64 7.25
Pasco 302,020.89 4.21
Madre de Dios 203,891.86 2.84
Puno 146,041.32 2.04
Ayacucho 135,373.07 1.89
Huancavelica 51,990.69 0.72
Piura 31,737.07 0.44
La Libertad 7,231.69 0.10
Total 7,172,953.97 100.00

Source: PROCLIM (unreleased).

As for state-owned forest land, it is divided into four subcategories: permanent
production forests, conservation concessions, natural protected areas, and state
reserves. The information in this case is more reliable than that for privately owned
forests. Currently, over 25 million ha are principally for permanent (sustainable) pro-
duction of timber, and over 14 million ha of forests are under protection.

Driving Forces behind Deforestation

Peru’s forest sector has traditionally been plagued by informality, illegal harvesting,
lack of enforcement, corruption, and inefficient harvest practices that waste forest
resources (only 20 percent of the raw material is estimated to be used in the forest
industry). A recent International Labour Organization report documents the exis-
tence of a feudal commercial structure involving a complicated relationship among
the timber industry, small loggers, and indigenous communities, affecting an esti-
mated 33,000 people, mostly indigenous populations (Bedoya and Bedoya 2004).!!

Based on satellite imagery analysis, PROCLIM identified land conversion to agri-
culture and grazing as the most important factor driving deforestation.!* According
to PROCLIM’s Deforestation Map, agriculture covers 609,515 ha of the Peruvian
Amazon. This category includes plowed land, fallow land, and newly opened agri-
cultural plots, with annual crops such as maize, yucca, and rice and permanent crops
such as citruses, sugar cane, banana, oil palm, and peach palm. The Amazonas
Region is the department with the largest agricultural land area (172,471 ha), fol-
lowed by San Martin, (136,927 ha) and Loreto (130,634 ha). Other studies, such as
those of the National Agrarian University’s Center for Conservation Data and World
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Wildlife Fund, conclude that forest cover loss is also attributable to coca cultivation
and to road openings.!® Loss due to road openings is consistent with the experience
in other countries, such as Brazil, where roads and infrastructure have been the trig-
ger for deforestation and the access to valued wood products. In addition, road open-
ings have facilitated large-scale migration (as the case of Rondonia illustrates) and the
conversion of forests to agriculture.

A 2002 study includes an analysis of deforestation agents, enabling condition,
and causes (Alcalde 2002). That analysis concludes that in the Peruvian Amazon, the
major agents include the following:

* Small subsistence migrants that use slash-and-burn methods to open their
small agricultural plots.

* Large-scale commercial agricultural industry that converts forested land to
agricultural use for commercial crops (such as oil palm). These agents some-
times push the small subsistence migrants further into the forest.

* Coca growers and drug traffickers that clear the forest to build illegal runways
to transport illegal drugs.

* Cattle-ranching owners that also sometimes push small subsistence migrants
further into the forest.

* Loggers that build forest roads to transport commercial timber logs from the
harvest area to main roads. These forest roads allow other agents in the forest.

* Road building and infrastructure projects (hydrocarbon extraction, dams, and
mining activities).

* Informal and artisanal mining.

* Rural colonization program planning agents that promote relocation of set-
tlers into forested land.

The high value of some wooded species and weak systems of control and enforce-
ment are also powerful driving forces and incentives for deforestation. Illegal har-
vesting is extensive, and it is estimated that 80 percent of mahogany lumber is
illegally extracted. Conservative estimates value the economic cost of illegal logging
associated with mahogany alone in Peru at US$40-70 million per year.

