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LOAN AND PROGRAM SUMMARY
REPUBLIC OF PERU

BOOSTING HUMAN CAPITAL AND PRODUCTVITY
DEVELOPMENT POLICY FINANCING WITH A DEFERRED DRAWDOWN OPTION

Borrower:

Republic of Peru

Implementing Agency:

Ministry of Economy and Finance (MEF)

Financing Data:

IBRD Loan

Amount: US$ 1.25 billion.

Terms: Flexible Loan at 6 Month Libor plus variable spread, with a maturity of
14 years and 13.5-year grace, with bullet repayment of principal.

Front end fee: 0.25 percent of loan amount to be financed from own resources.
Stand-by fee: 0.50 percent on the Unwithdrawn Loan balance

Operation Type:

Development Policy Financing with a Deferred Drawdown Option (DPF-DDO)

Main Policy Pillars and
Program Development
Objective(s):

The objectives of the DPF-DDO are to support Peru’s efforts to boost human
capital and productivity by: (i) enhancing the education policy framework to
enable better quality of skills, (ii) facilitating the entry, operation, and exit of
firms; and (iii) reducing transaction costs in trade.

Result Indicators

The PDOs and program supported have the following result indicators:

. Increase the share of programmed merit-based promotions and
appointments for teachers and school principals within the Teaching
Career outside Lima and Callao from 60% in 2014 to 75% in 2017.

° Increase the number of secondary schools that implement the new
school-day model from 0 in 2014 to 1500 in 2017; and include learning
outcomes in the stated targets of the performance-based financial
incentive mechanism for subnational entities; baseline: 0% in 2014,
target: 100% in 2017.

° Increase private sector investment in the construction and/or
maintenance of public schools from 0 in 2014 to US$150 million in 2017.

. The number of universities and university programs under revision to be
licensed increases from 0 in 2014 to 20 in 2017.

. Number of new firms incorporated online in the System of Online

Registration (Sistema de Intermediacion Digital-SID); 0 before October
2014; 5,000 by 2017.

. Number of bureaucratic barriers voluntarily removed from the legal
framework by entities of the Public Administration due to an action of
INDECOPI; 91 in 2013; 1,000 between 2014 and 2017.

° Reduction in the average amount of monthly withholdings (which would
increase liquidity for firms) due to the system by US$70 million from
2014 to 2017.

o Increase in the average recovery rate of creditors on insolvencies from
28.5% in 2014 to 36% in 2018.

. The time to import declines by 10% in 2017 compared to 2014.

° Increase in the number of Conformity Assessment Bodies for products,

processes, and management systems by 20% from 2014 to 2017
(baseline: 115 in 2014, target: 140 in 2017).

Overall risk rating:

Moderate

Operation ID:

P156858
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IBRD PROGRAM DOCUMENT FOR A
PROPOSED LOAN TO THE REPUBLIC OF PERU

1. INTRODUCTION AND COUNTRY CONTEXT

1. The proposed Boosting Human Capital and Productivity Development Policy
Financing with a Deferred Drawdown Option (DPF-DDO) aims to support Peru’s efforts to
foster productivity growth under a more challenging external environment. Lower export
demand, including from China, worsening terms of trade, and the prospects of higher borrowing
costs are affecting a large number of emerging economies. In this context, a larger portion of
economic growth in Peru will have to come from further productivity gains. The proposed DPF-
DDO supports measures targeting key productivity constraints by enabling the improvement of the
quality of human capital, fostering competition pressures, and facilitating trade. Given the
Presidential elections in mid-2016 !, the proposed operation is a stand-alone DPF-DDO.
Nevertheless, the reforms supported are the first installment of widely backed medium term reform
programs—the National Competitiveness Plan 2014-18 and the National Education Project to
2021. This DPF-DDO will also help to maintain the dialogue with the next government, facilitating
the implementation of the reform agenda. The proposed amount for the DPF-DDO is US$ 1.25
billion.

2. Sound macroeconomic and structural policies over the last 20 years, also supported
by favorable external conditions over the last decade, rendered significant growth and
poverty reduction. Peru grew at an average of 4.5 percent per year during 1990-2013 (compared
to regional and global growth of around 3 percent). Under a more favorable external environment
for its commodities, Peru grew at an even faster average rate—above 6 percent per year—during
the last decade. Growth helped Peru to reduce poverty from 55 to 24 percent of the population
between 2001 and 2013, faster than other countries with similar income levels (Figure 1). Growth
was also widely shared: between 2004 and 2013, real income per capita of the bottom 40 percent
grew at an average rate of 6.8 percent, faster than the national average (Figure 2). Growth was the
main driver of poverty reduction and inequality primarily through improved labor incomes rather
than redistribution policies, and in the context of a smaller size of the state relative to other higher
middle income countries.

3. Peru continues to have a sound macroeconomic policy framework. Throughout the
period of high growth and unlike many countries, Peru saved the commodities’ windfall, leaving
itself with significant savings to continue to afford needed investments and strong macroeconomic
buffers to face more challenging times. Indeed, domestic savings increased from just above 10
percent of GDP in the early 1990s to 24 percent in 2014, with public sector savings playing a key
role over the last 10 years. Growth slowed to 2.4 percent in 2014. The recovery is expected to be
gradual since Peru’s growth potential in the following years is likely to be lower compared to that
of the last decade under the assumption of a non-temporary price adjustment on the country’s main
exports. The current account is hovering around 4 percent of GDP and remains mostly covered by
FDI and portfolio investments. Foreign exchange reserves stood at 32 percent of GDP or 20 months
of imports by the end of December 2015. Monetary policy has been prudent and the Central Bank

! The first round of the Presidential election is planned for April 2016 and the second round, if needed, would take
place in June 2016.
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adheres to a well-established inflation targeting regime. The strong macroeconomic buffers have
allowed the country to undertake a moderate and temporary fiscal impulse with the aim to smooth
the economic transition to the less favorable external environment, without compromising
macroeconomic stability. A gradual fiscal policy tightening is expected to begin in 2017—the
fiscal deficit is projected to peak at 3 percent of GDP in 2016 and come down to 2.5 percent in
2017. Public debt has remained relatively low at 20 percent of GDP and net public debt was 3
percent of GDP in June 2015 (one of the lowest in the world).

4. Under a less favorable external environment, growth will have to rely much more on
productivity. While growth requires a number of important ingredients, increasing productivity
will be a critical one in Peru. Productivity contributed to about a third of the country’s growth over
the last years, but there is still a large productivity gap with high-income countries. Peru’s growth
dividend from closing that gap is significant and this can be supported through deeper and sustained
reforms targeting key determinants of productivity growth in Peru: human capital, competition,
and trade.

5. Against this background, the authorities have started a new wave of reforms
supported by two parallel DPF-DDOs. This operation supports the objectives of the authorities’
reform agenda to boost firms’ human capital and productivity focusing on: (i) enhancing the
education policy framework to enable better quality of skills, (ii) facilitating the entry, operation,
and exit of firms; and (iii) reducing transaction costs in trade. Among other important factors
limiting growth are the country’s infrastructure gaps and managing the available resources for
public investments adequately. A parallel and complementary DPF-DDO, would support measures
to improve the management and reporting of public expenditures in subnational governments and
to improve the legal and institutional framework for public-private partnerships (PPPs). The
objectives of these DPF-DDOs are fully aligned with key parts of the Country Partnership Strategy
(CPS).

6. From a financing perspective, the proposed DPF-DDO is an important element of the
authorities” medium term financial plan and a buffer to negative shocks. The proposed
operation supports the authorities’ medium term financing plan, debt maturity, and cost strategy.
The authorities see the DPF-DDO as a very useful alternative, particularly as borrowing costs for
emerging economies may increase in the context of the tapering of monetary policy in the United
States. They also value the hedging feature of the DDO, particularly in times of volatility in
international capital markets. This type of financing may also help as a buffer for other shocks if
they materialize beyond expectations. For example, the climatic phenomenon El Nifio may have a
strong adverse effect on the country’s infrastructure and on economic sectors such as agriculture
and fisheries. In the context of strong institutions for macroeconomic management authorities in
one government use disbursements out of DDOs, but leave new contingent financing options to
future governments, as demonstrated in with the use of resources in the previous DPF-DDOs of
2008-09.

7. A DPF-DDO is also important for policy and institutional reform continuity. The

authorities value the technical support of the World Bank’s policy-based financing. This support

is embedded in the proposed DPF-DDO design, preparation, and supervision. With a Presidential

election in mid-2016, this instrument also signals an ongoing commitment to policy reforms. That

is, by focusing on policy changes with long-term impact, which are also anchored in the widely
2



backed medium-term reform programs of the country that go well beyond 2016, this operation
supports policy and implementation continuity beyond the financing option for the incoming
administration.

Figure 1. Growth has been pro poor Figure 2. Growth has been broadly shared
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Commission for Latin America & the Caribbean.
2. MACROECONOMIC POLICY FRAMEWORK
2.1 RECENT ECONOMIC DEVELOPMENTS
8. Peru’s growth over the past decade was one of the fastest in the Latin America and

Caribbean region (LAC), but its pace has recently slowed. Between 2004 and 2013, GDP grew
at an average annual rate of 6.2 percent on the back of prudent macroeconomic policies, structural
reforms, large foreign direct investments, and a favorable external environment. Growth slowed in
2014 to 2.4 percent—still faster than the average for the LAC region (which advanced only 0.8
percent). Public investment in real terms contracted by 2.0 percent in 2014; the main driver was
slow execution rates of subnational governments despite an increase in central government’s public
investment due to construction and improvement of roads across the country. A weak external
environment with declining commodity prices and the economic slowdown of key trading partners
(especially China) led to a contraction of private investments and exports. At the same time, and
like in other mineral exporting countries, the economy suffered from the postponement of large
mining projects. Performance of the fishing sector was affected by weather related events.

9. The current account deficit narrowed slightly in 2014, and remained chiefly financed
by foreign direct investment (FDI). The current account deficit improved marginally from 4.2
percent of GDP to 4.0 percent in 2014 (Table 1), owing to a decline in the outflow of foreign firms’
profits which outweighed the impact of the fall in commodity prices. Copper and gold are the two
most important commodities in Peru and accounted for about 35 percent of total exports in 2014.
Copper prices have been declining since 201 1. But overall commodity exports represent only about
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13 percent of GDP. Net FDI reached 3.8 percent of GDP, down from 4.5 percent of GDP in 2013,
mainly due to a slowdown in the extractive industry investments. The terms of trade deterioration
of 2013-14 is expected to continue in 2015. International reserves fell slightly from US$65.7 to
US$62.3 billion between 2013 and 2014. But they remain at comfortable levels, accounting for 32
percent of GDP or 20 months of imports by the end of December 2015.

10. Inflation expectations remain well-anchored. Average inflation, measured by the
consumer price index, amounted to 3.2 percent in 2014, only marginally above the upper level of
the target band. In an effort to mitigate the slowdown, the Peruvian Central Bank (Banco Central
de Reserva del Perd, BCRP) reduced its policy rate from 4 to 3.5 percent in 2014 and further to
3.25 percent in January 2015. It also eased reserve requirements to free up 4.9 billion of Soles. The
reduction in the policy rate has recently been reversed—the BCRP increased the policy rate to 3.5
percent in September 2015 and to 4 percent in January 2016 to temper inflationary expectations.
The BCRP also allowed the currency to depreciate, especially during the last months of 2014. The
Soles depreciated by 6.3 percent in 2014 and by 14.5 percent in 2015, after lifting temporary
interventions to smooth out the rate of depreciation. Additional de-dollarization measures were
initiated in the last quarter of 2014, particularly higher reserve requirements for foreign currency
deposits and Repo operations in local currency to support credit growth in Soles. The dollarization
ratio of private sector credit fell from 38 to 31 percent between November 2014 and November
2015. Growth of private sector credit slowed to an annualized rate of 10.4 percent in November
2015, compared to 10.6 percent in November 2014. Furthermore, between November 2014 and
2015, credit in local currency surged by 29.2 percent while credit in foreign currency shrank by
19.4 percent, the lowest rate recorded so far.

11.  The banking sector remains profitable, well-capitalized, and resilient to external
shocks. The ratio of regulatory capital to risk-weighted assets remained stable at 14.3 percent as
of November 2015. The banking system’s return on equity remained among the highest in the
region and reached 22 percent in November 2015. The non-performing loans (NPLs) ratio for the
banking sector is low, but increased slightly from 2.5 to 2.6 percent between November 2014 and
2015. The ratio of provisions to overdue loans remains high at 160 percent in November 2015. For
the financial system as a whole—including banks, municipal credit unions, and other lending
institutions (excluding cooperatives)—the NPLs ratio slightly increased from 2.9 percent in
November 2014 to 3.0 percent in November 2015.

12.  The overall fiscal balance turned from a surplus in 2013 into a small deficit in 2014.
The overall balance of the general government fell from 0.7 percent of GDP in 2013 to -0.3 percent
of GDP in 2014 as a result of the economic slowdown and a moderate fiscal impulse that started
in late 2014. The fiscal impulse for 2014/15 consists of a gradual reduction in income tax rates and
higher current expenditures (mainly salaries). The fiscal cost of these measures is estimated at 0.25
percent of GDP in 2014 and 1.6 percent of GDP in 2015. In 2015, the general government deficit
is expected to increase primarily because of the continued gradual reduction in income tax rates
while overall spending is expected to stay at a comparable level, as percent of GDP, to 2014. The
expected fiscal deficit for the general government in 2015 is projected to be around 2.4 percent of
GDP.



13.  Public debt levels remain low owing to sound macroeconomic policy management in recent
years. In 2014, Peru’s total public debt stood at US$39 billion, or 20.1 percent of GDP, down from
42 percent in December 2005 (Figure 3), one of the lowest in Latin America (Figure 4). The
reduction in public debt followed a decade of high real GDP growth accompanied by overall fiscal
surpluses. There has also been a significant change in the debt structure: domestic currency
denominated debt now represents more than half of the total public debt while it was close to eight
percent a decade earlier. The average maturity of debt also increased from 8§ to 12 years between
2001 and 2014. Markets have recognized Peru’s prudent macroeconomic policies by continuously
upgrading its sovereign debt ratings. Moody’s upgraded Peru’s sovereign rating in July 2014 from
Baa2 to A3, with a stable outlook, reflecting, in addition to a sound macroeconomic management,
a good record in implementing structural reforms in pension systems, health care, education, and
public private partnerships for infrastructure investments.

Figure 3. Public debt Figure 4. Public debt in LAC in 2014
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Table 1. Peru: Key Macroeconomic Indicators, 2011-2017

2011 2012 2013 2014 2015 2016 2017
Real sector Annual percentage change, unless otherwise indicated
GDP (nominal--local currency) 469,854 508,326 545,554 575,250 593,901 628,066 666,637
Real GDP 6.5 6.0 5.8 24 2.7 33 45
Per Capita GDP (In US$ Atlas Method) 5,378 5,634 5,891 5,962 6,052 6,182 6,390
Contributions:
Consumption 4.2 4.6 4.0 3.6 2.9 2.3 25
Investment 33 2.8 3.0 -14 -0.5 14 18
Net exports -1.1 -14 -1.2 0.2 0.2 0.4 0.1
Imports 116 11.3 29 -1.5 -1.8 2.7 31
Exports 6.9 5.8 -1.3 -1.0 -0.9 1.0 39
Unemployment rate (ILO definition) 39 36 39
GDP deflator 5.2 21 15 3.0 0.6 24 16
CPI (average) 34 3.7 2.8 3.2 3.8 35 2.8
Fiscal Accounts Percent of GDP, unless otherwise indicated
Expenditures 19.8 20.3 216 22.6 22.6 23.3 225
Revenues 21.8 224 22.3 22.3 20.2 20.3 20.0
General Government Balance 1/ 2.0 21 0.7 -0.3 -2.4 -3.0 2.5
Selected Monetary Accounts Annual percentage change, unless otherwise indicated
Base Money 15.1 12.2 14.8 8.8
Credit to non-government 21.6 133 18.4 135
Interest (key policy interest rate) 4.25 4.25 4 35 35
Balance of Payments Percent of GDP, unless otherwise indicated
Current Account Balance -1.9 2.7 -4.2 -4.0 -4.3 -4.2 -3.3
Imports 25.6 25.2 24.7 239 20.5 20.6 20.3
Exports 29.7 21.2 24.1 22.4 18.2 174 17.0
Foreign Direct Investment 44 6.1 45 3.8 41 39 37
Gross Reserves (in US$, eop) 48,859 64,043 65,711 62,353
In months of next years’ imports 15.8 18.7 18.7 18.3
As % of short-term external debt 7.7 7.2 10.2 8.9
External Debt 28.2 30.8 30.1 318
Terms of Trade (percentage change) 6.9 2.0 5.7 -4.6 -5.8 -39 -1.8
Exchange Rate (average) 2.8 2.6 2.7 2.8
Other memo items Percent of GDP, unless otherwise indicated
GDP nominal (in million US$) 170,564 192,680 201,849 202,597 185,594 184,725 196,070
Non-Financial Public Sector (NFPS) balance 2.0 23 0.9 -0.3 -2.7 -3.0 -2.6
Gross Public Debt 22.1 20.4 19.6 20.1 22.9 24.8 255
Net Public Debt 8.6 5.0 37 4.0 3.0
Gross NFPS financing needs (in million US$) -1,993 -2,788 1,288 3,895 7,750 7,396 7,624
External 1,024 967 967 382 2,718 5,743 2,339
Internal -3,017 -3,755 321 3,513 5,032 1,653 5,285

Source: Government of Peru data and World Bank staff calculations and projections.
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Table 2. Peru: Key Fiscal Indicators, 2011-2015

(Percent of GDP)
2011 2012 2013 2014 2015 2016 2017
Overall Balance 2.0 2.1 0.7 -0.3 2.4 -3.0 -25
Primary balance 3.2 31 18 0.8 -14 -1.8 -1.3
Total Revenues (and grants) 218 224 22.3 223 20.2 20.3 20.0
Tax revenues 16.4 16.9 16.8 17.0 15.2 153 149
Taxes on goods and services 7.5 7.5 7.7 7.8 7.3 7.6 7.5
Direct Taxes 7.2 7.3 6.7 7.0 58 5.6 54
Taxes on international trade 0.3 0.3 0.3 0.3 0.3 0.3 0.3
Other taxes 15 18 21 19 18 18 18
Non-tax revenues 34 34 3.2 31 2.8 3.0 3.0
Social insurance contributions 1.9 2.0 21 22 1.9 1.9 2.0
Capital revenues 0.1 0.1 0.2 0.1 0.2 0.1 0.1
Grants 0.0 0.0 0.0 0.0 0.0 0.0 0.0
Expenditures 19.8 20.3 21.6 22.6 22.6 23.3 225
Current expenditures 14.6 14.7 15.5 16.7 16.8 17.1 16.4
Wages and compensation 49 5.0 54 5.9 6.2 6.4 6.3
Goods and services 5.1 5.6 5.8 6.1 6.2 6.3 5.9
Interest payments 12 11 11 11 1.0 12 12
Current transfers 35 3.0 3.2 3.6 34 3.2 2.9
Capital expenditures 5.2 5.7 6.1 6.0 5.8 6.2 6.1
Capital investments 49 54 5.6 55 5.3 5.8 5.7
Capital transfers 0.3 0.3 05 0.5 0.5 0.5 04
Non-financial Public Sector financing requirements -1.3 -14 0.7 1.8 4.0 3.8 37
Amortization 0.7 0.9 1.6 15 14 0.8 11
Non-Financial Public Sector balance 1/ 2.0 2.3 09 0.3 -2.7 -3.0 -2.6

Source: Multiannual Macroeconomic Framework for 2016-18 from MEF and Government of Peru data.
1/ The general government balance includes the central and local governments’ balances but excludes public enterprises. The Non-
Financial Public Sector balance includes the general government balance and the balance of non-financial public enterprises.

