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Foreword

“Success depends on effort.”—Sophocles

This book is a timely look at a very important Latin American economic success story: Peru. When 
pondering the factors behind the country’s recent economic achievements, many casual observers 
may think only of the strong uptick in the demand for commodities and, consequently, high com-
modity prices over the last decade. With this information in hand, they could easily conclude that 
Peru’s economic success came without much exertion or its own unique challenges. That it was 
easily realized, with only minor difficulties. However, when I think of Peru and its accomplish-
ments, I am reminded of the old adage by Sophocles that “success depends on effort.”  

Indeed, the narrative of Peru’s economic transformation over the last three decades as con-
tained in this book clearly demonstrates the validity of this well-worn proverb. The one constant 
that is woven throughout this volume is that the real story behind Peru’s success is one of persis-
tent and consistent effort—to structurally reform the economy and to construct and implement 
solid macroeconomic frameworks and policies. These were not easy labors, particularly given 
Peru’s sociopolitical and economic struggles through the 1970s, 1980s, and 1990s. In this regard, 
I find this book to be a must read for anyone interested in understanding the real challenges in 
successfully transforming an emerging market economy, particularly one that depends so heavily 
on natural resources. In sum, I believe many lessons can be gleaned from this success story.  

Finally, on a personal note, I fondly remember that Peru was the starting point of my first visit 
to Latin America as Managing Director of the IMF back in 2011. Since that inaugural trip, I have 
immensely enjoyed returning to Peru and the region in general. I, like many others, find Peru, 
and Latin America as a whole, to be a vibrant and dynamic region with a rich cultural heritage. 
I am delighted that the World Bank-IMF Annual Meetings are being held in Lima this year. I 
think you will all agree it is a great opportunity to showcase the country and the region, and to 
discuss its remaining challenges while highlighting its many successes.

Christine Lagarde 
Managing Director

International Monetary Fund
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CHAPTER 1

Overview

ALEJANDRO WERNER

Peru has been one of Latin America’s main success stories for over a decade. Strengthened by solid 
macro policies and favorable external conditions, the country has enjoyed high growth and 
employment and low inflation amid gains in financial and social inclusion. Given that these 
achievements came on the heels of a turbulent economic past, it stands to reason that there are 
lessons to be learned from examining the policies and actions that contributed to these results. 
What challenges did the authorities confront in reforming the economy, particularly once Peru’s 
growth momentum accelerated? What future challenges do the authorities foresee? This volume 
attempts to answer these questions, with chapters authored by notable Peruvian economists and 
IMF staff.

Part I sets the stage by providing a review of Peru’s economic history over the last 30 years. Like 
many countries, Peru implemented misguided policies in response to the oil price shocks of the 
1970s, resulting in a profound debt crisis in the 1980s. By 1989–90, the country was mired in 
hyperinflation, large internal and external imbalances, a multiple exchange rate system, rapid eco-
nomic decline, and domestic terrorism. But fast-forward 25 years and a completely different pic-
ture emerges. In 2014, the Peruvian economy was considered one of the strongest performers in 
the region. In Chapter 2, Renzo Rossini and Alejandro Santos relate how this transformation was 
accomplished, describing how the authorities implemented their stabilization programs and reform 
agenda. The authorities’ efforts turned the economy around and continue to bear fruit today. For 
example, during the commodity price boom and favorable external financial conditions over the 
past decade, Peru was able to successfully absorb a surge in investment flows without overheating 
or experiencing financial sector problems. Similarly, when the global financial crisis broke out, Peru 
had ample buffers and policy space to maneuver around the turbulence, and emerged unscathed. 
Since then, the economy has continued to grow despite weakening commodity prices.

The chapters in Part II report on the changes in Peru’s macroeconomic policies. Chapter 3 on 
growth and Chapter 4 on investment highlight how the implementation of structural reforms, 
coupled with a favorable external environmental, drove the country’s economic performance. In 
addition to describing the evolution of these structural reforms, Kevin Ross and Juan Alonso 
Peschiera explicitly measure the impact that terms-of-trade gains had on domestic incomes, which 
then spilled over into the rest of the economy. Using traditional growth accounting exercises, the 
authors also find that Peru enjoyed sizable gains in total factor productivity above the regional 
average. The next chapter, by Kevin Ross and Melesse Tashu, provides a detailed description of 
the policies and actions that fostered the investment boom, and how that boom has been closely 
aligned with developments in commodity prices and the mining sector. The authors’ empirical 
results show that the increase in private investment was directly linked to macro stability, 
 terms-of-trade gains, structural reforms, public investment, and global interest rates.

Improvements in fiscal policy and fiscal institutions played a critical role in Peru’s transforma-
tion. In Chapter 5, Svetlana Vtyurina describes the policy decisions taken during a fiscal consoli-
dation process that played out over the last 40 years as the high deficits of the 1970s and 1980s 
gradually evolved into the fiscal surpluses of more recent years. Interestingly, Peru has not recorded 
a primary deficit since 2003 and saw its debt ratio fall to around 20 percent of GDP in 2014.
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Many observers have noted that the cornerstone of Peru’s fiscal turnaround was the passing of 
a fiscal transparency law in 1999. As discussed by Cesar Liendo in Chapter 6, the law introduced 
a modern macro-fiscal framework and a fiscal rule, both of which have been gradually modified. 
These second-generation reforms have made the macro-fiscal framework simpler, more transpar-
ent, and more able to accommodate adjustments in the structure of the economy.

The discussion on fiscal rules is complemented by Svetlana Vtyurina’s analysis in Chapter 7 of 
alternative fiscal stability frameworks for countries rich in natural resources. With pressing societal 
needs, there is a natural political desire to view resource revenues as permanent and to spend them 
immediately. The reality, however, suggests that these flows may be temporary and volatile, disrupt-
ing prudent budgetary planning. Thus, the permanent income hypothesis would imply that these 
revenues should only be used to smooth out consumption over generations, with current surplus 
funds invested in financial assets as savings. In this context, Vtyurina presents the choices confront-
ing Peru and provides simulations under various approaches. She concludes that given Peru’s long 
resource horizon, pressing infrastructure needs, and low public investment, a fiscal sustainability 
framework that efficiently invests these flows today in infrastructure would be optimal.

Reforms in tax policy and in public financial management have helped Peru achieve solid fis-
cal accounts. In Chapter 8, Ricardo Fenochietto, Laura Calderón, Marco Camacho, and Patricio 
Castro describe the Peruvian authorities’ efforts to broaden the tax base, simplify tax rates, and 
reduce evasion and avoidance in an environment plagued by noncompliance and informality 
issues. Key components include the ongoing modernization of the tax collection agency 
(Superintendencia Nacional de Administración Tributaria) and mining taxation reform. Although 
much still needs to be done, these efforts have improved tax efficiency and overall revenue 
inflows. From the expenditure side, Chapter 9 on public financial management by Mario Pessoa, 
Israel Fainboim, and Almudena Fernández report on various improvements, including imple-
mentation of a medium-term budgeting and expenditure framework, results-based budgeting, 
state-of-the-art treasury and debt management, and improved information systems. Many of 
these reforms resulted from IMF technical assistance and an ongoing close technical dialogue 
between IMF staff and the Peruvian authorities.

Chapter 10, by Adrienne Cheasty and Juan Pichihua, reports on how fiscal decentralization 
has created its own challenges. Reallocating mineral revenues back to resource-producing regions 
has created a divide between the haves and have-nots in Peru’s fragmented local regions. It has 
also made the regions important players in infrastructure investment and in education and health 
spending. However, local governments’ pervasive problems with management capacity and the 
volatility of resource revenues continue to burden the country’s overall budgeting system and 
complicate investment spending. In addition, under this decentralized system revenue flows 
toward mining communities, which may or may not be where the greatest social needs are. Both 
investment and social spending challenges are critical development issues for Peru that need to be 
addressed promptly.