Policy Framework

The Forest and Wildlife Law (1975) that governed the forest sector until 2000 had
serious limitations, including the lack of recognition of the needs of indigenous pop-
ulations, the granting of excessively small (1,000 ha) annual forestry contracts, and
the encouragement of an exploitative relationship between small loggers and the tim-
ber industry and middlemen. The revised Forest and Wildlife Law of 2000 strength-
ened the sector’s institutional framework, by introducing 40-year timber concessions
for 5,000 ha to 50,000 ha, allocated through transparent public bidding.'* Among
the most important features of the law are requirements for sustainable management
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plans based on forest inventories and census, and forest resources access rights. Over
7.5 million ha of forest (of 24 million ha available) have been awarded to 580 con-
cessionaires to date. However, implementation of the new law has been characterized
by inadequate planning and scheduling of the initial public bidding process; poor
mapping of the concessions, in turn creating access difficulties to concessions and
conflicts with concessionaires who argue that they received something different from
what they bid for; lengthy delays in administrative processes that make timely har-
vesting difficult, and inadequate monitoring of the illegal timber trade. Among the
key factors limiting the sector’s development have been the concessionaires” general
lack of adequate capital, limited access to credit, and lack of sufficient technical,
business, and forest management experience. Furthermore, there is limited enforce-
ment capacity, and there is little evidence to determine how well this is performing
(Elgegren and Lee 2006.

Policy Options

The following are policies to consider to strengthen forestry’s contribution to envi-
ronmental conservation:

* Build consensus for a new forest policy framework for approval by Congress,
one that clearly articulates forestry’s place in development relative to other
activities such as agriculture, mining, and road construction.

* Evaluate the progress of the forest concessions approach (possibly suspending
the concessions process pending this evaluation), to revise the criteria for
awarding concessions and increase the probability of successful development
of forestry enterprises; and consider promoting the creation of concessionaire
consortia that would focus on the concessions that are likely to succeed. The
requirements for forest concessions might establish stricter standards in crite-
ria such as equipment and capital provided by bidders. Two separate and inde-
pendent surveys have determined that the concessions are economically
feasible and that the weakness for most of the concessions lies on the lack of
capital to operate their concessions.

¢ Seek formal links with markets, with a special focus on international markets
that have approved certification schemes and that provide incentives for refor-
estation (such as those promoted through FONDEBOSQUE).

» Strengthen institutional capacity, particularly in terms of monitoring and
enforcement capabilities. INRENA’s limited funding and staffing, along with
the limitations of the newly created Supervisory Agency of Forest Concessions
(OSINFOR), is a major constraint to the government’s capacity to monitor
and enforce compliance with forest management regulations. In addition,
INRENA and OSINFOR could be strengthened through partnerships and
alliances with other bodies, governmental and nongovernmental, to monitor
and enforce compliance with policy, law, and forest management regulations.
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* Address the key gaps within the legal framework to tackle illegal logging; for
example, penalize illegal logging to allow prosecution of offenders. In addi-
tion, address key gaps within the legal framework (especially penalties and
prosecution), which allow illegal logging to continue. SUNAT (Peru’s taxation
agency) and the Public Ministry have shown commitment and capacity to
help arrest illegal logging but their success will depend on additional support.

¢ Create a reliable forestry information system that inter alia can monitor the
dynamics of change in forest cover and log output from concessions.

* Evaluate the effectiveness of the Multisectoral Commission to Fight against
Illegal Logging and, if required, provide specific recommendations on how to
improve it.

* Promote more active participation of local populations, through the creation
and strengthening of forest management committees and support to the
National Forestry Consensus-Building Roundtable and its local peers.

¢ Review and analyze the reasons why market-based instruments incorporated
in the Forest and Wildlife Law of 2000 have not been effectively used.

* Ensure that economic and ecological zoning of the permanent production
forests precede the launching of new bidding processes in order to clearly
define land use patterns and better define pre-existing property rights to avoid
land tenure conflicts.

* Foster the participation in forest management of subnational governments,
indigenous groups, and other stakeholders.

¢ Promote further forestry plantations and reforestation schemes to maximize
the forestry potential in the country.

* Support the process of transferring forest management jurisdiction from
INRENA to regional governments, with resource support for scaling down.

V. Soil Degradation
Current Conditions

Soil erosion and salinization are severe problems in Peru, affecting the productivity of
many thousands of hectares and thus the livelihoods of many thousands of Peruvian
households. Cultivable land is currently a scarce commodity in Peru: arable land
amounts to only about 0.155 hectares per capita, one of the lowest among developing
nations. Soil erosion is a particularly big challenge in the Sierra. As much as 55-60
percent of the total land base of roughly 40 million ha is considered to have some level
of erosion. Erosion is much less of a problem in the coast and oriente (eastern Amazon
region), although wind erosion on the coast is a growing concern, and the erosion
potential is significant in the oriente, given the extent of deforestation. Lack of
updated statistics limits a realistic assessment of the severity of the problem, but data
from the 1970s indicate that about 19 million ha have been affected with moderate to
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severe erosion, and light to moderate erosion has affected another 110 million ha. Dif-
ferent estimates (most recent are from 1986) consistently conclude that soil loss aris-
ing from erosion is over 300,000 ha per year (Lee and Elgegren 2005).