Table 3. Peru: Balance of Payments Financing Requirements and Sources, 2011-2017

2013 2014 2015 2016 2017
BOP financing requirements and Sources

Financing requirements (US$ million) -16,369 -15,296  -13,842 -14,119 -14,437
Current account deficit -8,474 -8,031 -8,025 -7,834 -6,440
Long term debt amortization (excl. IMF) -5,731 -5,287 -6,020 -6,285 -7,997
Other short term capital outflows -2,164 -1,978 203 0 0
Financing Sources (US$ million) 16,369 15,290 13,842 14,119 14,437
FDI and portfolio investments (net) 13,883 6,005 3,805 4,522 5,141
Capital grants 0 0 0 0 0
Long term debt disbursements (excl. IMF) 5,388 7,103 8,517 9,202 9,273
Change in reserves -2,907 2,171 1,508 384 11
IMF credit (net) 0 0 0 0 0

Source: Government of Peru and Central Bank data, and Bank staff calculations and projections.
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2.2 MACROECONOMIC OUTLOOK AND DEBT SUSTAINABILITY

14.  Economic growth is projected to be slightly above its 2014 level and to recover
gradually in 2016-17. The recovery path is based on the assumption of a non-temporary price
adjustment on the country’s main exports and as a consequence a reduced growth potential over
the projection period compared to that of the last decade.” Investment continues to be low in 2015
due to sluggish private investments. Total investment is projected to rebound somewhat in 2016
on the back of an increase in public investments and a stabilization of private investment, including
the start of several large public-private partnership infrastructure projects. Over the past few years,
the government has signed on 10 new projects, equivalent to US$14.3 billion. The large public
investments will support growth in 2016 despite stagnating exports and a slowdown of public
consumption. Exports are projected to remain low in 2016 but would start to rebound in 2017 when
the fishery sector is expected to recover and several mining projects are expected to have entered
into production (e.g., Antamina, Toromocho, Inmaculada, Invicta, Constancia, Shahuindo, Las
Bambas, and Cerro Verde). But the positive outlook is subject to downside risks due to global
export demand, financial conditions, and uncertainty regarding the execution rates of the large
infrastructure investment projects.

15.  The current account deficit is projected to hover at around 4-4.5 percent of GDP in
2015 and 2016 and to narrow thereafter. This deficit is projected to be financed by FDI inflows
and government’s long term borrowing. The decline in exports due to falling commodity prices in
2015 is partly counterbalanced by the depreciation of the currency. Moreover, prices of imports
also fell netting out the decline in exports—import prices fell by 9 percent relative to a 13 percent
price decline of exports. The current account deficit is projected to be around 4.3 percent of GDP
in 2015. It is projected to remain at that level (4.2 percent of GDP) in 2016 as global demand for
commodities is expected to remain weak and the climatic phenomenon “El Nifio” is expected to
continue to reduce the exports of the fishery sector in 2016. But it would recover starting in 2017
on the back of a gradual export recovery.

16. Inflation is expected to remain well-anchored. Despite edging slightly above the upper
target band in 2014 (3.2 percent), inflation projections between 2015 and 2018 are between 3 and
4 percent. The Sol’s depreciation may affect inflation for tradable goods in 2015, but the effect will
be compensated for by decreasing commodity prices. The inflation rate is expected to increase
somewhat to 3.8 percent in 2015, slightly above the higher level of the band fixed by the Central
Bank, and then start to decline again. Monetary policies are expected to continue to support price
stability.

17. The general government deficit is expected to peak at 3.0 percent of GDP in 2016 and
decline thereafter. The large fiscal buffers accumulated over the past decade have allowed for a
moderate and temporary fiscal impulse smoothing the economic transition to the less favorable
external environment. The fiscal impulse started in late 2014 and is projected to continue into 2016.
The projected increase in the fiscal deficit by 0.6 percentage points of GDP in 2016 (compared to
2015) is expected to be driven primarily by public investments (and a marginal carry over effect
of the wage increase of late 2014). But a gradual fiscal policy tightening is expected to start in
2017. The fiscal deficit is projected to decline to 2.5 percent of GDP in 2017, primarily driven by

2 Barly 2015 World Bank and IMF estimates suggest that potential output growth amounts to 4.5 percent of GDP.
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expenditure retrenchment. While the government is projected to maintain the level of capital
expenditures in 2017, it will reduce the share of current expenditures in GDP (Table 2). The deficit
is expected to gradually decline to 1 percent of GDP by 2020 in structural terms. Fiscal policies
are expected to uphold the Fiscal Responsibility and Transparency Law® which limits government
debt to 30 percent of GDP. The government is expected to continue to implement a prudent
medium term fiscal framework, including strengthening the control over subnational expenditures.
Peru’s Medium-Term Fiscal Framework projects gross financing needs to be US$22 billion from
2016-18, three-fourths of which are planned to be funded externally.

18.  Peru’s low public debt levels are resilient to adverse economic shocks. In the baseline
scenario (Table 1),* total public debt is expected to increase until 2019 as a result of the fiscal
deficits, and to start declining thereafter (Figure 5). The debt analysis indicates resilience to
different economic shock scenarios. A real interest rates increase of 2 percentage points for two
consecutive years would raise the debt to-GDP ratio—it would peak at 28 percent in 2019 and start
declining thereafter (Figure 5). The debt-to-GDP ratio is projected to rise to 28.2 percent in 2020
in a scenario of a real depreciation of 30 percent for two consecutive years and to 29.4 percent in
a scenario of a one-time growth shock (reducing economic growth to 0 percent in 2016).

Figure 3. Debt Sustainability Analysis
(Debt as percentage of GDP under different scenarios)
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Source: MEF, BCRP, and World Bank staff calculations.

19.  The risks to the economic outlook stem from external conditions and domestic factors
and other exogenous shocks. Growth rates are vulnerable to further shocks in mineral prices, a
further slowdown in external demand for Peruvian exports, and unexpected global volatility and
higher borrowing costs transmitted through financial channels. Volatility in mining prices

3 The guidance also includes the following elements: (1) the non-financial level of spending must be consistent with
the structural balance target; and (2) the growth rate of wage and pensions spending cannot exceed the nominal growth
rate of potential GDP.

* The real interest rate in the baseline scenario is the average nominal interest rate on public debt minus the projected
inflation rate (see Table 1).
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represent an important risk for the overall economic outlook. Copper and gold are the two most
important commodities in Peru and accounted for about 35 percent of total exports in 2014. But
these external risks have a limited potential fiscal impact. Revenues from commodities account for
a relatively small portion of central government budget—11.7 percent of total revenues or 2.3
percent of GDP in 2014. A further 10 percent decline in copper prices is estimated to worsen the
fiscal balance, ceteris paribus, by 0.3 percentage points of GDP. On the other hand, any further
decline in oil prices is beneficial for growth and the fiscal accounts since Peru is a net oil importer.
Domestic sources of risk include the pace of implementation of the public investment program and
a possible deterioration of investors’ confidence associated with the elections in mid-2016.
Additionally, the climatic phenomenon El Nifio may have a strong adverse impact over the next
12 months hampering the exports of the agriculture and fisheries sectors in 2016.

20.  Ample macroeconomic buffers, access to international financial markets, and a strong
track record in macroeconomic management place Peru in a strong position to mitigate the
potential impact of adverse economic shocks. Peru has full access to international capital
markets. The net public debt is about 3 percent of GDP in June 2015—one of the lowest in the
world. Furthermore, the Fiscal Stabilization Fund provides an additional buffer in case of
continued negative external shocks, although the resources in this Fund can only be used for gross
financing needs if specific criteria are met. The Fiscal Stabilization Fund’s resources increased
from US$100 million in December 2000 to US$9.1 billion in December 2014 (4.5 percent of GDP).
The government’s sound macroeconomic management also provides a buffer against negative
external shocks in the short term. The government’s strategic debt management approach has
resulted in low levels of public debt, high average maturity rates (12 years), and a low exposure to
foreign currency risks. An effective asset management policy has resulted in high international
reserves and ample fiscal buffers. Prudential regulations in the financial sector have further
reinforced macroeconomic policies. Peru’s macroeconomic policy framework is sustainable over
the medium term and hence adequate for the proposed operation.

2.3 IMF RELATIONS

21.  The government maintains an ongoing dialogue with the International Monetary
Fund (IMF) on macroeconomic policy in Peru. On May 20, 2015, the IMF’s Executive Board
concluded the Article IV consultation and highlighted that, in spite of downside risks on the
horizon, the existence of ample buffers places Peru in a comfortable position to respond to future
shocks. The IMF Assessment Letter from December 7, 2015, is presented in Annex 3.

3. THE GOVERNMENT’S PROGRAM

22.  The government's long term development plan is captured in the Bicentennial Plan:
Peru to 2021.> The Plan was published in March 2011 and presents long term objectives along
six strategic axes: (i) citizen’s rights and dignity; (i1) opportunities and access to basic services;
(ii1) state and governance; (iv) economic growth, competitiveness, and employment; (v) regional
development and infrastructure; and (vi) natural resources and environment. This operation
supports key reforms under the strategic axes (ii) and (iv) of the Bicentennial Plan (the parallel and

5 http://www.mef.gob.pe/contenidos/acerc_mins/doc_gestion/PlanBicentenarioversionfinal pdf
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complementary DPF-DDO supports key reforms under the strategic axes (iii) and (v)).

23.

The short and medium term reforms and objectives of this plan under the strategic

axes (ii) and (iv) are further detailed and reflected in the National Education Project to 2021°
and the National Competitiveness Agenda. ’

24.

The National Education Project to 2021 includes measures supported under one of

the pillars of this DPF-DDO. Its relevant strategic objectives are:

25.

Strategic objective 1 seeks to ensure that schools meet the essential conditions for learning
by providing basic inputs and services and adequate infrastructure nationwide.

Strategic objective 2 aims at improving the students’ acquisition of basic skills oriented to
personal and professional development, drawing upon an extended school-day, the use of
information technologies, and educational support programs.

Strategic objective 3 seeks to strengthen the vocation service for teachers and to link
promotions to professional achievement and work environment in the context of a merit-
based Teaching-Career.

Strategic objective 4 aims to modernize the management of the education system, including
the provision of incentives for subnational entities that are responsible for key decisions
such as hiring teachers and appointing directors.

Strategic objective 5 aims at improving the service supply of universities and other tertiary
educational institutions and to consolidate the functioning of the national system of
accreditation and certification of the quality for university education.

The National Competitiveness Agenda includes key measures supported by the DPF-

DDO. Specifically, the relevant strategic areas of action are:

Entrepreneurship Development (Area 1): under which the government aims at increasing
the ability of Peruvian enterprises to enhance their productivity in local and international
markets. Specific achievements under this area include reforms in the area of the quality of
infrastructure, among others.

Internationalization (Area 3): under which the government aims at enhancing firms’
competitiveness by easing customs processes, enhancing export and investment promotion,
and strengthening regional support systems for exporting SMEs.

Information and communication system (Area 4): under which the government aims at,
among others, improve the use of information technology in the government—including
an online business registration at the national and subnational level, electronic tax receipts,
and the launch of an electronic notification system for judicial processes.

Human Capital (Area 6): under which the government aims at enhancing the skills of the
workforce by improving the quality of tertiary education and the learning supplies and
facilities for students through the use of information technologies and the acquisition of

¢ http://www.minedu.gob.pe/Delnteres/xtras/PEN-2021.pdf
7 http://www.cnc.gob.pe/web/pagina.php?plD=647
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skills related to employability.

o Business climate (Area 7): under which the government aims at simplifying all national
and subnational procedures for firms’ entry, operation, and exit. Actions supported range
from strengthening online business registration processes, introducing a single-window
electronic process for environmental impact assessments and tourism services, improving
processes related to technical inspections for construction permits, among others.

4. THE PROPOSED OPERATION

4.1 LINK TO GOVERNMENT PROGRAM AND OPERATION DESCRIPTION

26. The DPF-DDO supports the Peruvian government’s National Competitiveness
Agenda 2014-2018 and the National Education Project to 2021. Although a portion of Peru’s
growth is already driven by improvements in productivity, in the next stage of convergence, and
under the new external conditions, a larger contribution to economic growth will have to come
from increasing productivity. There is evidence that low educational quality compared to countries
at the same level of income reduces the adoption of more efficient technologies and workers’
productivity and contributes to the high prevalence of less productive informal jobs; that markets
distortions tend to misallocate labor and capital to less productive workplaces; that small and
medium size firms in Peru grow very slowly compared to firms in countries at the same level of
income; and that Peruvian firms trade relatively little despite a liberalized trade regime.® The
National Competitiveness Agenda and the National Education Project to 2021 start a new wave of
reforms to deal with these issues. The DPF-DDO is structured around three pillars: (i) enhancing
the education policy framework to enable better quality of skills, (ii) facilitating the entry,
operation, and exit of firms; and (iii) reducing transaction costs in trade.

27.  These pillars complement each other reinforcing the impact of the reform program.
Reducing the regulatory burden for firms and enhancing private sector competition are key to
unleash private sector productivity growth in Peru. Pillar 1 aims to enhance the education policy
framework to enable better quality of skills, which enable people to find a job in the more
productive formal sector, addresses firms’ shortage of skilled workers, and raises the probability
of firms to adopt more efficient technologies. Pillar 2 supports the churning of firms that is essential
to boost the country’s overall productivity, by facilitating firm entry, reducing the costs of
operation to facilitate firms’ growth, enhancing competition forcing firms to raise their cost
effectiveness or to innovate, and enabling faster firm exit so that resources can be reallocated to
other productive activities in the economy. Pillar 3 adds further enabling conditions for firms to
trade more easily and meet quality standards in global markets. The exposure to world markets
provides additional competitive pressure forcing firms to enhance their cost effectiveness and
technology adoption, boosting the productivity of the domestic economy.

28.  The DPF-DDO incorporates a number of lessons learned from the Bank’s previous
DPO engagements in Peru and other upper middle-income countries. It builds on three lessons
that are essential to achieve the results of this operation: (i) strong government ownership; (ii)

8 See “Peru — Building on Success; Boosting Productivity for Faster Growth”, Flagship report launched in October
2015 during the Annual Meetings of the World Bank Group and the IMF.
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significant new supportive policy initiatives that are directed to high-priority issues; and (iii) a
solid track record of Bank engagement. The government requested the DPF-DDO to support
reforms in high-priority areas for their objectives and with longstanding Bank engagement
(including through in-depth analytical work such as the recently launched report “Peru — Building
on Success; Boosting Productivity for Faster Growth”. The DPF-DDO would further help the
government to signal commitment to critical reforms. Moreover, creditworthy emerging countries
like Peru benefit most from programs that permit adequate flexibility to account for rapid responses
to changing circumstances. In this context, the contingent financing embedded in this DPF-DDO
would help support the authorities financing plans for the next years.

4.2 PRIOR ACTIONS, RESULTS AND ANALYTICAL UNDERPINNINGS

PRIOR ACTIONS AND RESULTS
Enhancing the education policy framework to enable better quality of skills

Prior Action #1: Increase in the teaching quality of education in economically disadvantaged
areas by introducing a balanced and equitable system for recruiting and promoting qualified
teachers and principals within the merit-based Teaching Career System.

29. Rationale. Enhancing the quality of education and thus the human capital of the future
workforce can raise Peru’s productivity. It will provide workers with the skills necessary to find a
job in the more productive formal sector, address firms’ shortage of skilled workers, and raise their
ability to adapt new technologies or/and management practices. There are large spatial differences
in learning outcomes in Peru reducing the average quality of education and human capital in the
country. Peru has one of the lowest PISA scores in English and Mathematics, in large parts due to
differences in the quality of education across school provinces and districts. In fact, Peru has the
largest gaps in student learning outcomes among countries participating in the PISA study.’ To
increase the average quality of education, Law 29944 (Teacher Reform) of 2012 reformed the
existing teacher law to enable the implementation of a merit-based system for hiring and
promotions throughout the career for all tenured teachers. This law encouraged and rewarded high
performance and sought to attract more qualified applicants, raising the quality of teaching. Still,
it did not directly address the large spatial inequalities in the country that stem from the difficulties
of attracting qualified teachers and principals to schools in poorer areas of the country, particularly
outside Lima and Callao. For example, 70-90 percent of the teachers in rural areas are contract
teachers that are not yet included in the Teaching Career system.'? Schools in disadvantaged areas
also lack qualified school management and are often governed by teachers acting as interim school
principals.