A perennial question in emerging market countries centers on the most efficient way to fill 
infrastructure gaps. In Chapter 11, Giancarlo Marchesi and Alvaro Valencia review the Peruvian 
experience in addressing this crucial issue, stressing the country’s heavy reliance on private sector 
involvement. The authorities initially focused on privatizations in the mid-1990s, given the 
nationalization of key industries in the 1970s and 1980s. These privatizations dramatically 
improved the efficiency of the economy and kick-started the growth renaissance in Peru. In the 
early 2000s, the focus shifted toward greater use of concessions and, by the end of the decade, 
more reliance on public-private partnerships. The current public-private partnership framework 
is considered to be well designed and efficient.

Three chapters on monetary policy provide a look at Peru’s inflation-targeting framework. 
Two characteristics of the Peruvian economy—high dollarization and volatile credit cycles—have 
affected the formulation of the policy framework. As is well known, dollarization heightens the 
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exposure of the real and financial sectors to exchange rate and liquidity shocks. Given its impact 
on balance sheets, dollarization also reduces the effectiveness of monetary policy. As a result, an 
economy can be prone to boom-bust credit cycles associated with volatile foreign currency credit 
flows. Dollarization also affects the transmission of monetary policy and increases the liquidity 
and solvency risks to the financial system. To address these risks, the Peruvian central bank (Banco 
Central de Reserva del Perú [BCRP]) has implemented a “hybrid” inflation-targeting framework 
that incorporates conventional monetary policy instruments with nonstandard policy tools (for 
example, sterilized foreign exchange interventions and frequent use of reserve requirements).

The BCRP policy framework has worked well. As documented by Adrián Armas, Alejandro 
Santos, and Melesse Tashu in Chapter 12, the inflation-targeting framework has helped reduce 
the level of inflation and anchored price expectations, while limiting exchange rate and foreign 
interest rate pass-through effects. Despite Peru’s high rate of dollarization, the deviation of 
actual inflation outcomes from the midpoint of the BCRP’s 1–3 percent target range has been 
small, comparing well with other LA6 countries.1 Moreover, this stability has helped to gradu-
ally lower dollarization, with the rate declining from about 70 percent on introduction of the 
inflation-targeting framework in 2002, to under 40 percent today. Moreover, the functioning 
of the monetary policy transmission mechanism has improved, and shifting capital flows have 
not negatively affected financial stability.

Spillovers from the global financial crisis posed a major challenge to Peru’s monetary policy. 
To combat the recessionary effects of the global slowdown, developed-country central banks 
implemented expansionary monetary policies that lowered interest rates to near zero and trig-
gered quantitative easing policies. Within this context, Renzo Rossini, Adrián Armas, and Zenón 
Quispe in Chapter 13 describe how the BCRP confronted the spillover effects from these 
developed-country policies, which led to large capital inflows seeking higher yields. Their work 
offers a particularly close look at how the BCRP formulated a set of reserve requirements in 
response to shifts in credit and capital flows. In a similar vein, Chapter 14 by Renzo Rossini, 
Zenón Quispe, and Donita Rodríguez focuses on the BCRP’s sterilized intervention policies, 
providing background information on their rationale and on their impact on financial markets.

Peru’s financial sector performance has strengthened, along with financial supervision. In 
Chapter 15, Javier Poggi, Lucia Romero, Manuel Luy, and Narda Sotomayor provide a review of 
how the authorities used these good economic times to modernize and reinforce financial sector 
supervision and regulation. In Chapter 16, Mercedes García-Escribano investigates how macro-
economic stabilization and other policies have helped to gradually reduce dollarization.

Overall, Peru’s financial sector regulation and supervision are considered to be among the best 
in the region. Chapter 17 by Kevin Ross and Juan Alonso Peschiera reveals how the profitability 
and cost-efficiency of the banking sector have improved since the banking crisis in the early 
2000s. Although bank concentration and effective margins remain relatively high, the sector still 
appears to enjoy marked competition. In Chapter 18, Mercedes Vera-Martin describes Peru’s set 
of macroprudential tools and policies and contrasts them with the regional experience.

The external sector contributions in this volume report on how trade liberalization and free 
trade agreements have transformed Peru’s economy. The country opened its doors to interna-
tional trade and financial flows in the early 1990s as part of the broader macroeconomic stabiliza-
tion and structural reform agenda. Chapter 19 by Yu Ching Wong examines the evolution of 
Peru’s trading boom and increase in foreign direct investment flows.

Chapters 20 and 21 on exchange rate movements by Melesse Tashu show that exchange 
rate smoothing through foreign exchange intervention has helped insulate Peru’s real exchange 
rate from the effects of commodity price shocks, and that the exchange rate is broadly in line 

1 The LA6 are Brazil, Chile, Colombia, Mexico, Peru, and Uruguay. 
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with fundamentals. Nevertheless, continuing the policy of increasing flexibility would 
enhance the economy’s ability to absorb external shocks and reduce the incentives to under-
take unhedged risks.

Although the increase in openness described in Chapter 19 had enormous benefits for Peru, 
it also exposed the economy to the risks of external shocks. Chapter 22 by Fei Han empirically 
estimates the linkages between Peru’s economy and two growth drivers—Chinese investment and 
U.S. monetary policy. These linkages are large and important in understanding how growth and 
investment will evolve.

Chapter 23 turns to social issues. Yu Ching Wong outlines how Peru has achieved reductions 
in poverty and inequality. Over the course of 10 years, the poverty rate in Peru declined by more 
than half: from 59 percent in 2004 to 23 percent in 2014. This means about half the population 
has moved into the middle class since the mid-2000s. Similarly, the extreme poverty rate fell to 
about 4 percent in 2014 from 20 percent in 2004. Income distribution has also improved, with 
the Gini coefficient declining from above 60 in 2002 to 44 by 2014. Although a large part of 
these improvements can be attributed to Peru’s growth, the social and cash transfer programs 
undertaken by various government administrations also played a role. Despite these gains, Wong 
notes that social spending remains low in comparison to regional peers, and much more needs to 
be done in the areas of education, health, and gender inequality.

Part III presents three viewpoints on Peru’s future challenges. The fiscal policy agenda will 
need to remain focused on strengthening institutions and frameworks. In Chapter 24, Alonso 
Segura, Peru’s Minister of the Economy and Finance, outlines how the gradual evolution of Peru’s 
frameworks and policies imparted a degree of stability and predictability to fiscal policy. Those 
frameworks and policies also helped create fiscal buffers that were useful in mitigating the nega-
tive effects of the global financial crisis and the current slowdown in metal prices. In the near 
term, the fiscal sustainability of many emerging marketing economies, including Peru, will again 
be tested by higher international interest rates, persistent depreciation pressures, lower permanent 
fiscal revenues, and lower potential growth. As in the past, Peru will need to diligently implement 
stable and sound fiscal policies that will promote the credibility necessary to attract foreign invest-
ment flows, lower financing costs for both the private and public sectors, and help sustain eco-
nomic growth. In Minister Segura’s view, the best way to create this virtuous circle is by 
strengthening the current macrofiscal framework in ways that optimize the functioning of fiscal 
policy. In particular, future reforms need to focus on tax policy, public expenditure management, 
and intergovernmental transfers.

Peru has significant space to increase permanent revenues and fortify the tax system, and 
Minister Segura indicates this could be accomplished mainly by widening the tax base by reduc-
ing informality. Measures could focus on reducing tax evasion and avoidance through the use of 
risk-based enforcement systems, tax and customs controls, and new information management 
systems. At lower levels of government, revenue-raising incentives could be provided to expand 
municipal taxation, particularly in the area of property taxation. Tax exemptions and excise taxa-
tion need to be harmonized, with tax regulations brought further in line with international best 
practices. If all of these measures were to be fully implemented, the overall equity, efficiency, and 
transparency of tax administration would improve, further contributing to a reduction of infor-
mality—and higher growth.