Likewise, soil salinity is also known to affect a significant share of Peru’s cultivated
land. Salinization can initially have a minor effect on yields, but in the extreme it can
result in the total loss of agricultural productivity and the conversion of productive
lands to desert. This indeed has occurred on Peru’s coast in many areas. Lack of mon-
itoring and reliable data, again, makes it impossible to confirm the magnitude of the
current problem.!

The government’s official Web site estimates salinity at 306,700 ha, exclusively
for the Piura, Lambayeque, and Ica regions. Nonetheless, studies conducted in the
1970s reveal that salinity affected as much as 69 percent of the evaluated soils. Qual-
itative evidence additionally suggests that the situation has most likely worsened over
time. Larsen and Strukova (2005) estimated that revenue loss to farmers caused by
soil erosion and salinization amount to 544 million to 918 million nuevos soles per
year. Based on available information, calculations of the costs of erosion and salin-
ization, as a percentage of GDD, are low compared to other countries where similar
analyses have been done (Figure 2).

Driving Forces

The causes of soil erosion and salinization are a combination of natural factors
(including topographic variations and seasonal rains exacerbated by the periodic
occurrences of El Nifio), and manmade factors (such as overgrazing, deforestation,

Figure 2. Costs of Erosion and Salinity
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and poor cultivation practices). In the Sierra, factors include the lack of contour
tillage, which leads to the highly preventable erosion of steep hillsides. Widespread
overgrazing by sheep and cattle decreases the level of vegetative cover on pastures,
making soils more vulnerable to heavy rains and erosion. Deforestation and the
burning of trees similarly increase soil exposure and vulnerability. Overall, many
farmers do not pursue cropping practices appropriate to the conditions (soil slope,
fertility, and moisture) existing in any particular site.

Similarly, soil salinity problems are created by a combination of natural factors,
such as the soil’s natural high mineral salts levels, and human activities, such as inef-
ficient irrigation. On the coast the problems are largely related to the inefficient and
inappropriately heavy use of irrigation water, particularly in rice. Flooded rice fields
use an estimated 21,000 m? per ha per year using traditional cropping practices. The
salinity content of the soil accumulates over time, leading to productivity declines.
The excessive use of irrigation water in turn is due to a number of factors, including
longstanding cultural practices that are difficult to change, use of an old and poorly
maintained irrigation infrastructure in many places, and poor recovery of water
charges by irrigation authorities, leaving the price of irrigation water effectively low
(or zero), which in turn fosters inefficient use.

Institutional Framework

INRENA’s Office of Hydraulic Resources is responsible for managing water and soil
resources in Peru, following the transfer to INRENA of the responsibilities of the
offices of ONERN in 1992. However, unlike ONERN, the Office of Hydraulic
Resources lacks sufficient technical capacity to monitor the state of water and soil
resources in Peru. Because of staff and budget limitations, the country lacks up-to-
date inventories of national water and soil resources. The Ministry of Agriculture’s
National Program of Watershed and Soil Management (PRONAMACH) has a rela-
tively small budget and focuses its efforts on promoting production chains and
regional development in selected areas of the country, especially in the Sierra. Up
through the mid-1990s, this program enjoyed a much larger funding base, including
resources from international donors, and had an extensive national-level program in
soil conservation and associated community development activities. Real or per-
ceived problems of corruption have weakened PRONAMACH.