30.  Substance of the action. In 2015, the reform introduced incentives to attract qualified
teachers and school principals to disadvantaged regions, directly targeting schooling quality where
it is needed the most. The new policy aims to ensure that the performance-based teacher career
introduced in the 2012 Teacher Reform contributes to higher teacher quality in all regions, also

9 OECD (2014) PISA 2012 Results: What Students Know and Can Do — Student Performance in Mathematics, Reading
and Science (Volume I, Revised edition, February 2014), PISA, OECD Publishing.
19 Kudo and Székely, 2015.
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benefitting schools in disadvantaged areas which now will have a chance to recruit, promote, and
retain qualified teachers and principals within the Teaching Career system. This measure has a
high potential impact on Peru’s average level of schooling quality. The Ministry of Education
(MINEDU) introduced an algorithm-based system for determining the location of new tenure
positions and promotion slots that would be opened to public competition through the Teaching
Career evaluation system. This system allocates quotas to each region for entry-level and mid-level
positions outside of Lima and Callao, encouraging qualified teachers to take up higher level
positions in more disadvantaged regions. The design of the evaluation instruments and training
program for school principals is being supported through the World Bank Basic Education project.

31. Expected results. The reforms are expected to increase the share of programmed merit-
based promotions and appointments for teachers and school principals within the Teaching Career
outside Lima and Callao from 60% in 2014 to 75% in 2017. In the medium- to long-term, it reduces
spatial inequalities in the quality of schooling, raising also the average quality in the country.

Prior Action #2: Improvement of school graduates’ learning outcomes by: (i) introducing an
extended school-day model for secondary education that strengthens the teaching of Math,
Science, English language, and soft skills; and (ii) creating performance-based financial
incentives for subnational government institutions that manage schools (UGEL and DRE) to
improve the learning environment in schools.

32. Rationale. Low educational quality leads to skill shortages and mismatches in the private
sector inhibiting productivity growth. The results of the Program for International Student
Assessment (PISA) suggest that Peru’s quality of education is deficient across the board. It is lower
than in most comparator countries with comparable income levels. Between 2000 and 2009, net
enrollment rates in secondary education increased from 69 to 78 percent and students showed
substantial improvements in average reading scores. But despite the progress, only one of four 15-
year-olds has recently reached a proficiency in mathematics which would allow them to begin
demonstrating the skills that enable them to participate effectively and productively in life.!! This
compares to an OECD average of 77 percent. Moreover, only one of three students in secondary
education reaches the basic PISA level of reading comprehension (compared to 83 percent in
OECD countries).'? Increasing teaching hours tends to improve student achievements, in particular
in the poorest and most disadvantaged school districts.!* More importantly, the extra hours are
used to teach skills in Math, English, and soft skills targeting the areas with low PISA test scores
as well as the skills demanded by the private sector. The recent introduction of a comprehensive
system to evaluate the teachers further ensures that the extra hours improve the quality of
education.

33. Tightly connected to quality shortcomings discussed above, are also the significant delays
in hiring personnel and distributing learning materials in the beginning of the school year. These
functions do not depend only on the Ministry of Education, but also on the regional (DRE) and

' Castro and Yamada. 2012. “Convexification” and “Deconvexification” of the Peruvian Wage Profile: A Tale of
Declining Education Quality. Universidad del Pacifico.

12 OECD (2014) PISA 2012 Results: What Students Know and Can Do — Student Performance in Mathematics,
Reading and Science (Volume I, Revised edition, February 2014), PISA, OECD Publishing.
13 http://blogs.worldbank.org/latinamerica/is-the-school-day-too-short-in-latin-america
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local (UGEL) education management units, which report to regional governments. This shared
responsibility entails complex administrative processes that often delay the hiring process and
distribution of materials to schools, hampering education quality. For instance, only 53 percent of
the public schools received learning materials on time for the start of the school year in 2014. The
low number is explained by large spatial discrepancies: 97 percent of schools received the materials
on time in Lima and Callao compared to only one-third of schools in rural areas.'*

34.  Substance of the action. The extended school-day reform increases the weekly teaching
by 10 hours. The extra teaching hours will be spent on teaching Math, English, Labor Education,
Science and Technology, communication and citizenship skills. The extension of the school day is
supported by improvements in school management and organization through the hiring of
additional staff for administrative, pedagogical, technological, psychological, and logistical
support (RM No. 451-2014-MINEDU; RM No. 174-2015-MINEDU). The program also includes
additional resources and support for teachers and students. The program further provides additional
computer equipment and improves school facilities. To target the delays in hiring and distribution
of learning materials and equipment highlighted above, the policy supported introduces financial
incentives provided to DRE and UGEL directly targeting a source of those administrative delays.
Under the new policy, DRE and UGEL receive additional funds if they hire teachers and principals,
distribute learning materials to schools, and enroll students in the school system on time for the
start of a new school year in March of each year. Later in the year, they receive additional funding
if they meet teacher attendance targets in their corresponding regions (No. 019-2014-MINEDU,
No. 591-2014-MINEDU).

35. Expected results. The reform is expected to increase the number of secondary schools that
implement the new school-day model from 0 in 2014 to 1,500 in 2017; and include learning
outcomes in the stated targets of the performance-based financial incentive mechanism for
subnational entities: baseline: 0% in 2014, target: 100% in 2017. In total, there exist about 8,000
secondary schools but not all of them meet the immediate requirements to introduce the extended-
day model due, for example, to infrastructure constraints. Thus, the expansion of the model is
planned in phases, starting with those schools that can readily implement the model. In the
medium- to long term, the reform is expected to enhance the quality of secondary schooling, in
particular in rural areas, reducing the large spatial differences in educational quality in Peru.

Prior Action #3: Creation of the General Directorate for School Infrastructure within the Ministry
of Education, to foster the participation of the private sector in school infrastructure upgrading,
and to separate the functions of policy formulation and planning from construction.

36. Rationale. The basic education infrastructure gap in Peru is large, particularly in rural areas
where over 900 thousand students do not have access to proper education facilities (defined as
those without basic services and insufficient room for learning activities). The 2013 Education
Infrastructure Census revealed that 69 percent of school buildings would not stand an earthquake
of great magnitude, 75 percent operate without proper ownership titles, and 34 percent do not have
any access to water or sanitation. In addition, complementary reforms targeting the quality of
education, such as the extended-school day program, require additional infrastructure investments

14 Kudo and Székely (2015) based on the National Education Survey.
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to proceed as planned. The cost of closing the infrastructure gap is estimated at 100 billion Soles.
The closure of this gap is delayed by the low current execution rates due to weak planning,
coordination, and execution capacity and due to limited financing available. The previous
institutional arrangements for public investment projects had overlapping mandates between the
three levels of government in attracting private sector investments/financing and in planning the
portfolio of infrastructure projects. The lack of a clear separation of responsibilities led to a de
facto absence of private sector investments and participation in the sector despite a number of
policies in the broader framework that allow for that participation.

37.  Substance of the action. The reform improves the division of labor across all three levels
of the government in promoting private sector participation and in planning school infrastructure
investment projects, which is an important precondition to accelerate the closure of the school
infrastructure gap in Peru. Until January 2015, the functions of planning and policy for basic
education infrastructure were part of the National Program for School Infrastructure (PRONIED).
However, PRONIED was only responsible for schools that were not designed and constructed by
subnational governments (which is the larger share). As a consequence, the central government
could not control the planning and policy of all basic education infrastructure in the country,
including the promotion of private sector participation. Supreme Decree No. 001-2015-MINEDU
separates the planning and policy functions of basic education infrastructure from the construction
of the schools. This measure also facilitates investments by the private sector since it can match
private interest with upgrading needs across the country and facilitates the process to bring-in the
private sector through a number of mechanisms as described below. In particular, a new General
Directorate for School Infrastructure (DIGEIE), under the reform supported, is tasked with the
following planning and policy functions for all basic education infrastructure: (i) leading the
process of identification, prioritization, promotion, and development of a portfolio of projects
through public-private partnership investment programs, tax deductions for school infrastructure
works, and other mechanisms that involves the participation of the private sector in the
construction, operation, and management of public schools; (i1) formalizing ownership titles and
keeping an updated public registry of school facilities and infrastructure needs; and (iii) issuing
guidelines and regulations relevant to school infrastructure (e.g., design frameworks, maintenance
and operation standards, roles and responsibilities across different government levels). The reform
facilitates planning, coordination, sustainability, and private sector participation of school
infrastructure investments.

38. Expected results. The reform is expected to increase private sector investment in the
construction and/or maintenance of public schools from 0 in 2014 to US$150 million in 2017. The
reform will also accelerate the implementation of the complementary education reforms such as
the extended school-day program (also supported by this operation).

Prior Action #4: Improvement of the framework of university education by creating the National
Superintendence of University Education (SUNEDU) and the General Directorate of University
Education (DIGESU) within MINEDU to guarantee that university programs and institutions meet
quality standards and to lead the implementation of the university reform.

39. Rationale. In Peru, firms with a higher share of workers with higher education are more
likely to adopt more efficient foreign technologies and management practices. Moreover, higher
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education is one of the factors that enables graduates to find a job in the formal sector and workers
to transition from informal to formal work.!> About 80 percent of Peruvian workers are employed
in the informal sector even though the formal sector is four times more productive. Informal
workers have on average 4 years less of education than formal workers—9.2 years versus 13.4.
But a low average quality and large quality differences across higher education institutions are a
major obstacle to the creation of human capital. Peru has a small group of prestigious institutions
of relatively good quality, but there is substantial variation in the program quality and relevance
among all institutions.'® Key determinants of low quality include outdated programs, weak
institutional capacity, insufficient teaching equipment and laboratories, and the low qualification
of professors—only 7 percent have a PhD and only 40 percent have a post-graduate degree. As a
result, an estimated one-third of higher education graduates are not employed in their line of
specialization. The creation of a higher education quality assurance system is a critical mechanism
to address these weaknesses. Such a system would raise both, minimum standards and overall
quality, by introducing self and external evaluations, promoting quality enhancements based on
these evaluations, and providing a system of quality accreditation.

40.  Substance of the action. The reform supported introduces independent quality control
mechanisms for granting licenses to university programs and institutions as part of the higher
education quality assurance system. The government enacted Law 30220 with the purpose of better
regulating the university sector, accelerating the process of quality assurance'’, and giving the
Ministry of Education (MINEDU) a clear role and responsibility in higher education. The creation
of the Superintendence for Higher Education (SUNEDU) by Decree No. 012-2014-MINEDU
facilitates the process of quality assurance and supervision through the issuance of quality licenses
(operation permits), the supervision of basic quality standards, and a more efficient use of public
resources spent on higher education. SUNEDU further has the mandate to define new guidelines
and binding quality standards for the licensing of universities. These apply to all existing and new
higher education programs and institutions. The creation of the General Directorate of University
Education within MINEDU (DIGESU) by Decree No. 001-2015-MINEDU facilitates the
implementation of Law 30220, establishes the leadership of MINEDU in higher education, and
ensures an efficient coordination with and supervision of the higher education sector.

41. Expected results. The New University Law (Law 30220) and the creation of the SUNEDU
are expected to increase the number of universities and university programs under revision to be
licensed from 0 in 2014 to 20 in 2016. This will increase the quality of higher education in Peru
addressing skill shortages and facilitating the transition towards higher value added formal sector
employment in the medium- to long-term.

15 See “Peru — Building on Success; Boosting Productivity for Faster Growth”, Flagship report for the 2015 Annual
Meetings of the World Bank Group and the IMF.

16 Castro, Juan F., Gustavo Yamada, and Omar Arias. 2010. “Analysis of School Trajectories, Career Choice, and
Insertion into the Peruvian Labor Market”. World Bank, mimio.

17 The process was initiated earlier through a public investment project, the Project for Quality Improvement of Higher
Education (PROCALIDAD) and jointly financed by the Peruvian government and the World Bank. The project aimed
to support and strengthen the National System for Evaluation, Accreditation and Certification of the Quality of
Education (SINEACE) and higher education institutions. The creation of SUNEDU and DIGESU, which is part of the
reforms supported in this DPF-DDO, is an important new milestone in the reform process to improve the quality of
higher education in Peru as it introduces a regulatory and supervision mechanism guaranteeing that the university
programs and institutions meet quality standards and implement the broader university reform agenda.
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Facilitating the entry, operation, and exit of firms

Prior Action #5: Facilitation of business entry of firms by: (i) integrating online registration
procedures into the system of public registries under the management of the National
Superintendence of Public Registries (SUNARP); (ii) creating financial incentives for large
municipalities to deliver operating licenses faster than required by law No. 28976 of February 4,
2007; and (iii) introducing a more effective risk-based classification system for technical safety
inspections for new firms.

42. Rationale. Facilitating business entry is a key determinant for productivity growth. It
promotes the entry of innovative firms and (the threat of entry) puts competitive pressure on
incumbent firms to increase their cost effectiveness and innovate. The number of licenses
procedures and the time required to obtain these influences the decision of potential entrepreneurs
to enter the formal sector. In Peru, 20 percent of firms report business licensing and permits as a
major constraint to growth which is considerably higher than the average share of 5 percent in
OECD countries. The process to comply with legal procedures to start a business in Peru required
26 days in 2014 which was significantly higher than the median number of 14 days across all
countries (Doing Business, 2015). The main regulatory burden is the time spent to obtain an
operating license from the municipality where the firm will be located which alone consumed on
average 15 days. Part of the time is consumed by technical safety inspections as the law requires
all new firms to be inspected by provincial and district governments. A risk-based classification
for safety inspections would further reduce the cost for firms to enter the formal sector.

43.  Substance of the action. Online registrations were previously managed by the Prime
Minister’s Office. After this reform, they are now integrated into the overall system of public
registries managed by the National Superintendence of Public Registries (SUNARP). SUNARP is
the most effective institution to manage online registrations as it has extensive back-office
functions, including direct connections with the country’s tax and customs administration. Its
integrated system makes the most extensive use of electronic signatures. Furthermore, SUNARP
has a growing network of front-office functions in the form of the notaries that voluntarily become
portals of SUNARP’s systems. The legal change also provides financial incentives for larger
municipalities if they issue operating licenses within a period of 10 days. Moreover, the risk-based
classification system for safety inspections would replace the existing system whereby inspected
firms were selected exclusively on the basis of their location and size, especially when firms are
initially registered. Municipalities often have low supervision capacities to identify higher-risk
firms so that the selection can be arbitrary and left to the discretion of local public officials. The
new risk-based approach preselects only firms that present major safety risks because of their
activities and other relevant firm characteristics. The reforms directly target efficiencies of
municipalities which consume more than half of the time for firms to enter the market.

44. Expected results. The new System of Online Registration became effective on October 1,
2014. The reforms are expected to increase the number of new firms incorporated online in the
System of Online Registration (Sistema de Intermediacion Digital-SID); 0 before October 2014;
5,000 by 2017. For example, improving the effectiveness of online registration systems has been
shown to promote firm entry into the formal sector (World Development Report, 2016). In the long
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term, the reduction in time and cost for firms to obtain an operating license from municipalities,
including the more effective risk-based classification system for technical safety inspections for
new firms, encourages firm entry. The increase is expected to be more pronounced in service
sectors where the regulatory burden on startups was higher and problems of factor misallocation
seem to be more acute.'®

Prior Action #6: Limit the discretion of all government bodies to impose regulations and
administrative procedures outside the national legal framework, by strengthening INDECOPI’s
power to sanction non-compliance with the legal framework.

45. Rationale. Many regulatory improvements to enhance competition and consequently the
productivity of firms have been enacted, but significant challenges remain in the implementation
of the legal framework, particularly at the subnational level. Often, municipalities, control
important aspects of the regulatory environment and impose most of the bureaucratic barriers for
local businesses. In 2013, three-quarters of the complaints about bureaucratic barriers outside of
the legal framework originated from actions of local governments and decentralized public entities.
The number of complaints increased dramatically in 2014." Local bureaucratic barriers enhance
the discretion of (local) public officials to discriminate between firms in the implementation of
rules and regulations which stifles competition, discourages firms’ growth, and reduces firms’
incentives to raise their cost effectiveness and innovate to break away from potential competitors.
The majority of these barriers restrict competition in backbone service sectors that facilitate local
market efficiency and access such as transport, telecommunication, retail, construction, or tourism.

46.  Substance of the action. Enhancing INDECOPI’s power is critical to promote competition
and remove local regulatory barriers. Previously, the scope of INDECOPI’s decision to act upon a
particular complaint was very limited. Moreover, firms could not refer to previous rulings and had
to submit their own, new complaint to INDECOPI even for administrative actions that had already
been declared illegal or unreasonable based on a previous complaint of another firm. A new law
in 2013 empowered INDECOPI to directly sanction responsible public officials in fast-track
procedures and to act upon complaints by firms about procedures that had already been declared
illegal or irrational in a precedent.?’ But so far these legal changes only applied to a limited number
of administrative procedures. Law 30230 of 2014 supported by this operation substantially
expanded the set of bureaucratic barriers that INDECOPI can directly sanction in fast-track
procedures to include any rules, procedures, and illegal fees that are governed by public bodies at
any government level, the Texto Unico de Procedimientos Administrativos (TUPA). The
Legislative Decree No. 1212 of 2015 further broadens the mandate to sanction de facto practices
by officials. Moreover, it introduces that public entities are required to repay any fees collected in
the past from undue bureaucratic barriers and that they must inform all citizens within 5 days about
any act that has been declared an undue bureaucratic barrier. The reform constitutes an important
step to reduce the discretion of (local) public officials to discriminate between firms in the

18 See “Peru — Building on Success; Boosting Productivity for Faster Growth”, Flagship report for the 2015 Annual
Meetings.

19 See Licetti, Martha, Donato de Rosa and Tanja Goodwin (2015). “Peru—Tackling regulatory barriers to competition
and local economy development”. World Bank mimio.

20 This precedent case has to have been initiated by the Commission and not by complaint and it has to have been
confirmed by the Tribunal and published.
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implementation of rules and regulations.