Much work needs to be done to improve the efficiency of public spending and intergovern-
mental transfers. Public expenditures need to be better prioritized through a thorough evaluation 
of prior outcomes and these results better communicated to the public. The rigidities and other 
biases in expenditure design that restrict timely countercyclical spending should be eliminated. 
In particular, Minister Segura floats the idea of establishing a separate fund or bank for public or 
public-private investment projects. This entity could lie outside of the budget and be swiftly 
activated in a countercyclical fashion. In addition, intergovernmental transfers from all financing 
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sources need to be based on the predictability of public spending and on the capacity to absorb, 
measure, and evaluate the use of the transferred resources. Transfers based solely on the location 
of mining activity, and that do not take into account local authorities’ ability to implement 
spending projects, have had a negative impact on public investment, development, and growth.

In Chapter 25, Julio Verlarde, the President of the BCRP, outlines a number of monetary 
policy challenges. He stresses that to implement an inflation-targeting regime in a highly dollar-
ized economy, the BCRP needed to explicitly account for the financial cycle. Since real and 
financial cycles rarely coincide, and financial cycles tend to be longer in duration, the central 
bank had to lengthen the time horizon for monetary policy and adapt its nonconventional policy 
instruments. Looking ahead, it will be crucial to properly calibrate these policy instruments such 
that financial intermediaries internalize the financial risks, thus helping the financial system 
absorb shocks. If not implemented correctly, these instruments can be a source of inefficiencies 
that hinder capital market development.

The monetary policy framework will also need to be adjusted to developments in capital 
markets. As capital markets develop, it will become increasingly difficult for the BCRP to fully 
sterilize their interventions and control exchange rate movements. On the other hand, more 
developed financial markets are needed to hedge risky positions, blocking the source of shocks in 
the first place and eliminating the necessity of BCRP intervention. This predicament underscores 
the central bank’s drive to dedollarize the economy with an array of reserve requirements. Then 
again, increased reliance on nonbank financing in Peru, such as bond issuance, weakens the 
effectiveness of reserve requirements and creates possible currency mismatches. It is also impor-
tant to calibrate the monetary policy stance and the set of macroprudential measures with the 
microprudential regulations of financial system supervisors. This may not be an easy task.

The changing external environment will continue to affect monetary policy decisions. 
President Velarde notes that the gradual reversal of quantitative easing in the United States could 
imply a prolonged readjustment of dollar exchange rates. Thus, exchange rate pass-through 
effects could be nonlinear and asymmetric, with larger inflationary effects on depreciations than 
on appreciations. This is a problem because many countries in the region are already above or 
near their inflation targets. Given the importance of low inflation to central bank credibility, 
monetary transmission, and dedollarization efforts, the BCRP will need to continue to intervene 
to tame depreciations, with cyclical adjustments in reserve requirements to promote credit expan-
sion. Finally, slower growth in China, the end of the commodity super-cycle, and investment 
bottlenecks indicate that potential growth will falter without structural reforms. Understanding 
the evolution of the Peruvian economy’s potential output given this uncertainty will be crucial to 
the formulation of optimal policy.

The main social policy challenge going forward is to eradicate persistent pockets of poverty 
and social exclusion. Although Peru’s social indicators have improved over the past decade in line 
with rapid economic growth and improvements in public policies, there are still high rates of 
poverty and malnutrition among the country’s rural population, female-headed households, and 
native language speakers. As Carolina Trivelli notes in Chapter 26, the existence of these gaps in 
social inclusion was the catalyst behind the establishment of the Ministry of Social Development 
and Inclusion in 2011. Although prior attempts had been made to create a coordinated national 
strategy, most social programs and policies tended to be somewhat ad hoc and dispersed among 
various ministries and regions. Thus, the task confronting the Ministry of Social Development 
and Inclusion was to establish a clear road map of coordinated policy and program interaction 
among all levels of government to address these enduring gaps. The authorities’ national 
 strategy—“Inclusion for Growth” (Incluir para Crecer)—addresses that challenge by detailing an 
intergovernmental agenda that incorporates the country’s five main social programs.

A concerted broad-based effort will be needed to continue to make progress above and beyond 
existing social inclusion gains. Trivelli stresses that authorities need to build wide-ranging public 
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support for social inclusion programs by effectively communicating their importance for societal 
growth and development. Besides creating awareness of the issues, good communication will also 
help sustain and build budgetary financial support. Another issue is that, at present, not all citi-
zens who qualify for social assistance are able to access it due to funding or logistical constraints. 
Finally, in implementing their national strategy, the authorities will need to continue to identify 
and track vulnerable populations, as well as develop and test new innovative programs against 
measurable benchmarks. Given the dispersion of rural locations, this will require that the 
Peruvian government establish an effective presence throughout Peru—something that has 
proven difficult in the past.

In conclusion, this volume presents a multifaceted look at Peru’s economic accomplishments 
and future challenges. Each contribution, in its own way, explains how the country has been 
transformed into one of the better economic performers in Latin America, and examines what 
needs to be done to sustain future growth and development. The common thread throughout the 
volume—and its essential takeaway—is that structural reforms have provided good payoffs for 
Peru over the last 30 years. With the external environment now turning slightly less favorable 
than in the recent past, the authorities will need to revisit this lesson and redouble structural 
reform efforts as they confront the tasks ahead.
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CHAPTER 2

Peru’s Recent Economic History: 
From Stagnation, Disarray, and 
Mismanagement to Growth, Stability, 
and Quality Policies

RENZO ROSSINI AND ALEJANDRO SANTOS

Peru represents one of the best examples in Latin America of how a stabilization program and 
 structural reform agenda should be implemented. Like most countries in the region, Peru suffered 
through the debt crisis of the 1980s, with its situation exacerbated by misguided policies. By 1989–90, 
the economy was mired in hyperinflation, external debt default, sharp economic decline, a large fiscal 
imbalance, an unsustainable public debt, a multiple exchange rate system, countless economic distor-
tions, and domestic terrorism. The result was an unparalleled level of economic dislocation. The ambi-
tious economic program of the mid-1990s addressed all of these problems and began a long process of 
structural reform that established the basis for achieving the highest growth rates in South America over 
the past two decades. The reform process included two macroeconomic milestones that cemented stabil-
ity: the introduction of a Fiscal Responsibility Law in 1999 (modified in 2013) and the formal 
introduction of inflation targeting in 2002. The economy’s growth path endured the Asian and Russian 
crises of 1997–98 and the global financial crisis of 2008–09. The adjustment and reform process was 
accompanied by a number of successful IMF arrangements and  significant technical assistance.

Despite the economic deceleration of 2014, economic growth in Peru over 2005–14 averaged 
6.3 percent, the highest level in South America and the second highest in Latin America (after 
Panama, where the canal is being expanded) (Figure 2.1). This is not a small accomplishment, 
especially compared with the country’s poor economic performance and relative stagnation during 
part of the 1970s and most of the 1980s. The rise of Peru as an economic star among emerging 
markets came as a surprise to many economic observers, analysts, and investment bankers, but 
not to economic historians. Peru had a long history of high growth in the post–World War II 
period, growing at 5 percent in the 1950s, 6 percent in the 1960s, and 5½ percent in the first half 
of the 1970s. By the mid-1970s, it is estimated that income per capita in Peru was broadly simi-
lar to that of Brazil, Chile, and Uruguay, and a third higher than Colombia (but still lower by 
about a quarter than Mexico). In that sense, Peru simply returned in the 1990s to a well-known 
growth path after 15 years of volatile stagnation in the second half of the 1970s and the 1980s.