The National Development Institute, which is responsible for the design and con-
struction of large-scale irrigation projects on the coast, has an engineering focus. The
Irrigation Subsector Program (PSI) largely promotes irrigation management systems
on the coast, working in concert with irrigation user groups. The National Institute
for Agricultural Research and Extension (INIA) used to have decentralized soils labo-
ratories throughout the country, but the agency has deactivated its soil department
and focuses on research on cropping systems and genetic resources. The National
Agrarian University at La Molina has an agronomy department that includes soil and
water management specialists who conduct applied research and work collaboratively



NATURAL RESOURCES AND DEVELOPMENT 383

with INRENA, INIA, and other national and international institutions. Overall,
national efforts in the area of soil management do not seem to suffer from overlapping
bureaucratic responsibilities or tensions as much as from a lack of budgetary and staff
resources and a lack of prioritization of these areas of work.

Policy Options

Concerns regarding soil degradation are deepened by the Peruvian government’s evi-
dent and progressive disinvestment over the past 30 years in mechanisms to address
the problem. Policy and public management reforms that would help redress this sit-
uation include the following:

» Strengthen the financial and staffing resources at INRENA’s Office of
Hydraulic Resources to enable them to generate a new national inventory of
soil erosion and salinity. This would also contribute to INRENA' efforts at
zoning the country’s economic and environmental resources (ZEE).

* Promote improved soil management practices in the Sierra through existing
governmental institutions and through collaboration with allied efforts in the
NGO sector and appropriate networks of farmers, applied researchers, NGOs,
and other organizations working to improve soil management.

* Address salinization problems on the coast through applied research, training,
and collaboration with irrigation user groups in promoting alternatives to
gravity-fed irrigation, especially the use of sprinkler and drip irrigation sys-
tems, which are much more efficient in the use of water (and when these
methods are easily accessed and implemented for the type of crop).

* Modify water regulations that fix resource prices below the water’s cost and
thus contribute to its inefficient use. Enhance the efficiency of water use by
working with the Ministry of Agriculture’s watershed-level irrigation systems
managers and watershed-level representatives of irrigation users groups to ren-
ovate the irrigation infrastructure in a way that fosters the application of a
more efficient system of water use charges and higher payment rates by users.

* Conduct feasibility analyses of soil conservation investments as a basis for the
adoption of cost-effective conservation measures.

* Carry out an evaluation of the Ministry of Agriculture’s National Program of
Watershed and Soil Management and determine the effectiveness of the
approach.
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Endnotes

1. Within its boundaries Peru contains some 25,000 plant species; 460 mammal species;
1,710 bird species (19 percent of all world bird species and only second in the world to
Colombia); 297 reptile species (eighth in the world); 315 amphibian species (fourth in the
world); and almost 1,600 fish species. In addition, Peru’s species endemism is very high, with
at least 6,288 endemic species, 5,528 of which are flora species and 760 of which are species
of fauna (Sdnchez Huamdn et al. 2005).

2. The complete list of highly endangered, endangered, and vulnerable fauna and flora can
be found at http://www.inrena.gob.pe/iffs/biodiv/catego_fauna_amenazada.pdf and htep://
www.inrena.gob.pe/iffs/iffs_biodiv_catego_flora_silv.htm

3. A 2004 study that linked deforestation to biological diversity loss, done by the Center for
Conservation Data (CDC) of three coca-growing areas of the Peruvian Amazon (Huallaga,
Pachitea-Aguaytia, and Apurimac), revealed that of the 7.87 million hectares in the study area,
31.4 percent (roughly 2.47 million ha) were estimated to be of high conservation value based
on a set of biodiversity and landscape criteria.

4. This program will be initially applied in the department of Loreto, where the Peru-
vian Amazon Research Institute (IIAP) has pioneered the application of a regional biodi-
versity monitoring system. This will also be a multiparty exercise that will involve the
Peruvian Amazon University, INRENA’s Natural Protected Areas System (SINANPE) and
Biodiversity Conservation Directorate, the National Agricultural and Food Sanitation and
Quality Service, the National Institute for Agricultural Research and Extension (INIA),
and others.
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5. The SINANPE covers nine categories including 11 national parks (47 percent of total
protected areass); 10 national reserves (20 percent); 7 national sanctuaries (2 percent); 4 his-
toric sanctuaries; 1 landscape reserve; 11 reserved zones (17 percent); 6 protected forests; 6
communal reserves (10 percent); and 2 hunting areas.