47. Expected results. The reform supported creates strong incentives for all public bodies at
any government level to voluntarily align their administrative procedures with regulatory best
practices, which foresees no undue barriers to market access. As a result, the number of
bureaucratic barriers voluntarily removed from the legal framework by entities of the Public
Administration due to an action of INDECOPI is expected to increase from 91 in 2013 to 1,000
between 2014 and 2017. Rather than creating an additional legal and institutional framework, it
substantially strengthens the implementation and enforcement of the existing framework building
on the existing experiences of its application in practice. The alignment of administrative
procedures with regulatory best practices in local government bodies will make policy
implementation more consistent and predictable across the country. It will level the playing field
among firms and facilitate firm entry, intensifying domestic market competition.

Prior Action #7: Simplification of the withholding regime for VAT payments to reduce operating
costs for firms.

48. Rationale. Cumbersome tax regulations are one of the regulatory burdens limiting private
sector competition and contributing on the misallocation of resources among firms in Peru,
whereby additional capital and labor is not necessarily utilized by more productive firms over
time.?! Tax rates, and the overall tax burden, are not high. But the National Tax Administration
Supervisory Authority (SUNAT) has been lagging behind the overall modernization process in
Peru’s government institutions raising the bureaucratic costs for firms to pay taxes.

49. Firms in Peru are required to comply with cumbersome withholding regimes for VAT
payments which were initially introduced to reduce tax evasion. The withholding regimes for VAT
payments impose additional operative costs on firms. They can also stifle competition. The regimes
impose liquidity constraints on smaller firms supplying or consuming goods and services to/from
these firms. And firms complying with the regimes are disadvantaged relative to competition from
the informal sector or competitors supplying goods or services to firms not subject to these regimes.
The idea behind these mechanisms is that designated firms—typically formal and larger
firms—make their transactions (with smaller firms) visible, enforcing their VAT payment.
Effectively, the tax regimes force larger firms to act as tax agents. Countries that had used these
regimes at early stages of VAT implementation had raised tax collection. But the success of these
regimes also implies that they must be dismounted over time to allow more standard international
VAT collection procedures to become the norm, particularly as the authorities’ implementation
capacity strengthens, and given the system’s shortcomings in terms of burden on businesses. There
are three different withholding regimes depending on whether SUNAT trusted the “buyer,” the
“seller” or neither of them:

e First, the “Perception” Regime is a mechanism whereby the seller collects prior to the
delivery of the goods a portion of the VAT due to be subsequently incurred by its customers
(buyers) on their sales transactions. The seller is required to deliver the collected amount
to SUNAT. The reform reduces the goods and services subject to the perception regime

21 See “Peru — Building on Success; Boosting Productivity for Faster Growth”, Flagship report for the 2015 Annual
Meetings of the World Bank Group and the IMF.
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from 41 to 12. Prior to the changes 41 goods or services were subject to this regime,
including, for instance, beverages, beer, wheat, and liquefied propane gas.

e Second, the “Withholding” Regime reverses the approach: the “buyer” retains a portion of
the VAT payments it would have otherwise left with the seller and forward it directly to
SUNAT. Up to 1500 firms are used under this scheme, mainly large firms, to collect VAT
on SUNAT’s behalf from small sellers.

e Third, the so called “Detraction” Regime—System of Payment of Tax Obligations with the
Central Government—which is a mechanism whereby the buyer or user of certain goods
or services deposits into the National Bank (Banco de la Nacién) a defined portion of the
VAT that the latter must pay for the transaction subject to this tax. The funds are deposited
in an account on behalf of the seller or provider of the service and must use those funds to
pay tax obligations. While the practice started as a way to formalize the former socially
owned sugar cooperatives (by now all privatized), it was applied to a vast set of sectors
starting in 2012. Prior to the changes, 39 goods or services were subject to this regime,
including for instance sugar cane, asparagus, cotton, and fish oil.

50.  Substance of the action. The new law reduces the number of goods and services subject
to the detraction regime from 39 to 26 (excluded goods are sugar cane, asparagus, cotton, and fish
oil). At the same time, the reform reduced detraction rates for an additional 16 of the 26 goods and
services. It further reduces the goods and services subject to the perception regime from 41 to 12.
With these measures, the government of Peru has taken an important first steps towards introducing
regular channels for VAT compliance.

51. Expected results. The simplification of VAT withholding regimes is expected to reduce
the average amount of monthly withholdings (which would increase liquidity for firms) due to the
system by US$70 million from 2014 to 2017. This reduces the operative costs of firms, increases
their liquidity available for investments, and enhances competition. The simplifications will not
reduce VAT revenues if tax authorities use the historical transaction information stored in the
accounts at the Bank Nacional or SUNAT effectively for tax auditing.??

Prior Action #8: Facilitation of business exit of firms by: (i) introducing electronic auctions for
asset foreclosures in order to reduce costs and risks of insolvency; (ii) creating the Registry for
Judicial Delinquent Debtors, simplifying the legal framework for insolvency; and (iii) modifying
the general law of the insolvency system in terms of quality and registry of administrators and
liquidators, simplification of administrative procedures under responsibility of INDECOPI, and
the system of offenses and penalties.

52. Rationale. High costs of insolvencies due to cumbersome bankruptcy regimes reduce the
value of asset recovery and delay the exit of the least productive firms, reducing the amount of
resources that can be reallocated to more productive ventures—that is, from firms that are exiting
to firms that are entering or growing. This contributes to the inefficiencies in the allocation of
human and physical capital across firms in Peru. Facilitating the process and reducing the costs of
insolvencies are thus an integral part of Peru’s Competitiveness Agenda to increase innovation and
firm productivity. It further complements the reforms that facilitate business entry and makes them

22 The Peruvian Central Bank has nevertheless estimated that the reforms can potentially reduce VAT revenues by up
to 800 million Soles (about USD 250 million).
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more effective.

53.  Substance of the action. The government enacted Law 30229 to facilitate the process of
exit and increase the recovery rate of firms’ assets in case of insolvencies. Previously, the process
of selling the assets of insolvent firms was largely non-transparent and there were limited
publishing requirements leaving substantial room for discretion and lack of transparency in the
way the assets were sold. As a result, Peru has a low rate of asset recovery, measuring the share of
value secured creditors recover from an insolvent firm at the end of insolvency proceedings (Doing
Business, 2015). Only 28.5 percent of asset values were on average recovered in 2014, well below
the OECD average (72 percent) and the average across Latin American countries (36 percent). The
new Law 30201 further creates this registry for delinquent debt that is public and free of charge
and managed by the judiciary. Before the reform, debtors sentenced to repayment by the judiciary
had to automatically initiate an insolvency proceeding, administered by the competition agency
(INDECOPI). After the reform, the debt record remains in the public registry as long as the debt
is not repaid which imposes a cost to the debtor reducing her credit worthiness. Furthermore,
sanctions can be imposed on delinquent debtors that do not register their assets involved in the
insolvency proceeding and those assets cannot be sold anymore.

54.  Moreover, Legislative Decree 1189 improves the insolvency regime in three important
dimensions. First, it establishes more stringent requirements to bodies that act as administrators or
liquidators, ensuring their quality, credibility, and probity. Second, it defines new fines and
penalties and strengthens the existing ones for those who fail to comply with the dissemination of
information and required procedures. Third, it streamlines insolvency procedures by reducing the
administrative burden to comply with a number of requirements. For instance, it separates the
procedures for businesses disputes from non-business disputes which are to be resolved by the
judiciary. These reforms provide greater security and guarantees for asset management involved
in case of insolvencies and streamline the administrative burden to comply with procedures.

55. Expected results. The reform is expected to reduce the scope for discretion in handling the
asset recovery process of insolvent firms, avoiding fraud, collusion, and price-fixing arrangements
in the process. It is also expected to increase the transparency in the management and sales of the
assets of insolvent firms. The reform is expected to lead to higher sales prices of insolvent firms’
assets for both, creditors and debtors, reducing the cost of insolvencies. As a result, the average
recovery rate of creditors on insolvencies will increase from 28.5% in 2014 to 36% in 2017. In the
long term, the lower bankruptcy costs are expected to encourage (potential) entrepreneurs to take
more risk and enter new markets or adopt new products or processes.
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Reducing transaction costs in trade

Prior Action #9: Improvement of the customs regime through: (i) the modernization of the Custom
Law by introducing key elements of the revised Kyoto Convention on the Simplification and
Harmonization of Customs Procedures of February 3, 2006 and the Bali WTO Trade Facilitation
Agreement of November 27, 2014, particularly improving the Authorized Economic Operators
(AEOQ) regime, and adopting a more targeted system of fines; and (ii) the elimination of all stamp
duties for Customs Declaration reducing transaction costs and in alignment with the Bali WTO
Trade Facilitation Agreement.

56. Rationale. Peru has signed a large number of FTAs with most major trading partners
granting firms based in Peru preferential access to countries that together represent 73 percent of
the world’s GDP (92 percent of total world trade). At the same time, however, relatively few non-
mining firms in Peru export or are integrated in global value chains. Despite its liberalized trade
regime, Peru trades much less than other countries at a similar level of income—total exports
accounted only for 22 percent of GDP in 2014, including mining exports. The government is thus
embarking on a new set of reforms to enhance private sector export competitiveness to harness the
opportunities given by the multiple FTAs and the country’s liberalized trade regime. An important
reform is the modernization of the customs regime which reduces firms’ regulatory burden. Both,
the World Custom Organization (WCO) and the World Trade Organization (WTO) have developed
a number of recommendations to facilitate trade, such as the revised Kyoto Convention on the
Simplification and Harmonization of Customs Procedures, which entered into force in 2006, and
the Bali WTO Trade Facilitation Agreement, adopted in 2014. Peru had already introduced the
Authorized Economic Operators (AEO) regime under which financially solvent firms with a good
track-record can apply for advanced customs clearance. But only 21 companies have yet been
certified accounting for only 2 percent of total exports two years after introducing the regime.
Moreover, an unrefined system of fines and penalties, which had not distinguished between
administrative mistakes and intended fraud, has led to excessive costs for some exporters.
Moreover, stamp duties involved transaction costs for firms in Peru, spending time for the payment
and the corresponding documentations. The elimination of stamp duties thus further reduces
transactions costs for firms to trade. The reform is consistent with the Bali WTO Agreement, which
recommends a reduction of fees associated with import and export activities.

57.  Substance of the action. The reforms supported under Legislative Decree 1235 will make
the existing AEO regime more effective. It will also improve the system of penalties and fines to
better distinguish between mistakes in administrative procedures and intended fraud while further
strengthening systems of control against illegal activities. These measures will significantly reduce
transaction costs in trade to firms. The new AEO regime also extends the application period for
advanced clearances from 15 to 30 days before the arrival of the cargo. The accreditation
requirements are simplified by facilitating solvency criteria, exempting accredited AEOs from
providing financing guarantees up front, and introducing a single declaration for all shipments in
a given period of time—all of which reduce firms’ financial and administrative transaction costs.
Moreover, the amounts of penalties and fines must now consider the context and be proportional
to the offense, in particular distinguishing between intended fraud and administrative mistakes
which may be non-punishable. Law 30230 of July 12, 2014 further eliminates all stamp duties
which constituted a fixed payment charged for customs transactions. Stamp duties were initially
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created to recover the costs of processing the single customs declaration for imports with values
exceeding 3 UIT (approximately USD 3,500). Customs administrations are already financed by
other tax payments so that the stamp duties represented a redundant transaction cost.

58. Expected results. The reforms are expected to reduce the administrative burden for firms
to trade. They will decrease the time to import directly and indirectly. For example, the more
effective incentive system in the new AEO regime will increase the number of operators to be
accredited facilitating imports. It is expected that the time to import declines by 10 percent in 2017
compared to 2014.

Prior Action #10: Establishment of the National System for Quality and the National Quality
Institute (INACAL) to enhance the systems of accreditation, standardization, and metrology,
supporting export competitiveness and access to markets.

59. Rationale. Inadequate technical standards and regulations and the lack of internationally
recognized quality accreditations undermine the competitiveness of Peruvian exporters and limit
the gains from Peru’s free trade agreements (FTAs). Until recently, overlapping responsibilities
and the lack of clear mandates to issue technical standards or regulations between various
institutions and ministries were undermining the development of an effective system of quality
accreditations and standards. The competition authority (INDECOPI) was responsible for
developing "technical standards", while various central government ministries were responsible
for developing technical regulations within their spheres of competence. The lack of an effective
national system of quality accreditation and trade facilitation, for instance, resulted in an
insufficient number of laboratories and organizations in charge of quality and product accreditation
standards. These constraints limit the ability of firms, in particular in the food-processing sector,
to harness the full opportunities of Peru’s multiple FTAs. The country is now starting the reforms
to improve the domestic institutions that facilitate quality inspections and accreditations to help
domestic firms comply with internationally recognized product and quality standards.

60.  Substance of the action. In July 2014, the government launched the National Policy on
Quality including measures to enhance the competitiveness, productivity, and trade of goods and
services. It included the creation of the National System for Quality and the National Quality
Institute (INACAL) by Law 30224. INACAL has a clear mandate as the sole agency issuing
technical standards and regulations, establishing testing laboratories, and certifying quality
standards. INACAL, which is formally associated with the Ministry of Production, is thus the only
government body responsible to regulate accreditation, standardization, and metrology, enabling
firms to meet international quality standards. The establishment of INACAL is part of the National
Competitiveness Agenda 2014-18.

61.  Expected results. The reform is expected to increase the number of Conformity
Assessment Bodies for products, processes, and management systems by 20 percent from 2014 to
2017 (baseline: 115 in 2014, target: 140 in 2017). Over the long term (beyond the scope of this
operation), it would be expected to increase the number of products exported to markets demanding
higher quality standards such as the United States and the European Union.
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Analytical Underpinnings

62.

The DPF-DDO is underpinned by extensive analytical work (Table 4), such as the

Peru—Building on Success; Boosting Productivity for Faster Growth report launched during the
Annual Meetings 2015, a number of background papers prepared for this report, and several
analytical advisory services of the World Bank, the Peruvian government or other World Bank’s
resources.

Table 4. Prior Actions and Analytical Underpinnings

Prior Actions

Analytical Underpinnings

Prior Action #1: Increase in the teaching quality of education in
economically disadvantaged areas by introducing a balanced and
equitable system for recruiting and promoting qualified teachers and
principals within the merit-based Teaching Career System
[Resolution of the General Secretariat No. 813-2014-MINEDU and
Vice-Ministerial Resolution No. 021-2015-MINEDU]

“Giving Peru a Productivity Boost:
Towards a System of Continuous Education
and Training.” Background report for the
Peru flagship.

“XXI century challenges in education in
Peru.” Background report for the Peru
flagship.

Prior Action #2: Improvement of school graduates’ learning
outcomes by: (i) introducing an extended school-day model for
secondary education that strengthens the teaching of Math, Science,
English language, and soft skills [Ministerial Resolution 451-2014-
MINEDUJ; and (ii) creating performance-based financial incentives
for subnational government institutions that manage schools (UGEL
and DRE) to improve the learning environment in schools
[Ministerial Resolution 591-2014-MINEDU]

“Giving Peru a Productivity Boost:
Towards a System of Continuous Education
and Training.” Background report for the
Peru flagship.

“XXI century challenges in education in
Peru.” Background report for the Peru
flagship.

Prior Action #3: Creation of the General Directorate for School
Infrastructure within the Ministry of Education, to foster the
participation of the private sector in school infrastructure upgrading,
and to separate the functions of policy formulation and planning from
construction [Supreme Decree No. 001-2015-MINEDU]

“XXI century challenges in education in
Peru.” Background report for the Peru
flagship.

Prior Action #4: Improvement of the framework of university
education by creating the National Superintendence of University
Education (SUNEDU) and the General Directorate of University
Education (DIGESU) within MINEDU to guarantee that university
programs and institutions meet quality standards and to lead the
implementation of the university reform [Law 30220; Decree No.
012-2014-MINEDU, Supreme Decree No. 001-2015-MINEDU]

“Innovation and firms’ productivity in
Peru”. Background report for the Peru
flagship.

“Tertiary education in Peru.” Background
report for the Peru flagship.

“Analysis of School Trajectories, Career
Choice, and Insertion into the Peruvian
Labor Market.” World Bank, 2010.

Prior Action #5: Facilitation of business entry of firms by: (i)
integrating online registration procedures into the system of public
registries under the management of the National Superintendence of
Public Registries (SUNARP) [Supreme Decree No. 007-2014-JUS];
(i1) creating financial incentives for large municipalities to deliver
operating licenses faster than required by law No. 28976 of February
4, 2007 [Supreme Decree No. 015-2014-EF]; and (iii) introducing a
more effective risk-based classification system for technical safety
inspections for new firms [Legislative Decree No. 1200]

“Peru—Building on Success; Boosting
Productivity for Faster Growth”. Flagship
report for the 2015 Annual Meetings of the
World Bank Group and the IMF
Investment climate and competitiveness in
Peru. Background report for the Peru
flagship.

IFC Advisory Services on technical safety
inspections.

Prior Action #6: Limit the discretion of all government bodies to
impose regulations and administrative procedures outside the
national legal framework, by strengthening INDECOPI’s power to
sanction non-compliance with the legal framework [Law No. 30230
and Legislative Decree 1212]

“Peru—Tackling regulatory barriers to
competition and local economy
development”. Background report for the
Peru flagship.