The malaise of the economy came after the oil shocks of the 1970s and Peru’s poor policy 
response (Table 2.1). Peru was not the only one; most advanced and emerging market economies 
at the time did not know how to respond to a large supply shock, and what is more, some may 
not even have been aware that their sluggish economic performance was due to that supply shock. 
This lack of awareness led to active demand management policies that in turn led to stagflation. 
Peru went through a cycle of expansionary policies and failed programs to address them (Pastor 
2012). The United States suffered its own stagflation, experiencing double-digit inflation in the 
late 1970s, and then endured a painful disinflation process in the early 1980s that pushed  interest 
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TABLE 2.1

Peru: Economic Indicators, 1985–2014 (Percent)

Instability The Great Stabilization Poststabilization Average

1985–90 1991–92 1993–2014 1985–2014

(Annual Percentage Change)

Real GDP −0.9 0.8 5.3 3.7
Inflation (end of period) 2,080 98.0 6.1 427.1
Base Money 1,358 79.2 19.1 290.8
Real Exchange Rate (average)1 18.6 −1.9 0.2 3.8
Terms of Trade (deterioration −) −5.0 −3.6 2.2 0.3

(Percent of GDP)

Domestic Investment 19.1 16.0 21.4 20.6
National Savings 14.0 11.0 18.3 17.0
External Current Account −5.1 −5.0 −3.1 −3.6
Gross International Reserves 7.7 8.4 21.7 18.0
Fiscal Balance2 −8.9 −3.5 −0.7 −2.5
Public Debt2 71.3 67.6 40.1 48.2

Sources: Peruvian authorities; and IMF staff estimates.
1Effective, (−) = real depreciation.
2Nonfinancial public sector.
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rates to record high levels. To complicate matters, Mexico, having enjoyed the oil shock as a 
producer, led the way in economic mismanagement in the region. Ultimately, unable to afford 
the higher interest payments, Mexico declared default on its external debt in August 1982. Peru 
suspended payments to commercial creditors seven months later in March 1983. Most countries 
in the region followed, as they suffered contagion from Mexico, and as banks became reluctant 
to renew credit lines in the region. This gave rise to the debt crisis in Latin America in the 1980s, 
which came to be known as the region’s “lost decade.”

The bad policies of the 1980s created the highest recorded inflation in Peru’s history (over 
7,600 percent in 1990) and its steepest economic decline (the economy contracted by about one-
quarter between 1987 and 1990). It is estimated that the size of the economy by 1990 was  similar 
to that in 1975. It took almost a decade to regain the peak (and overheated) level of GDP of 1987 
(Ministry of the Economy and Finance 2003). The successful stabilization of the early 1990s 
stopped inflation, put public finances in order, reduced the debt burden, gave freedom and 
authority to the central bank to conduct monetary policy, implemented ambitious reforms, and 
set the foundation for sustained economic growth that continues to this day (Polastri 2007).
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This chapter analyzes the economic performance of Peru and its policies from 1985–2014 by 
identifying six distinct periods (Table 2.2): (1) the instability of the second half of the 1980s, 
(2)  the titanic stabilization of the early 1990s, (3) the sustained recovery during most of the 
1990s, (4) the deepening reforms during most of the 2000s, (5) the global financial crisis of 
2008–09, and (6) the postcrisis period of the last five years. During the entire period, Peru had 
almost uninterrupted IMF-supported (or monitored) programs and arrangements. These pro-
grams were some of the most successful operations in the IMF’s history (Box 2.1).

INSTABILITY AND MISMANAGEMENT (1985–90)
Desperate to find solutions to the country’s macroeconomic problems, the Peruvian authorities 
undertook some of the most unique experiments in economic policy during the mid-1980s with 
disastrous results. By then, Peru was experiencing declining growth rates, debt service problems, 
and accelerating inflation fueled by large fiscal and quasi-fiscal deficits (Table 2.3). Government 
intervention in pricing, interest rates, credit allocation, and labor markets resulted in major dis-
tortions of relative prices and the deepening of the large informal economy. Inefficient import 
substitution was encouraged by means of quantitative import restrictions and high tariffs, and a 
generally overvalued exchange rate favored urban consumers, discouraged exports and agricul-
tural production, and induced large-scale migration from rural to urban areas. In the late 1980s, 
this migration was given additional impetus by terrorist activities, which also affected production 
in mining, energy, and agriculture. Drug trafficking also became a problem. It is estimated that 
real GDP per capita declined by about 30 percent during the late 1980s.

Social indicators were no better. It is estimated that in the mid-1980s nearly 60 percent of the 
Peruvian population lived in poverty (that is, their basic human needs for food, shelter, educa-
tion, and medical services were not met; World Bank 2015). That figure subsequently increased. 
Political violence claimed over 20,000 lives in the 1980s. Peru was then stricken by a cholera 
epidemic, largely as a result of the deterioration of social services and widespread lack of access to 
safe water supplies.

The administration that took office in mid-1985 attempted to address these problems by 
boosting domestic demand through credit expansion, tax reduction, increases in public sector 
employment, and government-mandated wage increases. At the same time, the administration 
sought to contain inflation through price and interest rate controls, subsidies, and delays in adjust-
ing public sector prices, and attempted to protect the balance of payments through a complex 
multiple exchange rate system, higher tariffs, and quantitative restrictions on imports.1 The hall-
mark government policy was to limit public sector external debt service payments to 10 percent 
of exports of goods and nonfactor services, and to service debt only to creditors expected to pro-
vide a positive net flow of resources to Peru.2

These policies generated a short-lived boom in 1986–87 that was followed by hyperinflation 
and a deep recession. The budget deficit rose sharply, domestic savings fell, and the external cur-
rent account swung from approximate balance to a deficit of 7½ percent of GDP. By late 1987, 
financial disintermediation was accelerating, international reserves were depleted, and the public 

1 Other measures included fixing the exchange rate at a 12 percent lower (depreciated) level, a freeze on publicly admin-
istered prices after a mild increase, a lowering of the interest rate from 280 percent to 45 percent, a salary increase of 
18 percent and a subsequent adjustment to increase real wages, conversion to local currency of foreign-currency- 
denominated bank certificates, and a private sector price freeze. See Velarde and Rodriguez (1992a).
2 The limit did not cover short-term debt, payments in kind, debts to Latin American governments and regional organiza-
tions, or debts incurred after mid-1985. Peru did not allow the IMF to conduct Article IV Consultations in 1985 or 1986. 
Debt service payments to the IMF were suspended as of early 1986 (except for charges from the Special Drawing Rights 
Department), and in August 1986 Peru was declared ineligible to use the IMF’s General Resources. Loan disbursements 
from the World Bank were suspended in May 1987. While Peru was initially able to avoid arrears to the IDB, loans were 
halted because of failure to meet agreed-upon conditions, and eventually Peru also ran arrears to the IDB.
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TABLE 2.2

Peru: Basic Institutional Information (1985–2014)

Source: Authors’ calculations.
Note: EFF = Extended Fund Facility; RAP = Rights Accumulation Program; SBA = Stand-By Arrangement.
1After President AIberto Fujimorii was ousted by Congress in November 2000, Congress appointed Valentin Paniagua (VP) as Interim President for eight months.
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BOX 2.1.  Peru: A Brief History of IMF Arrangements

Peru has a long history of IMF-supported programs. In 1954, Peru became the third country in the world to 
have a Stand-By Arrangement (SBA) with the IMF (after Belgium and Finland, both in 1952). The arrangement 
marked the first time a Latin American country used IMF funds.

Over the past 60 years, there have been a total of 24 IMF-supported or monitored programs in Peru. Of 
particular note, however, are the eight very successful IMF programs with Peru from 1991 to 2009. These 
included one IMF-monitored program under the Rights Accumulation Program (RAP) (1991–93);  three 
Extended Fund Facilities (EFF) (1993–2001); and four SBAs (2001–09). Peru has no credit outstanding to the 
IMF, as the debt was fully repaid on time by 2007.

An unfortunate episode of protracted arrears to the IMF was resolved in the early 1990s. Following the Latin 
American debt crisis of the 1980s, Peru had trouble adjusting to additional external shocks and adopted an inad-
equate macroeconomic policy mix that precipitated a severe balance of payments crisis. By 1985, Peru was run-
ning arrears to the IMF, as the first administration of Alan Garcia (1985–90) unilaterally imposed a ceiling on 
external debt payments equivalent to 10 percent of foreign exchange earnings. These arrears were cleared in 1993, 
during the first administration of Alberto Fujimori (1990–95) following completion of the IMF-monitored RAP.