6. The first comanagement agreement with an NGO is scheduled for early 2006 in the
Natural Reserve of Salinas y Aguada Blanca in the department of Arequipa.

7. Interviews with Alberto Paniagua, executive director of PROFONANPE, Manuel Pulgar
Vidal (SPDA) and Raul Tolmos (UNDP), February 2006.

8. See http://www.inrena.gob.pe/iffs/cif/inf_estad/ANUARIO_PERU_FORESTAL _
2003.pdf.

9. By comparison, Bolivias ARD amounts to 168,000 ha (for the period 1975-1993);
Brazil’s ARD is estimated at 1,850,600 ha for the period 1990-2004, with a level of defor-
estation of 2,612,900 ha during 2004; Ecuador’s ARD estimates, in turn, range from 189,000
ha to 300,000 ha.

10. Personal interviews with Jorge Elgegren and David Lee (2006).

11. See http://www.ilo.org/dyn/declariss DECLARATIONWEB.DOWNLOAD_BLOB?
Var_DocumentID=4748

12. There are no studies that have reported on the specific statistical significance of each of
the possible causes of deforestation in Peru

13. In addition, a report by Garnica (2001) states that coca plantations have caused 2.3 mil-
lion ha of deforestation, accounting for 24 percent of the total deforestation in the Peruvian
Amazon, with the remaining 76 percent owing to other causes. However, Garnica’s study is
not based on statistical inference analysis and there is preliminary. The report shows that San
Martin is the region most affected by coca cultivation, with an estimated cumulative 800,000
ha of deforested land attributable to coca plantation through 2000, followed by Huanuco,
with 450,000 ha.

14. Concessions were intended to be market-based instruments aimed at promoting invest-
ment in sustainable forestry. They included (i) more transparent and competitive access to
timber resources through public bidding; (ii) security of forest tenure for 40 years (renewable
upon five-year evaluations) over areas of between 5,000 to 50,000 ha, making them more
attractive for long-term private investment; and (iii) the introduction of incentives for volun-
tary forest certification and processing of timber in the forest.

15. A major limitation in accurately assessing the severity of Peru’s soil quality problems is
the archaic state of the national data base. An assessment of soil erosion in Peru was conducted
in 1982 by the National Office for Natural Resource Evaluation (ONERN), the predecessor
organization to INRENA. In the case of soil salinization, the data base is even more obsolete,
dating back to a combined effort by ONERN and the National Agrarian University in 1977.
These two national-level efforts are still widely cited but are becoming increasingly obsolete,
especially in areas of the country that are prone to significant soil erosion and salinization

problems.
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Oil and Gas Sector

Eleodoro Mayorga Alva

Abstract

Political stability and flexible contractual terms have resulted in a significant increase in explo-
ration and development investments. Perus energy market and balance of payments are start-
ing 1o reflect the benefits of the Camisea gas. 10 increase oil and gas reserves and launch larger
gas export projects, the upstream policies originated in the mid-1990s reform could be adapted
to preserve a balance between an adequate government take and favorable investment terms.

On the downstream side, measures are urgently needed to extend the use of gas to
inland provinces, including adjustments to pricing and taxation policies to favor gas use
and better subsidy targeting, as well as upgrading refineries and starting the petrochemi-
cal industry. Major policy decisions are still needed to implement these projects in which
Joint ventures between Petroperd, in a redefined role, and private companies could pro-
vide for a fair sharing of project risks.

Serious efforts are needed to manage the growing environmental and social concerns
about the impact of the oil and gas industry, including implementing a transparent man-
agement of rents (Extractive Industries Transparency Initiative—EITI]), in particular at
subnational levels, and the development of a stronger institutional capacity ro facilitate
stakeholders consensus and to enforce regulations.

I. Background
In the mid-1990s the oil and gas sector, along with most productive sectors, was fun-
damentally reformed. Law No. 26221 established a new institutional framework and

provided the basis for a significant increase in oil and gas investments (World Bank
1999). The following were the main decisions:

387
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* Sector policies remained the responsibility of the Ministry of Energy and Mines
(MEM), and through the Direccién General de Hidrocarburos the MEM exer-
cises the responsibility for guiding the sector and setting up the regulations.