World Bank Effectiveness of Competition
Policy Advisory Services
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Prior Actions Analytical Underpinnings

e Prior Action #7: Simplification of the withholding regime for VAT | e “Peru—Building on Success; Boosting

payments to reduce operating costs for firms [Law No. 30230] Productivity for Faster Growth” Flagship
report for the 2015 Annual Meetings of the

World Bank Group and the IMF

e Prior Action #8: Facilitation of business exit of firms by: (i) | ® World Bank Strategic Plan for the Judiciary
introducing electronic auctions for asset foreclosures in order to | Advisory Services

reduce costs and risks of insolvency [Law No. 30229]; (ii) creating | ¢ World Bank Evidence Based Performance
the Registry for Judicial Delinquent Debtors, simplifying the legal | mprovement Strategies for the Judicial
framework for insolvency [Law No. 30201]; and (iii) modifying the System Advisory Services

general law of the insolvency system in terms of quality and registry
of administrators and liquidators, simplification of administrative
procedures under responsibility of INDECOPI, and the system of
offenses and penalties [Legislative Decree No. 1189]

Prior action #9: Improvement of the customs regime through: (i) the | ® World Bank Strengthening Custom Risk
modernization of the Custom Law by introducing key elements of | Management Advisory Services.

the revised Kyoto Convention on the Simplification and | ® The role of Imports for Exporter
Harmonization of Customs Procedures of February 3, 2006 and the Performance in Peru. Background report for
Bali WTO Trade Facilitation Agreement of November 27, 2014, the Peru flagship.

particularly improving the Authorized Economic Operators (AEO)
regime, and adopting a more targeted system of fines [Legislative
Decree No. 1235]; and (ii) the elimination of all stamp duties for
Customs Declaration reducing transaction costs and in alignment
with the Bali WTO Trade Facilitation Agreement [Law No. 30230]

Prior Action #10: Establishment of the National System for Quality | ® Services ~ Trade  Performance  and
and the National Quality Institute INACAL) to enhance the systems | Productivity in Peru: A comparative
of accreditation, standardization, and metrology, supporting export | Analysis. Background report for the Peru

competitiveness and access to markets [Law No. 30224] gigshlp.l ¢ Imports for Export
o € r10le O mports or Xporter

Performance in Peru. Background report for
the Peru flagship.

4.3 LINK TO CPS, OTHER BANK OPERATIONS AND THE WBG STRATEGY

63.  The proposed operation is consistent with the WBG’s CPS for Peru for 2012-2016
(Report No. 66187-PE). The CPS is built around four strategic objectives which are key to improve
shared prosperity and reducing poverty in Peru: (i) increasing access and quality of social services
for the poor, (ii) connecting the poor to services and markets, (iii) promoting sustainable growth
and productivity, and (iv) improving public sector performance for greater inclusion. This
operation is well-aligned with the three pillars: (i) enhancing the education policy framework to
enable better quality of skills, (ii) facilitating the entry, operation, and exit of firms; and (iii)
reducing transaction costs in trade.

64. A parallel, and complementary DPF-DDO, would support measures to make public
investments more effective and limit the financial risks to the government stemming from
PPPs. Boosting human capital and productivity growth in Peru relies on a number of factors. One
of them is addressing the country’s infrastructure gaps which requires managing the limited
available resources for public investments adequately.

65. By focusing on facilitating the entry, operation, and exit of firms, reducing
transactions costs in trade, and enhancing the quality of skills, the DPF-DDO complements
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other Bank operations in Peru. The DPF-DDO has been closely coordinated with and
complements the following operations, for example, the forthcoming Innovation and Productivity
Investment Loan (FY17). Furthermore, the proposed operation complements two current
investment operations of the World Bank in education, the Higher Education Quality Improvement
(PROCALIDAD) project and the Basic Education project.

4.4 CONSULTATIONS, COLLABORATION WITH DEVELOPMENT PARTNERS

66.  The government has extensively consulted the National Competitiveness Plan and the
National Education Project to 2021, which provide the basis for this DPF-DDO. The National
Competitiveness Plan itself is the result of the joint work of the MEF and the private sector, through
a well-established partnership in the Competitiveness Council. Further, there has been a strong
public engagement through presentations that take place every six months to highlight the results
achieved to date. The presentations are widely advertised in public media and generally include
more than 1,000 participants from the private sector, trade unions, NGOs, think tanks, universities,
and other stakeholders. All relevant documents are available at the Competitiveness Council’s
website and the MEF’s website. The government consultation procedures for new legal initiatives
includes a 30-business-day mandatory consultation period.

67.  The IMF also has a number of technical assistance activities in Peru, some of which
are connected to the policy program supported by this operation. For example, 2015 Article
IV consultation focused on issues such as securing an economic recovery and unlocking growth
potential. It included staff reports on investment dynamics and its determinants, forecasting growth
and tax administration issues.

68.  The Swiss and Canadian cooperation agencies, and the Latin American Development
Bank (CAF) have worked with the World Bank on reforms supported by the DPF-DDO.
The Swiss Cooperation supports the National Competitiveness Council and the implementation of
the ambitious agenda and targets for 2018. The World Bank and the Andean Finance Corporation
have worked closely on issues pertaining competition policy.

5. OTHER DESIGN AND APPRAISAL ISSUES

5.1 POVERTY AND SOCIAL IMPACT (PSIA)

69.  The poverty and social impacts of policy measures supported under this DPF-DDO
are expected to be either positive or poverty-neutral in the short term, and to be positive over
the medium term. The policy areas covered by the operation are: (i) enhancing the education
policy framework to enable better quality of skills, (i1) facilitating the entry, operation, and exit of
firms; and (iii) reducing transaction costs in trade. All policies aim to promote private sector-driven
growth by facilitating the entry, operations, and exit of firms, enhancing their export
competitiveness, and increasing their human capital. The reforms are expected to result in more
private sector competition raising firm productivity and inducing stronger economic growth in the
medium and long term. The higher growth is expected to be inclusive, with poorer segments of
society experiencing a sustainable increase in well-being through better access to services and
economic opportunities. The reduction in the administrative burden for formal firms and the higher
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quality of secondary and higher education are expected to reduce informality which
disproportionally benefits the bottom 40 percent of the income distribution. The impact of each
individual reform is expected to have only marginal effects on formalization but taken together, the
synergies in the proposed operation can have a noticeable impact.

70.  The DPF prior actions in the policy area of facilitating firm entry and exit are likely
to support poverty reduction in the medium and long term. The proposed operation increases
private sector competition and reduces barriers for otherwise informal firms to enter the formal sector.
As a result, the number of newly registered formal sector firms in Peru is expected to increase as soon
as overall economic conditions improve. The increase is expected to be more pronounced in service
sector where the regulatory burden on startups and informality are higher. These reforms thus favor the
creation of more opportunities for workers to enter the formal sector which disproportionally benefits
the bottom 40 percent of the income distribution who are more likely to work in the informal sector—
90 percent of the poor work in the informal sector compared with 55 percent of the non-poor and 83
percent of the bottom 40 percent of the income distribution work in the informal sector compared with
49 percent of the top 60 percent of the income distribution.

71.  The DPF prior actions enhancing competition by limiting the discretion of
government bodies to impose illegal regulations and removing cumbersome withholding
regimes for VAT payments, are not expected to have an adverse impact on poverty. The
proposed operations are not expected to have a direct short term impact on poverty or the bottom 40
percent of the income distribution since they are simplifications that will ease the regulatory burden
for formal firms. In the medium term, they are projected to reduce entry barriers for new firms to
protected (local) markets which reduces consumer prices benefitting all consumers.

72.  The DPF prior actions in the area of trade facilitation reforms have the following
poverty and social impacts:

e The modernization of the Custom Law and the elimination of all stamp duties for customs
declaration are expected to have a neutral effect on the incidence of poverty in the short- to
medium-term. The reform encourages firms to trade and to import higher quality foreign
intermediate inputs, raising long-term growth and reducing poverty.

e The establishment of the National System for Quality is poverty neutral in the short term and
expected to enhance the income of the bottom 40 percent in the long term. The reform supports
(smaller) firms to achieve internationally recognized quality standards which has the potential
to raise exports to large high income countries enabling firms to exploit scale effects. These
can create new jobs for workers in sectors such as agribusiness in the medium and long term.

73.  The DPF prior actions in the area of education reforms are expected to reduce poverty
and raise the income of the bottom 40 percent:

e The enhancement of the teaching quality in education in economically disadvantaged areas is
expected to contribute to the formation of human capital of poorer students from disadvantaged
regions reducing poverty. The reform enhances the access of students in disadvantaged areas to
higher quality education, empowering them to find a better job and move out of poverty.
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e The enhancement of the skills of school graduates by introducing an extended secondary school-
day model and the financial incentives for UGEL and DRE are expected to reduce poverty and
increase the income of the bottom 40 percent. Improving the quality of high school education is
relevant for labor market success of the poor and the bottom 40 as they are less likely to pursue
higher studies. Individuals from the lower quintiles of the distribution are more likely to drop-out
at high-school. Thus, improving the quality of high school education can potentially be an
important factor to prepare individuals for the labor market and has the potential of reducing drop-
out rates from high-school, which are especially higher among the lowest quintile.

e The creation of the General Directorate for School Infrastructure to foster the participation of
the private sector in school infrastructure upgrading is expected to be poverty neutral in the
short-term and reduce poverty in the long-term. The reform supports the agenda to improve
the quality of schooling, in particular in rural areas, disproportionally benefitting the bottom
40 percent of the income distribution.

e Improvement of the framework of university education by creating the National
Superintendence of University Education (SUNEDU) and the General Directorate of
University Education (DIGESU) within MINEDU is expected to have positive impacts on human
capital accumulation and earnings of graduates, potentially raising the income of the bottom 40
percent. The higher quality of higher education will help graduates to find a job in the formal
sector, reducing informality which disproportionally benefits the bottom 40 percent of the
income distribution.

5.2 ENVIRONMENTAL ASPECTS

74.  The specific policies supported by the DPF-DDO are not likely to have significant
effects on Peru’s environmental resources (e.g. forests, water resources, etc.) and natural
habitats. The policy areas covered by the operation are: (i) enhancing the education policy
framework to enable better quality of skills, (i1) facilitating the entry, operation, and exit of firms;
and (iii) reducing transaction costs in trade. The risk of unanticipated adverse effects to the
environment and natural resources is very small. Credible scenarios for any significant, direct or
indirect negative impacts appear very unlikely. For the measure related to school infrastructure,
the operation supports the strengthening of planning and regulation functions that enable better
engagement with the private sector and enhance coordination between the central and local
governments in this area. This is an institutional reform measure without a physical footprint
directly attached to it. MINEDU and subnational governments have in national policy the controls
needed to comply with all country-wide regulations. Peru has adequate environmental controls in
place and environmental legislation and regulations are aligned with good international practices.

5.3 PFM, DISBURSEMENT AND AUDITING ASPECTS

75. Peru’s public financial management (PFM) and public procurement systems are
sound. A joint European Union, Inter-American Development Bank, and World Bank Public
Expenditure and Financial Accountability (PEFA) assessment was published in June 2009 and
updated in 2015. The report concluded that PFM in Peru has improved since 2009 in several
aspects and remains in line with international best practices. The following aspects are important
to highlight as regards to Peru’s PFM system:
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e The Peruvian central government’s budget has improved its reliability and credibility as a
financial tool. Fiscal rules, innovation and monitoring, and transparency tools enhance budget
planning and predictability. There is a reduced variance between budget execution and the final
budget. Budget formulation continues to follow international best practice.

e Budget classifications are compatible with international practices (IMF GFS, 2001). In
addition, more than 50% of budget resources are allocated under programmatic classifications,
and predictability of budget resources is working well. There are no significant delays in
availability of funds or in payments for legal obligations.

e Budget execution is well documented and the Consolidated Government Financial Statements
(Cuenta General de la Republica) are prepared annually within six months from the end of the
year and made publicly available in both printed and electronic versions. The budget execution
reports are comprehensive, providing information on revenues, expenditures, and financial
assets and liabilities.

e Budget execution reports are audited within the legally established time periods by the CGR
and conducted pursuant to the respective regulations and within the time frames established by
law. In addition, legislative scrutiny of the annual budget bill is conducted in accordance with
well-established procedures, which are also used in examining the general accounts (Cuenta
General).

76.  Since 2009, Peru has undertaken critical reforms necessary to improve the
management of public finances. A new budget classification system using a programmatic
approach and a new chart of accounts in line with international standards were adopted and are
operating in all government ministries and agencies. The implementation of the Treasury Single
Account (TSA) at the central government level and sub-national level (regional governments and
municipal level) has been implemented and is working in line with international best practice. The
Treasury Directorate is working now on the implementation of the TSA for external sources of
funds. There has been steady progress in establishing the foundations for performance-based
budgeting, with the development of well-defined measures of performance that link priority
policies and programs. In 2015, 58% of the budget is allocated under the performance approach
through 85 budget programs, 7 percentage point higher than in 2014.

77.  On-going efforts to continue modernizing the budget and improving PFM include: (i)
the design and gradual implementation of a multi-annual budget framework (which include all
level of government’s and current and capital expenditure planning, as well debt service
payments); and (ii) continued strengthening the Budget Directorate (the implementation of a unit
on quality spending in the general directorate of budget have being playing a critical role in the
developing of performance instruments as impact evaluations and indicators); and (iii) the design
of a new Integrated Financial Management System (SIAF II).

78.  The Bank has conducted analytical work and provided technical assistance on the
public procurement system. The updated 2015 PEFA report concludes that the public
procurement system follows international best practices and has improved since 2009. In 2012, the
Bank suggested reforms to improve the effectiveness of Peru’s public procurement system in
delivering Value for Money, including: (a) onerous requirements for bidders to participate in
procurement processes, (b) the use of reference price (bracketing) “valor referencial” for
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evaluation purposes, (c¢) financial costs linked to government contracts, and (d) skill gaps linked to
low level of professionalization in procurement professionals. These, among other factors, led to
low participation amongst potential bidders as well as a high rate of failure of bidding processes.
Also in 2012, the World Bank supported the Peruvian Public Procurement Agency (OSCE) in the
design and implementation of a sustainable training program on international best procurement
practices and innovative procurement methods, in order to increase the efficiency and economy of
the procurement system, particularly for the implementation of infrastructure projects. Bank
support also facilitated the 2013 signing of a Technical Cooperation Agreement between OSCE
and the Public Procurement Office in Chile (Chile-Compra) aiming at strengthening good practices
in public procurement through the exchange of successful experiences between the two countries.
In 2014, support was provided by the Bank and other donors (SECO, GIZ) to OSCE in the reform
of the procurement law (Law 30225, approved in July 2014). The Law will enter into force once a
number of specific regulation (“Reglamento”) are issued.

79. The control environment for budget support proceeds flow has improved. A summary
of the IMF Safeguards Assessment carried out in 2007 (the latest report) found no significant
weaknesses in the Central Bank’s safeguards framework and the updated PEFA highlights the
improvements in the internal control environment of the budget process since the last evaluation
in 2009. The latest external audit report on the 2013 financial statements of Central Bank did not
reveal any significant issue related to the internal control environment; and the IMF latest Article
IV Consultation with Peru (concluded on May 20, 2015) noted the Central Bank’s sound
management.

80. The Bank will disburse the loan proceeds into the US dollars Single Treasury Account
(Cuenta Unica del Tesoro) of the MEF at the Central Bank. The funds will be available to
finance budgeted expenditures and will be fully incorporated into the Borrower’s accounting
records and financial statements. The full amount of the loan would be available as a line of credit
that can be drawn down subject to satisfactory semiannual review on the maintenance of the
program supported and an adequate macroeconomic policy framework in line with OP/BP 8.60.

81. Given that the control environment into which the DPF-DDO proceeds would flow is
adequate, the Bank will not require a dedicated account at the Central Bank for loan
proceeds. As such, no audit will be required for the deposit account.

5.4 MONITORING, EVALUATION AND ACCOUNTABILITY

82.  The Bank will work with MEF and MINEDU to monitor progress of the proposed
operation during the course of the program. For most indicators, monitoring and evaluation will
be folded into the National Competitiveness Council regular activities, chaired by the Minister of
Economy and Finance. They will be supported by MINEDU for the progress on the indicators of
the education reforms. Other ministries and agencies linked to the prior actions and results will
monitor and provide budgetary, legislative, and economic data and verify official disclosures,
directives, and regulations. The baseline and updated data are provided by the respective
specialized agencies and tracked according to the indicators and outcome measures as shown in
the policy and results matrix (Annex 1).
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83.  Grievance Redress. Communities and individuals who believe that they are adversely
affected by specific country policies supported as prior actions or tranche release conditions under
a World Bank Development Policy Operation may submit complaints to the responsible country
authorities, appropriate local/national grievance redress mechanisms, and/or the WB’s Grievance
Redress Service (GRS). The GRS ensures that complaints received are promptly reviewed in order
to address pertinent concerns. Affected communities and individuals may submit their complaints
to the WB’s independent Inspection Panel which determines whether harm occurred, or could
occur, as a result of WB non-compliance with its policies and procedures. Complaints may be
submitted at any time after concerns have been brought directly to the World Bank’s attention, and
Bank Management has been given the opportunity to respond. Information on how to submit
complaints to the World Bank’s corporate Grievance Redress Service (GRS) can be found at
http://www.worldbank.org/GRS. Information on how to submit complaints to the World Bank
Inspection Panel can be found at visit www.inspectionpanel.org.

6. SUMMARY OF RISKS AND MITIGATION

84.  This operation entails an overall moderate level of risk. Reforms are all well entrenched
in the institutional framework of the implementing agencies and the performance budgeting
framework. Together with continuous World Bank support, this would mitigate risks arising from
the forthcoming presidential elections.

85.  Political and governance risks are considered moderate and are associated with
election dynamics. The main internal risk relates to domestic politics (presidential elections April
and June, 2™ round) of 2016 and their potential impact on future reforms in these areas. These
risks are mitigated as policy continuity is very likely and unrelated to election results, partly
because it is entrenched in a technically sound management of the government.

86. Macroeconomic risks to the results of this operation are considered moderate. Peru’s
solid macroeconomic policies and fundamentals allow the government to respond to shocks. The
less favorable external environment affects all countries in the LAC region, including Peru. China
is also a significant export destination for Peru, and further deterioration of export demand in this
country would continue to affect trade balances. While commodities represent 65 percent of total
exports, they account for about 13 percent of GDP, and only around 2.3 percent of fiscal revenues
in Peru. The climatic phenomenon El Nifio may have a strong adverse impact over the next 12
months, particularly affecting the fishery sector and its exports in 2016. Nonetheless, throughout
the past period of growth and favorable external conditions, and unlike many countries, Peru saved
the commodities windfall, leaving itself with significant savings to continue to afford needed
investments and strong macroeconomic buffers. Foreign exchange reserves stood at 32 percent of
GDP or 20 months of imports by the end of October 2015. Public debt remained relatively low at
20 percent of GDP and net public debt was 3 percent of GDP in June 2015 (one of the lowest in
the world). The Fiscal Stabilization Fund (Fondo de Estabilizacion Fiscal) provides an additional
buffer in case of continued negative external shocks (standing at US$8.6 billion by end 2014 or 4
percent of GPD).