The IMF has supported the economic renaissance of Peru over the past two decades. The transformation 
of Peru’s economy was accompanied by a sequence of virtually uninterrupted IMF programs, monitorings, 
and arrangements, along with a massive technical assistance program. The IMF arrangements were mostly 
precautionary: after clearing arrears to the IMF in 1993, Peru made only one purchase in 1997 associated with 
the debt and debt-service reduction operation with private creditors. Below is a brief description of IMF pro-
grams and arrangements in Peru since the 1990s.
• Rights Accumulation Program. This program (1991–93) supported the economic policies of the newly 

elected government of Albert Fujimori (1990–95), which included macroeconomic adjustment and struc-
tural reforms. The program met its main objectives of reducing inflation, creating conditions for sustained 
growth, gradually returning to external viability, and reestablishing relations with external creditors.1

• Extended Fund Facilities. These facilities (1993–2001) supported a strong stabilization effort as well as the 
first generation of reforms, including the Fiscal Responsibility Law (1999). During this eight-year period, the 
IMF approved three EFFs for a total amount of special drawing rights (SDR)2 1.7 billion. Under those 
arrangements, Peru made purchases totaling SDR 0.8 billion, and its outstanding credit peaked at SDR 0.75 
billion (161 percent of quota) at end-1997 (Figure 2.1.1). No drawing was made in the last EFF (1999–2001).

• Stand-By Arrangements. These arrangements (2001–09) also favored economic stabilization and a continua-
tion of structural reforms, including the introduction of inflation targeting (2002). During this eight-year peri-
od, the IMF approved four SBAs totaling SDR 0.84 billion, all of them precautionary, as no purchase was made.

1During this RAP (1991–93), the authorities accumulated “rights” equivalent to the amount of IMF arrears, but no money was 
disbursed. Japan and the United States provided a bridge loan to Peru in March 1993 to settle its arrears to the IMF. Once the 
arrears were cleared, the amounts accumulated under the RAP were disbursed upon approval of the successor EFF (1993–96) 
and served to repay the bridge loan from Japan and the United States.
2Special drawing rights (SDR) are the unit of account for IMF transactions. SDR value is based on a basket of four international 
currencies (euro, Japanese yen, pound sterling, and U.S. dollar).
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Figure 2.1.1 Peru: IMF Credit Outstanding, 1980–2013 (Millions of SDRs)
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sector deficit was generating strong inflationary pressures that could no longer be repressed 
through price controls and subsidies. The fiscal difficulties were mainly attributable to the drop 
in central government revenues, which fell by almost one-half as a ratio of GDP (from 15 percent 
of GDP in 1985 to about 8 percent in 1989), reflecting the impact on excise tax collections of 
lags in adjusting public sector prices, reductions in tax rates, the erosion of tax revenues through 
inflation, and increasing tax evasion. This was only partly offset by cuts in expenditure, including 
public investment. In addition, a substantial quasi-fiscal deficit emerged as a result of the central 
bank’s exchange rate losses and subsidized lending to the agricultural bank. By 1988, the deficit 
of the nonfinancial public sector, at almost 12 percent of GDP, was considerably larger than the 
money supply (M2) in local currency, a relationship that became even more adverse the following 
year as the process of financial disintermediation accelerated.

Measures taken in late 1988 and early 1989 temporarily reduced the fiscal deficit, but did not 
address the underlying structural problems. Economic activity continued to decline and infla-
tionary pressures remained unabated. Real GDP fell by 20 percent in 1988–89 and prices rose 
1,700 percent in 1988 and 2,800 percent in 1989. The recession and collapse of investment 
resulted in a decline in aggregate demand well in excess of the decline in GDP, reducing the 
external current account deficit and reconstructing international reserves. In the run-up to the 
April 1990 national elections, the authorities once more relaxed fiscal and monetary policies, 
permitted public enterprise prices to lag even further behind the general price level, and increased 
subsidies through the multiple exchange rate system. As a result, during the first half of 1990 
consumer prices rose by 34 percent a month (an annual rate of over 3,000 percent) before accel-
erating to 63 percent in July, by which time the central bank’s liquid international reserves once 
again were virtually exhausted. By mid-1990 more than two-thirds of Peru’s US$22 billion exter-
nal debt (about 75 percent of GDP) was in arrears, including about US$2.2 billion in arrears to 
the IMF, World Bank, and Inter-American Development Bank (IDB).

THE GREAT STABILIZATION (1990–92)
In the early 1990s, the Peruvian economy faced a severe economic crisis characterized by hyper-
inflation and a sharp drop in output resulting from large fiscal imbalances, negative real interest 
rates, widespread wage and price controls and subsidies, and a highly distorted exchange rate 
system. In addition, the social environment had deteriorated due to increasing terrorism. Real 

TABLE 2.3

Peru: Economic Indicators, 1985–90 (Percent)

Average

1985 1987 1990 1985–90

(Annual Percentage Change)

Real GDP 2.1 9.7 −5.0 −0.9
Inflation (end of period) 158.3 114.5 7,650 2,080
Base Money 227.8 153.7 5,094 1,370
Real Exchange Rate (average)1 −18.0 37.8 41.0 18.6
Terms of Trade (deterioration −) −5.4 −0.2 −8.4 −5.0

(Percent of GDP)

Domestic Investment 18.9 20.4 13.9 19.1
National Savings 18.4 12.8 8.9 14.0
External Current Account −0.5 −7.5 −5.0 −5.1
Gross International Reserves 15.7 4.1 6.1 7.7
Fiscal Balance2 −3.7 −10.1 −8.9 −8.9
Public Debt2 79.8 60.6 69.0 71.3

Sources: Peruvian authorities; and IMF staff estimates.
1Effective, (−) = real depreciation.
2Nonfinancial public sector.

©International Monetary Fund. Not for Redistribution



 Rossini and Santos 15

GDP in 1990 was 25 percent lower than three years before (30 percent in per capita terms) and 
similar to the level observed in 1975 (1965 in per capita terms).

The stabilization program that was implemented in the second half of 1990 and lasted 
through end-1992 drastically reformed the structure of the economy and created the basis for the 
solid and sustained growth in the two decades that followed (Table 2.4). The program was 
responsible for a number of achievements, including (1)  sharply reducing the budget deficit 
through increases in the prices of government-provided services and by streamlining the tax sys-
tem, strengthening tax administration, reducing the civil service, and liquidating some public 
development banks; (2) abolishing price controls, capital controls, and quantitative trade restric-
tions, unifying and floating the exchange rate, and liberalizing labor and financial markets; 
(3) opening up areas of economic activity previously reserved for the public sector (including the 
provision of public services) to private and foreign participation; and (4) strengthening the frame-
work for the implementation of monetary policy and the institutional autonomy of the central 
bank (Banco Central de Reserva del Perú [BCRP]) and the superintendency of banks 
(Superintendencia de Bancas, Seguro, y AFP [SBS]); and (5) bolstering financial supervision and 
prudential regulation.

The government that took office in mid-1990 immediately implemented a program of macro-
economic and structural adjustment aimed at drastically reducing inflation and establishing condi-
tions for sustained growth. The initial package of economic measures adopted in August 1990 
focused mainly on eliminating the domestic financing requirements of the nonfinancial public sec-
tor, removing distortions, and opening the economy to foreign competition.3 The measures included:

• Price adjustments. A 3,000 percent increase in fuel prices and an increase of about 
1,000 percent in electricity, water, and telephone rates.

• Tax exemptions. Elimination of some exemptions to the value-added tax and reduction in its 
rate from 18 percent to 14 percent.

3 The international community’s reaction to the program was quite positive. Japan and the United States took the lead in 
organizing a donors’ group that included nine European countries and Canada to provide financing. Separately, four 
Latin American countries (Chile, Colombia, Mexico, and Venezuela) offered short-term loans. In 1991, the Paris Club 
(a grouping of 17 nations) rescheduled maturities falling due in 1991–92 on official debt for US$4.6 billion under 
Houston terms (i.e., longer grace and repayment periods than in a traditional rescheduling).