* The government progressively retired from productive and commercial activi-
ties. Perupetro, a new contracting agency, was established to promote invest-
ments in exploration and production and to sign and monitor the exploration
and production (E&P) contracts.

* Detroperd’s privatization strategy involved separating the company’s business
units. The upstream operations on the northwestern coast and in the jungle,
as well as the main refinery and practically all marketing outlets, were success-
fully transferred to private operators. Owing to political reactions the process
was however stopped, and Petropert kept control of (i) approximately half of
the country’s refinery capacity—including the refineries in the jungle, in
Talara, close to the northwestern fields, and in Conchan close to Lima; (ii) the
Transandean pipeline, with a declining throughput; and (iii) a few gasoline
stations, mainly outside Lima.

* A radical change took place in the model of the E&P agreement, segregating
the royalties from the income taxes. Royalties were fixed on the order of 12
percent, increasing progressively as a function of project results measured by
the R factor (a ratio of accumulated revenues to accumulated disbursements).

* Fiscalization of industry operations (that is, compliance with existing regula-
tions) became the task of a newly created independent institution, Organismo
Supervisor de la Inversién en Energia (OSINERG), which is now reporting to
the prime minister’s office.

II. Upstream Investments and Oil Production

From 1995 to 1998 foreign investments in exploration rose significantly (see Table
1). However, there were no significant crude oil discoveries. In 1997 there were 41
exploration and production contracts under execution, and an average of 10 explo-
ration wells per year were drilled in the 1997-98 period; in 1990 only four agree-
ments were in place, and in the period up to 1996 only 12 exploration wells were
drilled. The country’s hydrocarbon reserves remain concentrated in the Camisea gas-
condensate fields; they were discovered in the early 1980s but their development
began only in the late 1990s.

Investments in exploration increased in the mid-1990s because of the incentives
provided by Law No. 26221. However, because discoveries were lacking, investment
decreased dramatically the following years, reaching just US$12 million in 2003.

Confronted with growing oil imports, the government of President Toledo
decided to actively promote exploration investments as well as exploitation of mar-
ginal deposits. Supreme Decree No. 033-2002-EM authorized Perupetro to accept a
reduction (from 30 percent to a minimum of 13.8 percent) in royalties in new con-
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Table 1. Investments in Hydrocarbon Exploration and Exploitation,
1995-2004
(US$ millions)

1995 1996 1997 1998 1999 2000 2001 2002 2003 2004

Exploration 36.7 103.6 187.0 228.4 112.7 12.1 30.5 31.2 12.2 433
Exploitation 110.4 2525 341.4 237.2 452 112.8 165.6 351.8 347.4 2334
Total 147.1 356.1 528.4 465.6 157.9 124.9 196.1 383.0 359.6 276.7

Source: Anuario Estadistico de Hidrocarburos, 2004, Ministry of Energy and Mines.

tracts provided the negotiated block is at the exploration stage and does not involve
any discovery of commercial hydrocarbons. In the case of fields already under
exploitation, Supreme Decree No. 017-2003-EM opened options for the computa-
tion of royalties, such as the following:

* Production-based royalties (5 percent for fields producing below 5,000 barrels
per day, 5 to 20 percent for fields producing between 5,000 and 100,000 bar-
rels per day, and 20 percent for fields producing more than 100,000 barrels per
day) or

* Economic-results-based royalties (starting at 5 percent and increasing by steps
as a function of the R factor)

In 2004 (Olson 2005) the poor trend of risk investments reverted, and the num-
ber of contracts has increased with the expectation of new oil and natural gas dis-
coveries (Figure 1).

Because additions to reserves are lacking, oil production has been falling since the
late 1980s, reaching an average of just 92,000 barrels per day in 2003, insufficient to
meet the domestic demand of 151,000 barrels per day, a demand that started to grow
along with the economy (see Figure 2). The oil trade deficit amounted to US$724

Figure 1. Number of Investment Contracts
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million in 2003 compared with US$492 million in 2002; an increase that was due
to the low production and to crude oil prices in international markets, which began
to jump.