87. Risks related to institutional capacity for implementation are considered moderate.
While most reforms are well entrenched into Peru’s institutional framework, introducing a risk-
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based system for technical safety inspections in municipalities, for example, is innovative. It will
demand technical capacity and careful follow-up. The World Bank, as well as other key players,
will continue to offer technical assistant to help Peru to successfully implement the reform.

88.  Social and environmental risks are considered low. The specific policies supported by
the DPF-DDO are not likely to have significant effects on Peru’s environmental resources and
natural habitats. The poverty and social impacts of the supported policy measures are expected to
be either positive or poverty-neutral in the short term, and to be positive over the medium term.

89.  Risks related to stakeholders are considered moderate. The reforms supported are the
first installment of a widely backed medium term reform program—the National Competitiveness
Plan 2014-18, which has been broadly consulted with all key stakeholders.

90.  All other risks are considered low.

Table, Systematic Operations Risk-Rating Tool (SORT)

Risk Categories Rating (H, S, M or L)
1. Political and governance M
2. Macroeconomic M
3. Sector strategies and policies M
4. Technical design of project or program L
5. Institutional capacity for implementation and M
Sustainability
6. Fiduciary L
7. Environment and social L
8. Stakeholders M
9. Other L
Overall M

33



ANNEX 1: POLICY AND RESULTS MATRIX

DPF Prior Actions

Results

Pillar 1: Enhancing the education policy framework to enable better quality of skills

Prior Action #1: Increase in the teaching quality of education in economically

disadvantaged areas by introducing a balanced and equitable system for recruiting and

promoting qualified teachers and principals within the merit-based Teaching Career
System [Resolution of the General Secretariat No. 813-2014-MINEDU and Vice-
Ministerial Resolution No. 021-2015-MINEDU]

Increase the share of programmed merit-
based promotions and appointments for
teachers and school principals within the
Teaching Career outside Lima and Callao
from 60% in 2014 to 75% in 2017.
Source: MINEDU

Prior Action #2: Improvement of school graduates’ learning outcomes by: (i)
introducing an extended school-day model for secondary education that strengthens
the teaching of Math, Science, English language, and soft skills [Ministerial
Resolution 451-2014-MINEDU]; and (ii) creating performance-based financial
incentives for subnational government institutions that manage schools (UGEL and
DRE) to improve the learning environment in schools [Ministerial Resolution No.
591-2014-MINEDU]

Increase the number of secondary schools
that implement the new school-day model
from 0 in 2014 to 1500 in 2017; and
include learning outcomes in the stated
targets of the performance-based financial
incentive mechanism for subnational
entities: baseline: 0% in 2014, target:
100% in 2017.

Source: MINEDU

Prior Action #3: Creation of the General Directorate for School Infrastructure within
the Ministry of Education, to foster the participation of the private sector in school
infrastructure upgrading, and to separate the functions of policy formulation and
planning from construction [Supreme Decree No. 001-2015-MINEDU]

Increase private sector investment in the
construction and/or maintenance of public
schools from 0 in 2014 to US$150 million
in 2017.

Source: MINEDU

Prior Action #4: Improvement of the framework of university education by creating
the National Superintendence of University Education (SUNEDU) and the General
Directorate of University Education (DIGESU) within MINEDU to guarantee that
university programs and institutions meet quality standards and to lead the

implementation of the university reform [Law 30220; Supreme Decree No. 012-2014-

MINEDU, Supreme Decree No. 001-2015-MINEDU]

The number of universities and university
programs under revision to be licensed
increases from 0 in 2014 to 20 in 2017.
Source: MINEDU
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Pillar 2: Facilitating the entry, operation, and exit of firms

Prior Action #5: Facilitation of business entry of firms by: (i) integrating online
registration procedures into the system of public registries under the management of
the National Superintendence of Public Registries (SUNARP) [Supreme Decree No.
007-2014-JUS]; (i1) creating financial incentives for large municipalities to deliver
operating licenses faster than required by law No. 28976 of February 4, 2007
[Supreme Decree No. 015-2014-EF]; and (iii) introducing a more effective risk-based
classification system for technical safety inspections for new firms [Legislative Decree
No. 1200]

Number of new firms incorporated online
in the System of Online Registration (Sistema
de Intermediacién Digital-SID); O before
October 2014; 5,000 by 2017.

Source: SUNARP

Prior Action #6: Limit the discretion of all government bodies to impose regulations
and administrative procedures outside the national legal framework, by strengthening
INDECOPT’s power to sanction non-compliance with the legal framework [Law No.
30230 and Legislative Decree No. 1212]

Number of bureaucratic barriers
voluntarily removed from the legal
framework by entities of the Public
Administration due to an action of
INDECOPI; 91 in 2013; 1,000 between
2014 and 2017.

Source: INDECOPI

Prior action #7: Simplification of the withholding regime for VAT payments to reduce
operating costs for firms [Law No. 30230]

Reduction in the average amount of
monthly withholdings (which would
increase liquidity for firms) due to the
system by US$70 million from 2014 to
2017.

Source: SUNAT

Prior action #8: Facilitation of business exit of firms by: (i) introducing electronic
auctions for asset foreclosures in order to reduce costs and risks of insolvency [Law
No. 30229]; (i1) creating the Registry for Judicial Delinquent Debtors, simplifying the
legal framework for insolvency [Law No. 30201]; and (iii) modifying the general law
of the insolvency system in terms of quality and registry of administrators and
liquidators, simplification of administrative procedures under responsibility of
INDECOPI, and the system of offenses and penalties [Legislative Decree No. 1189]

Increase in the average recovery rate of
creditors on insolvencies from 28.5% in
2014 to 36% in 2018.

Source: INDECOPI

Pillar 3: Reducing transaction costs in trade
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Prior action #9: Improvement of the customs regime through: (i) the modernization of
the Custom Law by introducing key elements of the revised Kyoto Convention on the
Simplification and Harmonization of Customs Procedures of February 3, 2006 and the
Bali WTO Trade Facilitation Agreement of November 27, 2014, particularly
improving the Authorized Economic Operators (AEO) regime, and adopting a more
targeted system of fines [Legislative Decree No. 1235]; and (ii) the elimination of all
stamp duties for Customs Declaration reducing transaction costs and in alignment
with the Bali WTO Trade Facilitation Agreement [Law No. 30230]

The time to import declines by 10% in
2017 compared to 2014.
Source: SUNAT

Prior action #10: Establishment of the National System for Quality and the National
Quality Institute (INACAL) to enhance the systems of accreditation, standardization,
and metrology, supporting export competitiveness and access to markets [Law No.
30224]

Increase in the number of Conformity
Assessment Bodies for products, processes,
and management systems by 20% from
2014 to 2017 (baseline: 115 in 2014,
target: 140 in 2017).

Source: INACAL
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d= metales, qua anfrerla la ocanomla parana, o5 ks mas larga v profunds de ks Ciimos
65 afios. Agl an & 20155 ) proecio def cobra pepd -T8,8%, om -8.3% y poirdieo LVTI

-7, 5.
Mundo: Proyeccienes de crecimianto 2015 Epiaqdios de caldas Coneecutivas dal IPX
del Fondo Monetado Internaclonz| tindize: Aho previa & los eplaodios ce
[%ar. % anual) ca.ca=190)
—=—Fradralinkt ——fhud: —a- ZXODEIF: ——hne o
! =
M e e N
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_Af: Gragll, Chile Solzrk 3, Mésica, Uraguay ¢ Farl
Faeale: R, SCRP.

B. Comfexty Econdmico Maciomal

L3 econgmia pevana crecid 2,6% s ol padedo crero-osfubme 2015 cira ligeramente
smperior B o mglitads en ef 2044 [24%), que ostivn afecteda por Un escensio
intemacional eemplsle ¢ chogues de oferta tranditonas. Esfe meeulteda so sustonts e el
MEYOr avance e ks secioier grimariag (4,24, respocto @ iog sechures N0 ATERHoS
(2, 5%)

EE 1 ga agosta 200 Wundy s seearts fa csTISEon o deada en maseda akiad e 917 ana cecaly o "BEaz s "BeaT”
sov pengpeedvd aEstla. 5 L0 pesn do pardey @ CANIGRSAIN craninnin, i el 09 OB OB D36 G0 ralfiTaci én
ravizice, €10 g8 pangmtve 2008, Stendard & Boer's R en 4na croala, de 088- g BE+ 4 wado espacalufivo” v con
aTEecive PapENYE E7 15 d tiplemhre 2076, Fioh ealn e wis eaain a BR4" pagendd 8 g ssoenuletea’
0N ASTEPESivE NEGANE.

F Haspactu 4 #5014

Jiet Juein MR, L 7 - Teifeaos O 0-R900 317-59F0
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« A nivel sectarial, e P arocis 8.0% er oofibre, IMpeisada par (08 $eclara s primarios
que BN comiunto crmgaran 7,08, fa mapor fags en § meses, 5o destaca ef eeitads
favarabie te Ja miners matdhios g valvid 8 erecera dos digitas | 14, 9%)], registrands
E mgzes de crecimienta connun ¥ Mtfea & iniel dal ciclo de produeciin miners
fruprifata). Por si pana, fos sectoms 0o primarios g8 expandizno & 4%, favoracidos
por ef grachnianta estalia de 95 sgetorss WncWades &l coNSUMD prvado {HIBID
¥ sereicing).

v C5ba ieficar gue fos Siimes indisadores dan SeFales que I recupameiin confinears
B 0% LFUTOS e ses:

[+

De sererdo ai CHES, s producsion de slcricidad erecis ehededor da 11.8% en
digimtne, of mayer crewimiento en 85 mases. Par of fado de la demamda, fa
domanta por olechicidad de oienios files crecid 36E% ‘amprases (imerds
49 8% v awipresas manEciirgres 13.3%)E misntas que ef ragho do ofenics
CrEni 2,49,

Se redus 1z prolabiidad de un FEN fuette en of verand 2018 Ce Froerds ar
filtima comumnicade dal ENFEN, 8 probabiided os gue of FEN sen extrapriinans
it pual of FEN 97-88) sa manlans en sdlo 5%, v probabiidad de o fenfrmens
fuers 5o feduln a 25% p g pradanlidad de ur FEN moderadn g9 ireraients &
55%.

Segin IMARFE, para diciembre, se azpara un dessrmibarle tle anchoveta oo 556
mil TM; que impulsarfa ef crecimianta del segtor fuerdermsdite, dedo que el afia
pascadn ef nival da desomnanse fus Aulo. Al lenar 8n cesia ef desembargue de
noiiamthre, ef mante actenelsia Gloan2aris el TE% b e oU0is gutarizada (1.77
milenes da Th.

Sagin datos de Feiupatto, en diierirs, Akdocarwos caera -5,6%, fa manor
confraccidn en 8 mezes. E) restdtade $o explicg por fa mendor Dmoiceion de
peiniton que eeyG atredadar de =17,8%, por &l menar [reMND NtErnasiminal oar
criefa, ¥ LGN =4, 8%, (8 mgior fass &n 6 mases. Por su parbs, i@ produecitn de Fag
MNaturel crocio 8%, ecomulandd s makes corssculivos de crechaipnto
cewaticura.

En dicfembra 2015, ef indice de avance faicn de obras regislw wna calda e
-3 la menar calda ded sfs, ¥ por debeic e o rcglotadn durgnia sneno
roviopbre M18 - 16 5%

Setin ol ACRP, en mrvfamtre, of crédiio en soles orecid 22.3%. Por ol lado, &
it Bt ddlares coyd 18,49, con la que mgislra (A58 negatal POr anc2ave
Mes SONSCOWNVE; amle, Jo oalda de oeditey & empresas [-T3.6%) p famiias
[-18, 5% Ef manor ayanes da fos oredics en difares ha perniida redicl a
doladzacitn de Jos craditos 2 30,8%, -9, 7 punlog pomentuaiss dasde Nz det
204,

Da gouaitdo o INEL an & asie mdvl seligmbrs-nowiembre 2015, af smpleo e
Lima Motropolfsrs eesid 2.2% (v 1,8% previe). ef mayne registo en 21
periadee. Bin pmbargs, of empiss asatadado sa desscelerd g 0.7% anual (vs.
2 5% previe), fa mas bals B ks IMiNos cuetro rgisios. Por sn harts, o taza de

T Comsta g6 Dperaridn Ecosdenice del Sietema i onrclaac Maskeal

BT S MR,
¥ Cihas pomliniaea, Dopsidom astmasn 8 guEzizazs ge B4 400 mitanea,

o Jum i 378, Luma 1 - Teldfonse F1v-53%0 37 1-5850

40



~DECEMIO DE LAS MERSONAS GO DISCARACIDAD B EL PERLT
“ARID DE ke CAMSOHMACKEN DEL BIAR DE GRALY

ALDNED SFELEA WA
eI )

OFlCIO W° FE _2016-EF/10.01

degemplea {5,8%, s8 mantvo sie carmbips respecty of bime st md il prewio.
Rezopate 8l ngraze lsbord, oste Fumentt 4. 2%, supericy & pravio (2 3% 1 af
oremedie de fos res registies antericres (1, 89

o Segun of Ministerio de Trabajo p Pramackin del Emplec, &n ovtudre 2075, &f
CMples BN ampresas oe 108 mds rabajadores ded drmbilo urhano crewo 1,4%. su
mayorguaste en 10 messs, Esta mayortasa se dobe al desenvalimienta fpositivo
do cualm da ks cneg famas de acliddad  econdmica’ transpories,
alaccnsmiante ¢ comunicadones (4.3%), sendcids (2,73, seguith Bon
comereia #1,8%) v exbactive (1.2%) Sin embarg, e grmplas en la industna
menufacirerg santinga an tamena regativa (-1, 19} desda hace casl ook afos.

o Sin ambaige, sin pessdsly ol deleriors del sectar exiemo debina a le mayor
rdespcelcmcidn o China LATAM, la Zoma Euro, y la caids en Jos precios
infermasionales de los metales, Segun SUNAT. en nowembre, &8 exportaciones
fatelas caveron -14,2%. Este resultano se explicd poria sontrecoidn oo jos precios
te expartackin (-14 7%/, mismms que & waluman crechh ligeramentfa (6, 6%). Las
cxpoiasionee adivionsles daminuyenon -16.3%, prncipalments por menoes
andos o prodictos mineroe (-8, 7] come o {-18,3%1, cobrs (-7,8%) ¥ zinc
{-6.8%). Las exporiacianes no fadicionslss disminuyernn -10,0% faéeima ceind
conseculive), ante menams savios de productos pesuRmE {-28,8%,, fexlilfes
(-5, T, metnlmocénice (24 3%) sidero-metaligioos (~21,8%] ¥ quimicos
§-10.2%).

o Astmismo, gsoft SUNMAT, en nowviemndn, f#3 impodacionss d& DE0es o9
ponglis cavaren -1 4% [sequnda calda consecuiiial. Este mgisho negakivg s
grplica puncipaimants Bar Menonss imponssiones da dlenss dusEdEms (=8, 0%,
ragisle 3 meses da calds congeertival,

Azl asgerartos qus B eLononis crerca alededor de 3.0% an ef 2015 ce sovaro o
LIMMR 2015-2018. Segor of corgeng de mersado, en & 2075, 18 BCONCITIa PEMUENE
cird Lt oo Mg BoOnomaE GED Asakar su o de expansion respocto del 2074, Seglin
ol (Mo sonden de Consersts Forecasts (CF) de dislembre, Pan se acelararta oh 0.4
g, de 2 4% oo el 2004 8 2,8% on al 20705, seguido por Chile (0,2 p.p., de 1.8% e &l
2014 5§ 2 1% ¥ México (0,1 p.p., o 2,3% o el 2074 & 2,4%). Caso contrario, Colombia
s& desacalerada oh =1, 7 o, oo 4,6% eral 20748 2.0 an el 20714

Para af 2016, Ja prayeseidn de aroinmenio da OO0 50 woslarard a 4.2% susteniada &N
v Una politica fscal modsrardaments expansiva, adoplada de forma proventive 2 Iraveés

el Dacrefn de Urgencia 003-2015, gue conlempla fortalecer @ respuesta del ESti0
fromia f Fansmena de F) Mo, asi cama maximizar s efecto multipiicador Aok 1
aotividad apundnlice. 8 travds de une meyor foversion poblice.

Tnoramanto siprificelive 60 1 inversidn en irfraestructrs ds grvanyaduE fmodise
15 modaliiad de Asociacones Fiblco Ehvades (AP

Mapor crecimienia de ia minerls meftdlica daco al inicio de fa produccidn oo Las
Bambas y Iz Ampiacidn de Cern Verde, {3 mayof pradugmion de gropecios coma
Tedomocho ¢ CONZLANCE. gel como por fa mechporasicn de fe produesitn de
ANETHNG.