TABLE 2.4 

Peru: Economic Indicators, 1991–92 (Percent)

Average Average

1985–90 1991 1992 1991–92

(Annual Percentage Change)

Real GDP −0.9 2.2 −0.5 0.8
Inflation (end of period) 2,080.0 139.2 56.7 98.0
Base Money 1,357.7 96.2 62.1 79.2
Real Exchange Rate (average)1 18.6 −7.6 3.8 −1.9
Terms of Trade (deterioration −) −5.0 −4.5 −2.6 −3.6

(Percent of GDP)

Domestic Investment 19.1 16.0 15.9 16.0
National Savings 14.0 11.4 10.6 11.0
External Current Account −5.1 −4.5 −5.4 −5.0
Gross International Reserves 7.7 7.9 8.9 8.4
Fiscal Balance2 −8.9 −2.9 −4.0 −3.5
Public Debt2 71.3 68.9 66.3 67.6

Sources: Peruvian authorities; and IMF staff estimates.
1Effective, (−) = real depreciation.
2Nonfinancial public sector.
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• New taxes. Imposition of temporary taxes of 10 percent on exports and 1 percent each on 
net wealth and insured assets.

• Foreign exchange market reform. Unification of the exchange rate and allowing it to float.
• Import tariffs and restrictions. Abolition of virtually all quantitative import restrictions, abolition 

of some import tariff exonerations, and consolidation of the complex tariff system (with rates 
running to almost 120 percent) into three rates (15 percent, 25 percent, and 50 percent).

• External payments. Liberalization of restrictions on payments for current international 
transactions.

• Financial liberalization. Reduction in the marginal reserve requirements on banks’ domestic 
currency liabilities from 80 percent to 40 percent, and increases in interest rate ceilings for 
domestic currency lending to nonbinding levels, thereby allowing interest rates to be 
determined by market forces.

As an integral part of the initial adjustment effort, the government created the Social 
Emergency Program to help offset the impact of the reduction of food subsidies and increased 
transportation costs on the most disadvantaged, as well as to improve basic health services. The 
program was a mechanism for coordinating and channeling public sector resources to the disad-
vantaged, primarily through existing nongovernmental organizations. It was initially expected 
that program expenditures would amount to 2 percent of GDP on an annual basis, financed by 
resources from the Treasury and from external donors, with food aid targeted at 7½ million 
people. In practice, however, the amount of available resources turned out to be less than 
expected. In 1991, the Social Emergency Program was replaced by the National System for Social 
Compensation and Development, which continued most of the initial program’s activities.

After the initial stabilization measures, the authorities continued to pursue tight monetary and 
fiscal policies while broadening and deepening the structural changes in the Peruvian economy. 
In the area of prices and wages, discipline was maintained on public sector wages while prices and 
wages in the private sector were allowed to find their own level. Price controls were lifted and in 
August 1990 the government mandated a one-time cost-of-living bonus for all employees in the 
public and private sectors equivalent to 100 percent of their July 1990 wage, but with a floor 
equivalent to 200 percent of the minimum wage. It also announced that wages would be 
increased again once the magnitude of the initial price shock was clear, and a further 100 percent 
increase was decreed for all workers in the public sector in late August 1990, while the minimum 
wage was raised by 300 percent. In September 1990, the government announced that private 
sector wages would be determined freely, abolished wage indexation in public enterprises, and 
made wage increases subject to government approval. Subsequently, public sector salaries and the 
minimum wage were reduced significantly in real terms, while average real wages in the private 
sector increased. Public sector prices were raised again in December 1990 (fuel prices were raised 
by 50 percent and water and electricity tariffs by 30 percent). A policy of smaller and more fre-
quent adjustments in these prices was instituted during the second quarter of 1991.

Incentives for voluntary retirement were offered in a bid to reduce public sector employment, 
resulting in a reduction of 50,000 employees, or about 8 percent of the civil service (excluding 
defense and police) in the first four months of 1991. The tax system was simplified in November 
1990 by eliminating some exemptions to the income and value-added tax, and by abolishing a 
number of taxes with negligible yield. In March 1991, an initial list of 23 public enterprises was 
identified for privatization, and public sector monopolies for basic foods, fishmeal, gold, salt, 
advertising, and reinsurance were eliminated.

All in all, the largest fiscal adjustment in the recent history of Peru took place in 1990–91. 
During these two years, the primary balance of the nonfinancial public sector (NFPS) adjusted 
cumulatively by about 6 percent of GDP (from a primary deficit of 4 percent of GDP in 1989 
to a primary surplus of 2 percent in 1991), whereas interest payments fell by about 2 percent of 
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GDP, leading to a reduction in the overall fiscal balance of the NFPS of some 8 percent of GDP 
(from a deficit of around 11 percent to 3 percent of GDP). This adjustment took place against a 
backdrop of deteriorating terms of trade of some 15 percent, which was a drag on tax collection. 
Remarkably, real GDP contracted by only 3 percent during this two-year period, and there were 
early signs of a recovery by late 1991 (Velarde and Rodriguez 1992b).

The central bank further reduced marginal reserve requirements on domestic currency liabili-
ties in stages to 15 percent by February 1991. Interest rates on domestic currency deposits and 
loans continued to be freely determined in the market and interest rate ceilings on foreign cur-
rency loans were raised to nonbinding levels in 1991. The central bank’s rediscount rate was 
linked to the average deposit rate in the banking system. To facilitate transactions and signal the 
change in the monetary regime, the central bank introduced a new currency, the nuevo sol, in 
July 1991 at the rate of 1 nuevo sol per 1,000,000 intis. To reduce the quasi-fiscal deficit, subsi-
dized lending by the agriculture bank was eliminated in September 1990 and the bank was 
restricted to financing farms of 10 hectares or less and those in the jungle and mountain regions. 
To facilitate commercial bank lending to the agricultural sector, measures were taken to simplify 
the registry of land titles and reduce restrictions on the use of land for loan guarantees.

The 1987 law nationalizing the banking system, which could not be fully implemented, was 
repealed in December 1990. A new financial system law adopted in April 1991 included reorga-
nization of the SBS, extension of the supervisory regulatory framework to include nonbank 
financial intermediaries, and development of a system of deposit insurance.

To reduce labor market rigidities, legislation was adopted in March 1991 to widen grounds 
and speed procedures for dismissal of workers under Peru’s restrictive labor laws. The legislation 
established a system of semiannual payment of retirement contributions designed to eliminate the 
need for retroactive increases in contributions following a general salary increase.

The exchange rate system was further liberalized in October 1990 with the replacement of the 
system of export surrender certificates by a requirement of export surrender through the banking 
system, along with a broadening of the range of transactions that could be effected in the inter-
bank market. In March 1991, all remaining restrictions on private sector current and capital 
transactions were eliminated (except for restrictions on the amortization of frozen working capi-
tal loans). The previously frozen foreign currency deposits in the banking system were freed and 
the opening of accounts abroad was authorized. Limitations on remittances of direct investment 
income and capital were removed, although foreign subsidiaries in the extractive sectors remained 
subject to contractual limitations. In April 1991, the export surrender requirement and the 
 system of official registry of exchange transactions were eliminated. Taken together, these 
 measures represented a major reform of the external payments regime.

In the area of international trade, following the elimination of quantitative restrictions and the 
initial tariff reduction of August 1990, the process of tariff reform was accelerated in March 1991. 
The maximum tariff was reduced to 25 percent, and most transactions were made subject to a 
15 percent rate. In addition, a special tariff rate of 5 percent was introduced on imports of scrap 
iron by the then state steel company (Siderperu) and a variable surcharge was adopted for some 
18 basic food imports to protect the agricultural sector. The temporary export tax was eliminated 
in March 1991 for all exporters other than large mining companies, and the system of temporary 
duty-free admission of imported inputs was extended to include all export industries. Subsidized 
pre-export credits (FENT) were eliminated, as was the granting of subsidies for nontraditional 
exports (CERTEX) for new operations.