In 2004 the increase in oil prices pushed the deficit to US$1.03 billion. However,
that situation has begun to change. Since September of 2004, the start-up of the
Camisea gas development has brought gas to the Lima market and exports of lique-
fied petroleum gas (LPG) and condensates. The proven gas reserves of the Camisea
fields are estimated to be 11.1 trillion! cubic feet (TCF), and they contain more than
700 million barrels of condensates. According to Pluspetrol, the field operator,
adding proven and probable reserves brings the Camisea gas reserves to 14.2 TCF, an
amount that would increase with the results of the exploration wells that Petrobras
and Repsol will drill in neighboring blocks by mid-2006.

In December 2004, liquid hydrocarbon reserves in Peru reached a historic record,
amounting to 1.1 billion barrels (approximately one-third are proven crude oil
reserves, and two-thirds are condensates from the Camisea fields). Production has
consequently started to grow, reaching 111.3 million barrels per day (MBD) in 2005
(17 percent from the old onshore coastal fields, 9 percent from the offshore, and 74
percent from the jungle).

Fifteen new exploration contracts were signed in 2005 involving commitments
for exploration investments on the order of US$500 million. Among them, in March
2005, Global Energy Development, a subsidiary of Harken Energy, signed a new
exploration and production contract for Block 95 in the Marafion Basin of northeast
Peru. Perupetro also approved a contract for Burlington Resources in Block 104 of
the Marafién Basin. In June 2005 Perupetro announced two oil discoveries, one in
Block 39 in the northeastern section that tested production of 3,000 barrels per day
(bpd) of 14( API crude and the other in the northwestern section near the old off-
shore fields, which tested 1,200 bpd of 35( API crude.

Figure 2. Production and Consumption of Petroleum in Peru, 1980-2004
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BTZ, a small independent contractor, has started developing a project to drill
new wells, produce offshore gas from the northern offshore basin, and generate elec-
tricity for the local market and for exports to Ecuador. BTZ requested International
Finance Corporation (IFC) financing for this project, which would initially supply
74 million cubic feet per day of natural gas to three electricity generators in Arenilla,
Ecuador, with an eventual extension to Guayaquil. BPZ is also planning to construct
a gas-fired power plant in Peru that would source gas from the offshore Block Z-1
fields. Analysts estimate that this block contains 130 billion cubic feet of proven
reserves and at least 3 trillion cubic feet of total possible reserves. IFC already had a
positive experience in participating in gas power projects in Peru from its involve-
ment in the Aguaytia project in the central jungle.

Upstream, Peru has adopted pragmatic policies to attract private investors. It has
provided legal stability and put in place flexible terms in its exploration and produc-
tion model contract. In recent years, options for a company willing to invest in risk
ventures in South America have decreased. Bolivia, Ecuador, Venezuela, and even
Argentina are failing to offer the required legal and political stability. More politically
stable countries such as Chile, Uruguay, and Paraguay do not have many interesting
geological prospects. Thus Peru, along with Colombia and Brazil, is benefiting from
the high prices and the incoming risk capital investments attracted by both geologi-
cal potential and a secure legal framework.

Resisting the regional populist political wage and the temptation of contesting
contracts and concessions would preserve Peru’s competitive position. The highly
volatile prices, development of new technologies, and access to foreign gas markets
demand a constant reassessment of the contractual and taxation schemes to be pro-
posed in the next licensing rounds. It would be beneficial to tailor incentives to the
challenge of exploring frontier areas, where discoveries have so far been elusive and
transport infrastructure does not exist.

II1. Refining and Distribution of Petroleum Products

The Toledo government has not paid sufficient attention to the development of the
refinery sector, and consequently Peru was late in eliminating leaded gasoline (2005)
and is importing a significant amount of diesel oil.

During the past decade, all through the Latin America region, the downstream
sector has experienced a strong recession (World Bank 2002). In the hands of the
public sector, with insufficient investments, inadequate crude supplies, and lower
margins, the refineries would be able to produce the better-quality products
demanded by consumers throughout the region if they were modernized.

In the case of Peru, a project to upgrade the refinery of Talara in the northern
region has been under discussion for the past 10 years. Repsol took over control of
La Pampilla Refinery near Lima in the mi