Mayar crecimiania asperads 2 o8 princinates B0C0s ommerciaies, of especial, da
Amédos Lakig ¢ 8 Camo y FFUL., que impuisardn fa demanda per Jas
BxpoRasionas Ko tredizionales, Jas cuales s expandiian B.7% (2015 -2 30,

M mbras mporiedies g0 o Mamo iusrisearentioc Mullanoer 20762378 [Ewaa00

e T g 7 - radfunes 3IT-FRN0 3905030
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Raformas asogiacas af Programa de Estimulo al Capifal Humaine ¥ Ix
Prevouc ihidad

Ei Goblema Periann as conscicnte gue of pals (fenr refos imparanias qoe enfrenlar
pare reducie brochas de praduckividad ¥ mejorsr s romaeitividad, Srhcipaimenta
reisgicnatss con la cdehiidan de fo oferie laboral, gesitn emargsal Y SECREE &
memados,

En ol maren da o anloriar, el Gabisme Persng, con 8l apoyo del Banco Mundiai, ha
dagammliade & Pograma de Estimolo o Capital Humene v I8 Rrgfuctividac {2
“Pragrama’, con el cual se bossa apoyar al Goblemns de Peri on sus asfierzos por
impulzar y dar sostenibiiozd a &5 rradidas de politics que promuevan el desarmollo
dal capital numana y mfuarsen las habilidades de fa lverza laboral, asicomo aqueias
que fortalezean el ml de los mercados y de ia compelencla & nivel domgstics
intaraaianal

El Programa apoya la adopciin de reformas de politica, lag claes estan esliiiciliradas
on tres pilares i) Fordalacimionio del mace de politica advcaliva para faciliar una
mafor celicad de hahilidarlss: [ Facilita pidn de la enlrada, operacidn ¢ oiselucion de
pmomesas; v i) Redueaidn di costos de Nansacnian e comIRrcin JtErn RGN

04 Fortalecimients del marco de palitice educativa para faclitar una mefar
calidad da habifidedes

El Goblama es comsclonfe de qua la acumulacion de capital furm@nen 85 1
ecegn cricial perm of cracimistic ergnamios ¥ e sonpetitivided. Ko
ohstante, & pals Hena of reéo oy meforar fag Indicadoras MoatAdas gor las
evaliaciones hagionsles ¢ intemsclonales de fa caifad aducalive H nihve!
primania ¥ secundans. Asimismo, 4 rival O sdiicacion terclana, si bien 20
cnenta cart s de trag il contros 9a educacion supasior ¥ eenico-produclive
& mivel pecianal 44 las soaics méa de ciah de elfas for unirarsidados, todavig
WD 85 Considera gre 99 heye acanzede ef polencal Iequernidn en fenningy o
calidad para genarar emploes adacirados.

En Minaa cor o antaror redianta g pimer phiar, of Programs coitempls 8!
lcremanto de la calidad de fr osducacibn en segdionc: e dagventais,
of rafarzammicnts de Ire rablildades de astudianies escalares, Bl clofms de ia
[vechs e insaldcionas do oprendizale, v fa meyors de e educacion
unfersitenia.

En refacian a la sducasiin en rogianes, &f Programa Maomnors (8 raduccidn
de g sistema mas halanocada y equitalivo pars reciifar ¥ pramover
profascres v directores calificados an &l mares de 1a Reforma da fa Carrera
Ifagisteral.

Asimigme, 2 esperm Jogror tn reftrzamisnio de faz hahlidades de ias
cafudiantas escolares, Medianie s infrodiccien da la Jomsda Eacaiar

O Jun e 479, Liea 1 - veictsss 177 -8F0] 471 B30
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C.2

Compicta, gor fa cual se refuerze 1a enseltanzs e metematicas, clencias,
inghéa v habiigedes hlandzs, » Ia sragcion de L sistema de centivos
fngroaros basagos ah el desempero para gue f9s frrslituciones
subngcianales independlentas que adminisfran lag ascueips {LHGEL v DRE)
mefaran ¢ alntiente oo gprenhoizaie,

Athcionaiments, of Programa confempla 1a creacidn d& 12 Direcwivn Faneral
de Infraeshustura Edusative del Mimisteria de Educsridn, con e Ll &8
separa fa funcich do formulacian da paifices § 1 Manificacttn de receyidadas
da infracstrictyra de fa ingion da efecucian.

Einalments, cu &l sljetivo de majorar la edusteiin univarsitaria s ha oraaa
ta Supednendencia Nasioral o Bdusamdn Univerzitarfa [SUNEDU] ¥ fa
Diraceldn Genargl de Edvcasicn Superfar Universitara (DIGESU) De esld
MARBrs, 5 espwra garantzar que las pniversidades ¥ SUS prOgramaEs {ogren
estindancs de califad ¥, con ello, se logren swencas on is irmplameantacion da
i T uRiversiansa.

Eaciliftackin de fa ertvads, operachin v digoiucidn de emprasas

Mo ohsfants ta estabiidad econdnvice dof pals, so fogrisne fomar aceignas para
fapilitar la prEacion (8 woerEaid | 6l CiSE 8 gy SMpresss. Sacun f indite de
Compefitvicad Glohal et gor el Fore Socndmizo Mundial 2014-2075, &l
Pt 52 grioanla en of puash 65 de Ji total de 144 palses, o clal revela aue
xisten muedas hermaray de o bumerdticas ¢ aparafivas para o dina mizackin
(T o MBS,

Asimismn, of Miristanc e Econoimla » Flianzas [MEF) ha preparado fa nueva
Apenda o Competitiioad pare el perodn 2074-2014, fa euainzomara metas a
orio plaza para la facilitacion de negocins, eupe objetive 58 MEforar los SIocesos
y procadimientcs vineulades al inicio, operaeion y cieme tle BMOIESES,

Ert asta senfida, con ef presente pilar e apoyd 1@ faciitaelan o8 \g areacidn de
emprasas, asl camo fa reauesion do cosfs de aperaclin roceserds (ME
promever of crecimiento de dichas empresas, ¥ ig fesiitocitn del dens de
ampresas oon lo cual se faciifa que osns mOLFSRE 801 reAsignados meEls
rapidasents on acsividades mas productivies pata i economia.

Parg falee electos, of Srogama iecamara is integracicn de los procecimientos
de megistn pere fe consthucidn de cmpresas o0 (nea mediante &l
esisblesinmente de diche sistama & cargo de Supennfendercia Macioral de
Registros Poblicos { SUNARP), ef cusl s6 aspera ifagua a aperar & el necianal,
Asimisme, 58 induye o oreaoidn da incertivas finencierns para gue s
municipios mds grandss entreguen feencias de funcionamienlia en memores
plazos de los requendos an of marco iggpal. Scieinaiments, il Programa inuiye
fa implsmentacion de un régimen mds efective para las fnapscaiones tEonivey
de seguridad a fravés de un sizlems de clggificaridn hasads an of Nesqs O8 fdax
AiEras BMOreasa.

ron e 315, LR T - Teletvige FI7-5200 205800
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Agimiztne, of Programe feomots ef Mralselnienio dei ihatiteeln dacire! o
Defanze ta la Compstengia p da fa Fromodion de (s Propleded infelEesl
[IMDECORN pary sahoengr af ncirgaimisnts daf Ko fegal par parts de a5
enfidedes piblicos, con o eual 3e espers lograr ume raducoidn g8 iw
discragignelided  do  diversas  enfidades para imponer  reglamenfos  y
pracedimiantas acministmtivos uers del naro Jjuridies paginal

En ralacin 2 la redueelsn ael nnsfo de sperscion de f2s emprasas, 8! Progrmame
comprands Ja simplifcacion o régimean de pErEERACNEs A o] pagds dal IGY
par pafte o9 s empresas, Agimismn, se incluyer racaristas fua Tachifen fa
disotutin e emprasas, lafes como las subastas slechinicas pam RmMbagos de
anhivos o fin de redusic cosios ¥ Jesgos de insolvencia, 12 creaciin del Registo
Juiici, da Deudores Morosos que simpilfice el mamo juddico de fa insehenc,
y g medilizacisn o ia Ley Genoral del Sklama Concusal para meiorr 1
cefided ¥ reglsio oo edminisimdamms y iguidadones, /3 sinpiifizackin da
procedtimientas administratives baje respensabiided de JMDECOR! p majara sl
gislama e nHeconNes  FEARIONGE.

Paduccitir oe costes de transacclin del comercio intermacional

Owsde ef punto s Wsta del comarcio frtemaeional por mracio 48 8 Agenda da
Compalitiidad 2874-2018, ol Soblema vigne imptlsando gl accesa de las
pmpresas a las mercadas intemacionalzs media'e @ faciflacin del comentio
v &l dgsarcollp de estandams v perificaciones que pamitan chiener produclos i
manvicing compefitvos, asl comm el desarmslo de mercados sostenibles, arilig
o

EF: finwa con o arfarsy, of Programe incleye medidas vincmadss a lz mefom ol
rogimen d5 adwanas, & apOVe & 2 enmpeiitividad go les axportaciznes i Al
BGEEIE) 4 103 Memades.

EN relacin al pégimen di aduvenas, sl Programe imeanions i mosermzAsioT O5
ig Ly e Aduaras, en ef veal s2 incliyer clentantss gl Conwenia Hawvisado de
Kioie v ol Tratedo de 82, espocificamente an aspectns relamionados con ef
rEgimen v Operadores Scondmicas Aulanzodas fOEA) ¥ la adopoidn e wn
sisteme oo rmUlas mAas afsctie. Adizianairmants, s iRCCIDoA 19 efimtacion de
f% Tasa fy Despacho Aduarnam pard ia declaracin de sduanas, reduciendn fog
costes de lunsacchin &7 eencardencia can & Acuerdc de Ball de f8 QW para
Facilitacidn chal Comearcio,

Adicionalmente, pare reforzar fa compefifidad de jas extacianes, of
Programe eonstders la creackin def Sieigma Magiorg! pars la Cabdad ¥ el
netituto Maciona! de Gafidad, con fo cuel so fufalecen log siglemds o
acredityeitn, noanaiizecion y melelogie,

Ardp Jdume o, Og - Taionos JIT-BR50 FT-G020
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Q. Conclusign

Como se tesprence da fo desorito, ef Gadlama Fervana et cemprometid sn sertar
laz bases para lograt maforar af capital bumaneo y promowear i3 preciciividar 80 ol pals,
cangldarandn lag divorsas olapas de formecion de A ofada laboral v el dessrolo
ampresanl, faciitants sy gosiin & incramantamdo i caidar! ptciictiva,

Ei Cebiamo so compmmsls ¢ conbimuar avanzendo an esios AMDIECS, DErd (9wl
raguiars cantar con &) apove dal Banoe Mundis! on fas draes seflaladas.

En virtud dis ko manifostads, par eedio de la presenie f Gobiemo Paranag sclicits Iz
apmbrcicy dal ‘Progmama da Estitule & Capilel Humanrs ¥ lz Produetividad" por an
manta de WSS 1 250 millones por pare del Banco Mundial, bejo ta modalidad de
dezembolen diferida.

Sin ofo parioulan hago propicia e ocasion para reltsrate 2 usted m especial
orhskIgrnoin,

Alantamerfe,

e Jpin B° 378 Die 3 - Talsanos JIT-E@R FT-R540
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Unofficial Translation:

Mr.

Jim Yong Kim

President

World Bank

Av. Alvarez Calderdn 185, San Isidro
Lima

Reference: Boosting Human Capital and Productivity Program

Dear Mr. Kim,

By means of this letter | wish to convey to you the commitment of the Government of President Ollanta Humala Tasso to promote
policy measures that will permit the country’s development and growth by increasing productivity, based on the generation of
the necessary human capital to tap existing knowledge and technology.

In this context, Peru has been developing with the World Bank the ““Boosting Human Capital and Productivity Program,” which
includes reform actions and commitments for 2015 and involves an operation with a deferred drawdown option.

Below we will describe the international context and Peru’s economic context, then the program’s objectives, as well as the
actions accomplished in the framework of the program.

A. International context!

Indicators of the global economy show mixed signs of recovery, accompanied by high volatility in the international financial
markets. The advanced economies such as the United States and the Euro Zone continue to expand moderately, while
emerging economies such as China and Latin America show discouraging results. The PMI? of global manufacturing was
50.9 points in December, slightly below November (51.2 points) and the average for July-November 2015 (51.0 points).
Expectations are for global growth to decline. In October the International Monetary Fund (IMF) lowered its world growth
projection for 2015 to 3.1% (vs. 3.5% expected in January 2015), the lowest rate in six years, and for 2016 recovery is
expected to be to 3.6%.

In the United States, GDP growth declined from 3.9% in the second quarter of 2015 to 2.0%? in the third quarter of 2015.
This sluggishness is due to the negative impact of private inventories (-0.59 percentage points), net exports (-0.22 percentage
points) and private investment (-0.05) percentage point). Nevertheless, personal consumer spending remained strong (+2.05
percentage points), in a context in which the official unemployment rate (U3) and the rate that uses a broader definition of
unemployment (U6) have been the lowest since February and May 2008, at 5.0% and 9.9% in November 2015, respectively.
In view of the foregoing, at its meeting of December 15-16, the FED raised the interest level for the first time in a decade,
from a near-zero level to a range of between 0.25% and 0.50%.

L Information as of January 4, 2016.
based on surveys of the persons in charge of procurement of raw materials for private companies. Greater than 50 points shows expansion.

3 Third official estimate for third quarter or 2015
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The Euro Zone economy grew by 1.5% in the first three quarters of 2015, the most robust growth since 2011, showing
recovery in employment and manufacture, although this growth was still weak relative to the pre-crisis level. The
unemployment rate was 10.7% in October, the lowest rate since November 2011. The manufacturing PMI grew to 53.2 points
in December, the highest recorded performance in twenty-one months. However, the consumer price index registered an
annual rate of 0.1% in November, well below the inflation target of the European Central Bank (ECB) (2.0%). Taking this
into account, at the ECB’s last meeting in December, it reduced its deposit rate by ten basis points from -0.20% to -0.30%
and extended the deadline for the monthly 60 billion Euro bond purchase program until March 2017 (the previous deadline
had been set at September 2016). In October, the IMF forecast economic growth of the Euro Zone for 2015 at 1.5%, higher
than that recorded in 2014 (0.9%), and for 2016 it forecast 1.6%.

In China, the latest information confirms slower economic growth: although China’s economy grew by 7.0% in the first three
quarters of 2015, the industrial and construction sector—the engine of economic activity and an intensive user of raw
materials—grew by only 6.2%. The forward indicators show that the slowdown will continue in the upcoming months: (i) the
official manufacturing PMI was contracting for the fifth consecutive month, at 49.7 points in December and (ii) Chinese
exports fell for the fifth straight month, with a drop of -6.8% in November.

Based on information as of December 31, the Shanghai stock market declined by -31.5% from its “peak’ (June 12, 2015),
after surging ahead by 135% since August of the previous year. This has triggered serious doubts about the stability of the
stock market and worries about the financial system in general. In October the IMF predicted that in 2015 China would have
economic growth of 6.8%, lower than that recorded in 2014 (7.3%), and for 2016 it forecast 6.3%. In this context, the Chinese
Government’s thirteenth five-year plan set aggressive development targets with growth of 6.5%? for the next five years.

The countries of Latin America and the Caribbean continue to show signs of economic deceleration, in a context of lower
prices for raw materials, increased perception of risk, higher financing costs, and capital flight. In the third quarter of 2015,
Brazil sank deeper into recession by -4.5%, accumulating six consecutive quarters of decline; Chile grew by 2.2%, similar to
the rate posted during the first semester of 2015; Mexico grew by 2.6%, slightly better than the first half of 2015 (0.1%);
Uruguay saw growth of merely 0.6% after the economy registered its first contraction in 12 years during the previous quarter
(-.3%); and Colombia’s GDP grew by 3.2%, lower than that of the third quarter of 2014 (4.2%). In the particular case of
Brazil, given the economic contraction, political instability, the low prospects for economic growth, and the high fiscal deficit,
rating agencies downgraded the country’s sovereign credit rating, and Standard & Poor's and Fitch removed its investment
grade rating on September 9 and December 15, 2015, respectively.? In October, the IMF predicted that for 2015 Latin
America and the Caribbean will have an economic contraction of -0.3%, the first decline since 2009, and it forecast growth
of 0.8% for 2016.

Owing to reduced Chinese external demand and investors’ preference for other financial assets, the prices of raw materials
fell significantly, continuing their downward trend since 2011. It should be noted that the slump in metal prices, which affects
Peru’s economy, is the longest and deepest in the past 65 years. In 2015, the copper price fell -19.8%, gold fell -8.3%, and
petroleum WTI fell -47.6%.

World: Growth Projections for 2015 by the Episodes of Consecutive Declines in the IPX

International Monetary Fund (Index: Year before the decline episodes =100)
(% of annual variation)

1 The goals include: doubling the GDP and residential income for the year 2020, poverty elimination and doing away with the one child policy.

2.0n August 11, 2015, Moody's dropped the foreign currency debt rating from “Baa2” to “Baa3” with a stable outlook, one step from losing the credit rating, and
revised the rating on December 9. On September 9, 2015, Standard & Poor's reduced its rating from BBB- a BB+, a ““speculative grade,” with a negative outlook.
On December 16, 2015, Fitch lowered its rating to ““BB+”", a speculative grade with a negative outlook.

3 With respect to 2014.
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B. National economic context

Peru’s economy grew by 2.6% in the period January-October 2015, a figure slightly above that recorded in 2014 (2.4%),
which was affected by a complex international scenario and temporary supply shocks. This result can be attributed to greater
growth in the primary sectors (4.2%) over and above the non-primary sectors (2.5%).

e At the sector level, GDP grew by 3.0% in October, driven by primary sectors that together grew by 7.0%, the
highest in six months, with the metal mining sector experiencing double-digit growth (15.9%), recording eight
months of uninterrupted growth and reflecting the start of the (copper) mining production cycle. Non-primary
sectors grew by 2.4%, boosted by the stable growth of the sectors related to private consumption (business
and services).

¢ The latest indicators show signs that the recovery will continue in the coming months:

(o}

According to the COES,? electric power production increased by about 11.8% in December, the highest
gain in 65 months. On the demand side, demand by free clients for electric power grew 36.6% (mining
companies 49.5% and manufacturing companies 13.3%); while the number of remaining clients grew by
2.4%

A strong El Nifio phenomenon (FEN) in the summer of 2016 is less likely. According to the latest forecast
by the ENFEN? (National Committee for the study of the El Nifio phenomenon), there is only a 5%
probability of an FEN of extraordinary strength (like that of 97-98) and the likelihood of a strong phenomenon
was reduced by 35%, while the probability of a moderate El Nifio phenomenon increased to 50%.
According to IMARPE, anchovy landings are projected to reach 550,000 MT in December; this should
significantly boost the growth of the sector, especially since there were zero landings last year. Taking into
account landing figures for November, the accumulated amount should be 76% of the authorized quota
(2.11 million MT).

According to data from Perupetro, production of hydrocarbons fell -5.6% in December, the least significant
reduction in six months. This is due to a fall in oil production of around -11.8% and the drop in the
international price of crude and LNG (-4.8%), the most favorable rate in six months. Production of Natural
Gas grew 1.8%, amounting to three consecutive months of continuous growth

In December 2015, the figure for the progress of implementation of public works was - 3.7%?2, the smallest
decline for the year, and lower than the rate recorded for January- November 2015: -19.6%.