From the outset of the program, the government announced its intention to normalize 
relations with the international financial community and began discussions with the IMF on 
an economic program that could serve as a framework for this process and for an appeal to 
external donors for balance of payments support. As further steps in this process, the govern-
ment resumed debt service payments to the World Bank in October 1990 and the IDB in 
November 1990, although some payment delays reemerged after March 1991. By June 1991, 
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arrears to the World Bank and the IDB were about US$90 million higher than they had been 
when payments were resumed.

In support of these policy efforts, the authorities requested in September 1991 that Peru’s 
economic program (which went through end-1992) be presented to the IMF Executive Board for 
endorsement as an IMF-monitored Rights Accumulation Program (RAP) within the framework 
of the enhanced collaborative approach to overdue financial obligations to the IMF. Peru became 
the second country in the world (after Zambia) to embark on an RAP. The proposed access was 
special drawing rights (SDR)4 624 million, equivalent to the arrears Peru had with the IMF as of 
June 1991, with an initial amount of SDR 104 million being accumulated upon Executive Board 
endorsement of the program and the rest in five equal quarterly installments, upon the observance 
of the performance criteria and completion of the program reviews. The accumulated rights were 
to be available for purchase in connection with a subsequent upper credit tranche IMF arrange-
ment that was to be submitted to the IMF board for approval following (1) satisfactory perfor-
mance under the RAP, (2) settlement of overdue obligations to the IMF, and (3) appropriate 
assurances regarding the financing of the subsequent program supported by the IMF arrangement.

The RAP was designed to consolidate the progress already made in reducing inflation and 
advance the structural transformation of the economy. Specific objectives were to (1) reduce infla-
tion to low single-digit monthly rates by end-1991 and to international levels by end-1992, (2) 
make progress toward a viable external payment position and reestablish relations with external 
creditors, and (3) increase economic growth to 2½–3 percent in 1991 and 3½ percent in 1992 
(Figure 2.2). To achieve these objectives, the authorities were to continue to pursue tight mone-
tary and fiscal policies (by sharply reducing the pace of expansion of the central bank’s net domes-
tic assets and adjusting the public accounts by 2 percent of GDP a year with almost no domestic 
financing), and to allow the exchange rate to be determined by market forces (but allowing the 
accumulation of some international reserves), while deepening the process of structural reform. 
Structural measures included further liberalization of labor and financial markets; relaxation of 
restrictions on private (domestic and foreign) participation in petroleum, mining, and other sec-
tors; major reforms in the tax system and tax administration; a reduction in public employment 
and the establishment of a more progressive public sector salary structure; and the restructuring 
and in some cases privatization of public enterprises, including official banks.

Peru’s successful completion of the RAP in December 1992 was key to the normalization of 
relations with the IMF and all other creditors. More importantly, the successful implementation of 
the 1990–92 economic program (supported by the RAP) set the stage for sustained growth and 
price stability in the following decades. While the RAP did not achieve all the ambitious objectives 
set out from the beginning, the program managed to reduce inflation by more than half in 1992, 
and it considerably strengthened Peru’s external position, although the economy actually con-
tracted. The program was considered to be quite successful and all performance criteria and indica-
tive targets under the RAP for 1992 were attained (with the exception of the target of eliminating 
arrears to international organizations, which was actually achieved in the first quarter of 1993).

SUSTAINED RECOVERY (1993–98)
The period from 1993–98 marked the resumption of sustained growth of the Peruvian economy, 
something that had not been seen since the 1960s and the first half of the 1970s. However, the 
period also included 1998, the only year of economic contraction in the poststabilization period, 
and a reminder of the vulnerabilities of the economy to external shocks. The strong economic 
performance was a reflection of positive external conditions, the closing of a negative output gap, 

4 Special drawing rights (SDR) are the unit of account for IMF transactions. SDR value is based on a basket of four 
international currencies (euro, Japanese yen, pound sterling, and U.S. dollar).
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20 Peru’s Recent Economic History

and a strong record of policy implementation. Real GDP grew at an average rate of about 
7 percent in 1993–97 (and contracted by half a percent in 1998), surpassing the level of real GDP 
of the previous peak in 1987. Economic policy aimed at promoting economic stability while 
implementing structural reforms that laid the foundation for high, sustainable growth and a 
reduction of vulnerabilities.

Peru cleared its arrears to the IMF in March 1993 with a bridge loan from Japan and the United 
States, which paved the way to lifting Peru’s ineligibility for IMF resources (ending almost seven 
years of ineligibility). Following the successful completion of the RAP, the IMF Board approved 
the request for an Extended Fund Facility (EFF) covering March 1993–March 1996 for SDR 
1,018 million. Upon approval of the EFF, Peru made the first drawing (or purchase, as the IMF 
calls it) in the amount of SDR 643 million (of which SDR 624 million corresponded to the rights 
accumulated under the RAP). The first drawing was mostly used to repay Japan and the United 
States for their bridge loans provided to clear the IMF arrears (Boughton 2012, Chapter 6).5 Also 
in March 1993, Peru eliminated US$867 million in arrears to the World Bank following the suc-
cessful completion of an accumulation procedure similar to that under the IMF. (Peru had cleared 
its arrears to the IDB in September 1991.)

The fiscal position was brought under control, with the combined public sector accounts 
reaching balance in 1997 (Table 2.5). Fiscal policy focused on adjustment and limiting domestic 
financing to the public sector. After several years of fiscal consolidation, the primary surplus of 
the NFPS reached over 2 percent of GDP in 1997. The public sector borrowing requirements 
were covered with privatization receipts, multilateral lending, and debt rescheduling (public and 
private creditors), with no need for borrowing in international capital markets.

The institutional framework for an independent monetary policy established by the Central 
Bank Charter (1992) was further enhanced by the Constitution of Peru (1993), which states that 
the BCRP is independent and carries out its duties to ensure monetary stability as its single aim.

Monetary policy was guided by controlling monetary aggregates to achieve preannounced 
inflation objectives (but not yet an inflation-targeting scheme), although inflationary expecta-
tions were entrenched due to lack of clarity on the nominal anchor (Velarde and Rodriguez 
1994). A major challenge was the management of high private capital inflows, which produced 
rapid growth in credit to the private sector and appreciation pressures on the exchange rate. The 
central bank reacted by partially sterilizing the resulting reserve accumulation and increasing 
reserve requirements on dollar deposits to reduce credit expansion.

A number of structural fiscal reforms were implemented during this period:

• Tax reform. The tax system was revamped to simplify the income tax, broaden the basis of 
the value-added and excise taxes, and increase taxes on petroleum products. Tax revenue 
peaked at 14½ percent of GDP in 1996–97, up from 11 percent in 1990.

• Pension system restructuring. The pension system was reformed by putting in place a fully 
funded, defined-contribution private capitalization system of individual accounts. The 
government partially financed the transition to the private pension system with privatization 
receipts. However, the public pension system was maintained, with its preferential and 
general plans, and the constitutional reform needed to correct the large imbalances in the 
preferential system was delayed.

• Public enterprise divesture. Most public enterprises were transferred to the private sector, 
leading to substantial government receipts and investment flows.

5 In addition to this EFF with the IMF, Peru had a second EFF in this period covering 1996–99 for SDR 300 million, 
including augmentation to finance the debt and debt service reduction operation. Both arrangements were concluded 
successfully, although the authorities decided to draw only about half of the resources available, preferring to treat the 
arrangements mostly as precautionary.
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• Financial system strengthening. Important reforms of the financial system were also put in 
place. Institutional autonomy, prudential regulations, and the supervisory powers of the 
SBS were strengthened, and provisioning and capital requirements were raised. The process 
of closing official development (first-tier) banks was completed.

Reforms were also undertaken to impart flexibility in labor markets. Regulations on labor 
contracts, hiring practices, layoff clauses and related compensations, and collective bargaining 
were eased. Employment in Lima grew on average by 6½ percent a year during this period.