According to the BCRP, in November, credit in soles grew 29.2%. However, credit in dollars declined -
19.4%, recording negative rates for the eleventh straight month, due to the reduction of credits to

! Committee on Economic Operation of the Interconnected National System

2 December 17

3 Preliminary Figures. Includes estimates of cancellations in the amount of 400 million soles
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businesses (-19.6%) and to families (-19.5%). The lower advance in dollar credits has made it possible to
reduce the dollar portion of the loans to 30.8%, -9.7 percentage points since the start of 2014.

0 According to the INEI, in the September-November 2015 moving quarter, employment in Greater Lima grew
by 2.2% (vs. 1.8% in the previous period), the most significant increase in 21 periods. However, salaried
employment fell to 0.7% on an annualized basis (as against 2.5%for the previous period) the lowest rate
for the last four recorded periods. The unemployment rate (5.8%) remained unchanged with respect to the
previous moving quarter. Wage income increased by 4.2%, higher than the previous period (2.3%) and the
average rate of the three previous periods (1.9%).

0 According to the Ministry of Labor and Promotion of Employment, in October 2015 employment in
companies with 10 or more workers in the urban area grew by 1.4%, the biggest advance in ten months.
This result is due to the positive performance of four of the five areas of economic activity: transport,
storage, and communications (4.3%), services (2.1%), followed by trade (1.6%) and the extractive
industries (1.2%). However, employment in the manufacturing industry has been in negative territory (-
1.1%) for the last two years.

o However, deterioration in the external sector persisted owing to the greater deceleration in China, Latin
America, the Euro Zone, and the slump in international metal prices. According to SUNAT, total exports in
November declined by -14.2%. This result is explained by the contraction of export prices (-14.7%), while
the volume of exports increased slightly (0.6%). Traditional exports decreased by -16.3%, mainly because
of smaller shipments of mining products (-9.7%) such as gold (-18.3%), copper (-7.8%), and zinc (-6.8%).
Non-traditional exports declined by -10.0% (the tenth consecutive decline), because of smaller shipments
of fishing products (-29.9%), textiles (-25.7%), metal-mechanics (-24.3%), iron and steel (-21.6%) and
chemicals (-10.2%).

o Furthermore, according to the SUNAT, imports of consumer goods in November decreased by -1.4%,
(second consecutive decline). This negative performance is explained mainly by smaller imports of durable
goods (-8.0%, with three consecutive months of decline).

We therefore expect the economy to grow by about 3.0% in 2015, according to the MMMR 2016-2018. The market consensus
is that in 2015 Peru’s economy will do better than in 2014. According to the latest survey of Consensus Forecasts (CF) in
December, Peru’s economy will grow by 0.4%, from 2.4% in 2014 to 2.8% in 2015, followed by Chile (0.2%, from 1.9% in
2014 to 2.1%) and Mexico (0.1%, from 2.3% in 2014 to 2.4%). In the other direction, Colombia would decelerate by -1.7%,
from 4.6% in 2014 to 2.9% in 2015.

For 2016, GDP growth is projected to accelerate to 4.3% based on:

¢ A moderately expansive fiscal policy, adopted as a precautionary measure through Emergency Decree 003-
2015, which provides for strengthening the Government’s response to the EI Nifio phenomenon and
maximizing its multiplier effect on economic activity through increased public investment.

e Substantially increased investment in large-scale infrastructure through public-private partnerships (PPPSs).

e Greater growth in metallic mining given the start of production at Las Bambas and the expansion of Cerro
Verde, the greater production of projects such as Toromocho and Constancia, as well as resumption of
production at Antamina.

o Greater growth expected among the principal trading partners, particularly in Latin America and the Caribbean,
and the United States, which will stimulate demand for non-traditional exports, which are projected to expand
by 6.7% (2015: -2.3%).1

C. Reforms associated with the Boosting Human Capital and Productivity Program

The Peruvian Government is aware that the country faces major challenges to reduce the gaps in productivity and improve
its competitiveness, especially related to weak labor supply, entrepreneurial management, and market access.

! Figures reported in the Multiannual Macroeconomic Framework 2016-2018 Revised.
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In this context, the Peruvian Government, with the World Bank’s support, has developed the Boosting Human Capital and
Productivity Program (the “Program’”), which seeks to support the Government of Peru in its efforts to implement and ensure
the sustainability of policy measures that promote the development of human capital and strengthen the skills of the labor
force, as well as measures that strengthen the role of markets and competition at the domestic and international levels.

The Program supports the adoption of policy reforms that are structured in three pillars: (i) Enhancing the education
policy framework to facilitate higher quality skills; (ii) Facilitating the entry, operation, and exit of firms; and (iii)
Reducing transaction costs in international trade.

Cl1

C2

Enhancing the education policy framework to facilitate higher quality skills

The Government is aware that the accumulation of human capital is a critical process for economic growth and
competitiveness. However, the country has the challenge of improving the indicators shown by national and
international evaluations of educational quality at the primary and secondary levels. With respect to higher
education, although the country has more than 3,000 institutions of higher learning and technical-productive
education, of which more than 100 are universities, the country has not yet achieved the potential required in
terms of quality to generate adequate jobs.

In this regard, through the first pillar the Program will seek to upgrade the quality of education in disadvantaged
regions, strengthen students’ skills, close the gap in educational institutions, and improve university education.

With respect to education in the regions, the Program incorporates the introduction of a more balanced and
equitable system to recruit and promote qualified teachers and principals in the framework of the Reform of the
Teaching Profession.

We plan to improve students’ skills by introducing an extended school-day model for secondary education that
strengthens the teaching of Math, Science, English, and soft skills, and creating performance-based financial
incentives for subnational government institutions that manage schools (UGEL and DRE) to improve the
learning environment in schools.

We also plan to create the General Directorate for School Infrastructure within the Ministry of Education to
separate the functions of policy formulation and planning from construction.

Finally, to improve university education we have created the National Superintendency of University Education
(SUNEDU) and the General Directorate of University Education (DIGESU). This is to guarantee that university
programs and institutions meet quality standards and thus ensure progress in the implementation of university
reform.

Facilitating the entry, operation, and exit of firms
Despite the economic stability of the country, it is necessary to take actions to facilitate the creation, operation and
exit of companies. According to the Global Competitiveness Index 2014-2015, measured by the World Economic

Forum, Peru ranks 65th out of a total of 144 countries, revealing that there are many bureaucratic and operational
barriers that block the dynamism of businesses.
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C3

The Ministry of Economy and Finance (MEF) has prepared the new Competitiveness Agenda for the period 2014-
2018, which includes short-term business facilitation goals, aimed at improving the processes and procedures related
to the startup, operation, and closure of companies.

In this sense, this pillar supports the creation of companies, as well as the reduction in operating costs, which will
promote their growth, and the facilitation of business closure, which will enable resources to be reallocated faster
into more productive activities.

To this end, the Program incorporates the integration of online registration procedures for the incorporation of
companies through the establishment of this system managed by the National Superintendency of Public Registries
(SUNARP), which is expected to operate nationwide. It also includes the creation of financial incentives for larger
municipalities to deliver operating licenses faster than required by the legal framework. In addition, the Program
includes the implementation of a more effective system for technical safety inspections by means of a classification
system based on the risk of new companies.

The Program also includes strengthening the National Institute for the Defense of Competition and Protection of
Intellectual Property (INDECOPI) to punish violations of the legal framework by public entities, which is expected
to discourage the discretion to impose regulations and administrative procedures outside the national legal
framework.

In terms of reducing the operation costs of companies, the Program includes the simplification of the system of
anticipated VAT payments by companies. It also includes mechanisms to facilitate the dissolution of companies, such
as electronic auctions for seized assets to reduce costs and risks of insolvency, the creation of the Judicial Registry
for Delinquent Debtors that simplifies the legal framework for insolvency, and amendments to the General Law of
Insolvency to improve the quality and registry of administrators and liquidators, simplify administrative procedures
under the responsibility of INDECOPI, and improve the system of offenses and penalties.

Reducing transaction costs in international trade

With respect to international trade, through the Competitiveness Agenda 2014-2018 the Government has been
promoting access of companies to international markets through trade facilitation and development of standards
and certifications that allow them to offer competitive products and services, as well as the development of
sustainable markets, among other measures.

Along this line, the Program also includes measures related to improving the customs regime, supporting export
competitiveness and market access.

In relation to the customs regime, the Program includes the modernization of the Customs Law by introducing key
elements of the Revised Kyoto Convention and the Bali Treaty, particularly on issues related to the Authorized
Economic Agents Regime and the adoption of a more effective system of fines. Additionally, it incorporates the
elimination of stamp duties for customs declarations, which will reduce transaction costs, in accordance with the
Bali WTO Trade Facilitation Agreement.

In addition, to enhance export competitiveness, the program considers the creation of the National System for Quality

and National Quality Institute (INACAL), which will strengthen accreditation, standardization, and metrology
systems.
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Conclusion

As can be seen from the above information, the Peruvian Government is committed to laying the foundation for improving
human capital and promoting productivity in the country, considering the various stages of labor supply and business
development, facilitating its management and improving the quality of production.

The Government pledges to make further progress in these areas, which will require the support of the World Bank in the
indicated areas.

Therefore, by means of this letter the Peruvian Government requests approval of the “Boosting Human Capital and
Productivity Program” in the amount of US$1.25 billion by the World Bank, under the deferred drawdown option.

Please accept, Sir, the renewed assurances of my respectful consideration.

Yours truly,
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ANNEX 3: IMF ASSESSMENT LETTER

PERU—ASSESSMENT LETTER FOR THE WORLD BANK
(Documentation to support the proposal on Boosting Human Capital and Productivity
Development Policy Financing with a Deferred Drawdown Option and the Public Finance
Management Development Policy Financing with a Deferred Drawdown Option)

December 7, 2015

1 Peru’s good growth performance over the past decade was recognized by the
IMF Executive Board at the conclusion of the 2015 Article IV Consultation. Directors
commended Peru’s impressive macroeconomic performance, underpinned by strong
fundamentals and sound policy management. The country achieved high growth, low
inflation and low public debt, and made progress in reducing poverty and improving living
standards. Given the current downturn, Directors emphasized the importance of continued
implementation of flexible and coordinated policies as well as structural reforms to maintain
macroeconomic stability and foster more inclusive long-term growth.

2, As in the rest of the region, the pace of economic activity slowed markedly in
2014. Real GDP grew by 2.4 percent in 2014 (down from 5.5 percent on average over the last
5 years) due to a combination of adverse external and domestic factors. External shocks were
compounded by an unexpected drop in sub-national investment and temporary supply
disruptions in mining, agriculture and fishing. These developments lingered into this year and
staff revised down the growth forecast for 2015 from 3.8 to 2.4 percent in the October WEO.
Growth is expected to rise above 3 percent in 2016 as new mines come on stream and large
infrastructure projects unfold.

3 Inflation has been above the 3 percent upper band of the central bank target
since end-2014 due to supply shocks and currency depreciation. The central bank
increased the policy rate from 3.25 to 3.5 percent in September, but left it unchanged in two
subsequent meetings, to ensure that medium-term inflation expectations remain anchored
despite further currency depreciation. While expectations are well anchored, financial market
participants expect a return to the target range (1 to 3 percent) only in 2017.

4, The authorities have drawn on their large fiscal buffers to provide stimulus to
the economy. After being in balance in 2014, the fiscal position is expected to switch into a
deficit of about 2 percent on the back of a significant decline in commodity and tax
revenue—due to the reduction in income tax rates as part of the stimulus measures and slow
economic growth. The final deficit figure for the year could be lower, however, if sub-
national spending continues to underperform. While Peru has ample policy space to
undertake countercyclical fiscal policy, allowing such a deficit required an application of an
exceptional clause under the new fiscal rule. Gross public debt is expected to grow to

22 percent of GDP in 2015, which is still low by regional standards. While the authorities
envisage a fiscal deficit of 3 percent in 2016 due to the effect of lower growth on revenue and
provisions for El Nifio, which augmented the capital expenditure envelope, staff projects the
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deficit to be below 2.5 percent of GDP given persistent difficulties in the execution of public
investment.

1 The external current account deficit has been narrowing, despite further
deterioration in the terms of trade. The current account deficit was around 4 percent of
GDP in 2014, and international reserves declined by around US$3 billion as capital flows
were insufficient to cover the deficit. The current account deficit is expected to shrink further
in 2015, to below 4 percent, not least due to a sharp reduction in imports and investment
income payments; it remains fully financed, mostly by long-term flows. Exchange rate policy
has been more flexible over the past two years, although the central bank intervened both in
the spot and forward markets to limit excessive volatility. The sol depreciated 13.7 percent
(yoy) as of mid-November 2015 and has been trading recently at 9-year lows. The real
exchange rate is assessed to be broadly in line with fundamentals and NIR stood at around
US$62 billion (about 30 percent of GDP) in October 2015.

6. The financial sector remains healthy. Despite some weaknesses identified in a few
small non-bank depository institutions, the overall health of the financial system remains
solid. Private credit growth has remained robust (at about 10 percent yoy in September 2015)
and credit dollarization has continued to decline in response to measures introduced by the
central bank (31.5 percent of total credit in September was in U.S. dollar compared to

39 percent a year earlier). At the beginning of November, the central bank set a new target
for financial institutions’ de-dollarization process, specifying that by December 2016 they
must reduce the stock of U.S. dollar-denominated credit by 20 percent from the levels of
September 2013.

7. The current policy mix is broadly adequate, Monetary conditions remain
appropriately accommodative, but policymakers should remain attentive to inflation
expectations. Exchange rate flexibility remains key for cushioning external pressures. Given
the continuing difficulties with execution of capital expenditure at the local level, greater
spending is encouraged at the central government level, mainly through improving the rates
of execution, However, scaling up of public investment should be in line with enhancements
in public financial management capacity, also at the sub-national level, in order to ensure
high rates of return for investment projects. There is also a need to increase revenue
collection to offset the recent erosion of tax revenues due to income tax rate cuts. As the
recovery takes hold, a gradual fiscal consolidation will be appropriate. Over the medium term,
it would be advisable to target a small structural fiscal surplus of ¥ percent of GDP to
preserve buffers in light of commodity shocks, natural disaster risks, and contingent
liabilities.

8. Downside risks are manageable given large international reserves and fiscal
buffers. Peru is already facing a significant terms-of-trade shock, with further risks to the
downside. The outlook is subject to other important risks, such as a more rapid economic
slowdown in China, normalization of monetary policy in the United States, uncertainties



linked to the 2016 presidential elections in Peru, and a possibly more severe El Nifio weather
phenomenon. The effects of potential shocks should be cushioned by ample fiscal policy
space, including the low levels of debt and high savings, together with still high NIR, which
are adequate according to the Fund’s reserve metrics, and Peru should be using its buffers
wisely. Boosting Peru’s productive potential and ensuring all-inclusive growth requires
steadfast implementation of structural reforms to enhance productivity, investment, human
capital, and formal employment.



Peru: Selected Economic Indicators

(Post-October WEO Projections)
Pred. Proj.
2013 2014 2015 2016 2017 2018 2019 2020
Social Indicators
Life expectancy at birth (years) 1/ 748 - . - -
Infant mortality (per thousand live births) 129 - - - - -
Aduit literacy rate 1/ 938 = - = - -
Poverty rate (total) 239 - - -
Unemployment rate 59 59 - - _ .
(Annual percentage change: unless otherwise indicated)
Production and prices
Real GDP 58 24 24 i3 55 52 43 40
Real domestic demand 69 22 21 20 5.3 47 41 40
Consumer prices (end of period) 29 32 39 34 25 20 20 20
Consumer prices (period average) 28 32 a5 30 25 20 20 20
External sector
Exports 96 -78 -14.2 20 99 89 65 54
Imports 27 -34 -105 01 82 64 5.2 46
Terms of trade (deterioration -) 57 -54 <51 <31 056 0.6 04 06
Real effective exchange rate (depreciation -) 42 -15 - - = - -
Money and credit 2/ 3/
Broad money 148 84 138 151 134 135 135 135
Net credit to the private sector 184 1315 138 151 134 135S 135 135
(In percent of GDP; unless otherwise indicated)
Public sector
NFPS revenue 79 274 254 254 252 253 254 54
NFPS primary expenditure 259 266 266 265 260 256 253 252
NFPS primary balance 20 o7 12 -12 -08 02 02 02
NFPS overall balance 09 -03 23 -24 20 -15 -0 09
External Sector
External current account balance 42 47 -35 -36 -35 -34 -33
Gross reserves
In miliors of U.S. dollars 65710 62353 58853 58,353 58153 58053 57.953 58,703
Percent of short-term external debt 4/ 539 508 425 484 506 493 450 509
Percent of foreign currency deposits at banks 215 262 260 250 237 225 U6 212
Debt
Total external debt 2713 A7 320 323 303 283 262 M9
Gross non-financial public sector debt (incl. repayment certificates) 203 207 223 244 245 241 2135 235
External 88 838 93 98 96 89 79 76
Domestic 115 120 131 1456 149 152 156 159
Savings and investment
Gross domestic investment 278 262 253 239 250 250 250 249
Public sector (incl. repayment certificates) 58 56 51 50 50 50 51 51
Private sector (incl inventories) 20 206 202 189 200 200 199 198
National savings 236 222 217 204 214 215 217 A7
Public sector 71 5.8 a3 33 37 43 48 5.0
Private sector 165 164 184 172 1727 172 169 167
Memorandum items
Nominal GDP (S/. billions) 5456 5752 6042 6347 6838 7343 7813 8302
GDP per capita lin US$) 6524 6449 5652 559 5937 6278 6579 6,883

Sources: National Authorities; UNDP Human Development Indicators; and Fund staff estimates/projections.

1/ Data for 2012,
2/ Corresponds to depository corporations,

3/ Foreign currency stocks are valued at end-of-period exchange rates.
4/ Short-term debt is defined on a residual maturity basis and includes amortization of medium and long-term debt.
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