Peru finally normalized relations with all external creditors after difficult negotiations during 
this period:

• Paris Club. There were two additional reschedulings, the first in May 1993 covering 
maturities falling due in 1993–94 for US$1.9 billion on Houston terms, and the second in 
July 1996 covering maturities falling due in 1996–98 for US$6.7 billion, also on Houston 
terms. After these reschedulings, Peru graduated from Paris Club financing.

• London Club. A large debt and debt service reduction operation was conducted under the 
Brady initiative in March 1997. Peru offered four options in exchange for its defaulted loans 
(from March 1983): (1) a debt buyback at a deep discount, (2) a discount bond with a lower 
face value, (3) a par bond at below-market interest rates, and (4) a front-loaded interest 
reduction bond. Past due interest was exchanged for 20-year bonds (with 5-year grace 
periods). The upfront cost of the operation was US$1.4 billion, and it is estimated that it 
generated debt reduction of about one-half on a stock of US$10.6 billion in claims. There 
was overwhelming participation (over 99 percent).6 Most creditors (about 78 percent) chose 

6 However, there were small holdouts. After the deal was announced, one creditor, Elliott Associates, bought about 
US$21 million in commercial claims on Peru in the secondary market, and did not participate in the Brady deal of 1997, 
instead filing a lawsuit in New York for recovery of the full value plus past due interest. Elliott Associates obtained a 
judgment against Peru in June 2000 for US$56 million and an attachment order against Peru’s assets. It sought to attach 
the interest on Brady bonds and obtained a restraining order against Chase Manhattan Bank (the fiscal agent in charge 

TABLE 2.5

Peru: Economic Indicators, 1993–98 (Percent)

Average Average

1991–92 1993 1996 1998 1993–98

(Annual Percentage Change)

Real GDP 0.8 5.2 2.8 −0.4 5.6
Inflation (end of period) 98.0 39.5 11.8 6.0 14.9
Base Money 79.2 33.6 9.2 5.5 25.4
Private Credit 190.6 74.0 48.2 21.0 46.8
Real Exchange Rate (average)1 5.0 −10.3 −0.4 0.2 0.2
Terms of Trade (deterioration −) −3.6 −10.2 −3.6 −2.6 0.5

(Percent of GDP)

Output Gap2 −1.9 −5.1 0.8 0.6 0.7
Domestic Investment 16.0 17.6 20.7 21.8 20.8
National Savings 11.0 10.4 13.9 15.7 14.0
External Current Account −5.0 −7.2 −6.8 −6.1 −6.9
Gross International Reserves 8.4 11.3 17.9 18.4 16.4
Fiscal Balance3 −3.5 −3.1 −1.1 −1.0 −1.9
Public Debt3 67.6 71.0 53.9 44.8 54.9

Sources: Peruvian authorities; and IMF staff estimates
1Effective, (−) = real depreciation.
2Percent of potential.
3Nonfinancial public sector.
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the frontloaded interest reduction bond, which had a 20-year maturity and 8 years of grace. 
IMF resources under the EFF (set-asides and augmentation) were used for this purpose; no 
IMF purchases were made after this operation. This was also graduation on rescheduling 
with commercial creditors.

• Bilateral. Peru repurchased the entire stock of its debt to the former Soviet Union (a non–
Paris Club country) for about US$1.1 billion (inherited by Russia under the zero option, 
whereby Russia got all assets and liabilities of the Soviet Union) for about US$130 million.

Notwithstanding the economic progress achieved in many areas, Peru was reminded of its 
vulnerabilities in 1998. Two external shocks severely affected macroeconomic performance: 
(1) the withdrawal of foreign lines of credit worldwide in the wake of the Asian, Russian, and 
Long-Term Capital Management crisis of 1998; and (2) the El Niño weather phenomenon, 
which practically shut down the fishing industry and severely reduced agricultural output.7 It is 
estimated that the cost of El Niño (including preventive measures and reconstruction) was close 
to 1 percent of GDP. As a result of these external and supply shocks, real GDP contracted by 
about half a percent in 1998.

The Russian crisis of 1998 highlighted financial dollarization as the main vulnerability of the 
Peruvian economy. As a result of the crisis, the domestic currency depreciated 13 percent in real 
terms, the balance sheet of nonbanking firms weakened and induced an increase of nonperform-
ing loans in foreign currency from 5 to 10 percent, credit in foreign currency declined (with an 
annual decrease of –4 percent), and the number of banks declined from 26 to 14.

DEEPENING REFORMS (1999–2007)
The period from 1999–2007 is associated with a transitory slowdown in growth, a swing in the 
fiscal accounts (deteriorating at the beginning and strengthening at the end), improvements in 
external conditions, and a widespread deepening of reforms (Table 2.6).8 The economy grew on 
average at an annual rate of 4½ percent (compared to 5½ percent during the previous five 
years), while inflation was finally brought down to levels similar to those in advanced econo-
mies, averaging 2½ percent (compared to an average of almost 15 percent during the previous 
five years). The NFPS balance switched from a deficit of 3¼ percent of GDP in 1999 to a 
surplus of 3 percent in 2007. To put these developments in perspective, the swing in the fiscal 
accounts during this eight-year period is similar to the massive adjustment undertaken during 
the great stabilization of 1990–92, with the difference being that this improvement in the fiscal 
accounts was facilitated by a massive improvement in the terms of trade, which increased 

of  distributing the payments). Elliott Associates argued that the payment of interest to Brady bondholders violated a 
clause in its loan agreement that provided that the loan ranked equally with all other external debt (the pari passu clause). 
Facing this difficult trade-off, Peru decided to settle with Elliott Associates in order to avoid default on the Brady bond 
interest  payments (IMF 2001). Argentina faced a similar situation in mid-2014 and took a different approach.
7 El Niño is a weather disturbance that occurs every six or seven years and consists of rising ocean temperatures off the 
Pacific coast, which deprives the supply of plankton, resulting in lower availability of fish. Warmer temperatures also bring 
heavy rainfall and mudslides in the Andean and coastal regions, affecting agriculture and disrupting transportation. El 
Niño also affects the manufacturing sector involved in the processing of primary products.
8 During the 1999–2007 period, Peru had one EFF and four Stand-By Arrangements (SBA) with the IMF, all of them 
precautionary (i.e., no money was used). The EFF was for SDR 383 million and covered the period 1999–2001. The first 
SBA was for SDR 128 million and covered 2001–02; the second was for SDR 255 million and covered 2002–04; the 
third was for SDR 287 million and covered 2004–06; and the fourth was for SDR 172 million and went beyond this 
period, covering 2007–09. The first SBA was requested by the Peruvian authorities during the interim government of 
President Valentin Paniagua to demonstrate continuity, despite the political turbulence associated with the resignation of 
President Alberto Fujimori.

©International Monetary Fund. Not for Redistribution



 Rossini and Santos 23

 metal-related taxation. The terms of trade improved a staggering 70 percent in this period as 
copper prices soared.

On the structural side, the 1999–2007 period is marked by two landmarks in macroeconomic 
management: (1) the introduction of fiscal rules (Ministry of the Economy and Finance, various 
years), and (2) the formal implementation of an inflation-targeting scheme. Both frameworks 
were very successful in containing fiscal imbalances, reducing public debt, and bringing inflation 
down to the lowest level in Latin America. In addition, Peru returned to international capital 
markets after an absence of almost three-quarters of a century.

The Fiscal Responsibility and Transparency Law, approved by Congress in December 1999, 
was perhaps the most important piece of legislation on the fiscal side in modern Peruvian history. 
It ensured fiscal sustainability and a rapid recline in public debt as a ratio of GDP and encouraged 
fiscal savings, improving the fiscal position and creating large fiscal space and buffers. The law set 
prudential fiscal rules, introduced a Fiscal Stabilization Fund (FSF), and promoted fiscal trans-
parency. The rules were simple: (1) a deficit of the NFPS (excluding municipalities) was not to 
exceed 2 percent in 2000, 1½ percent in 2001, and 1 percent thereafter; (2) the growth of non-
interest expenditures of the general government in real terms was capped at 2 percent per year; 
and (3) in an election year, noninterest expenditures in the first seven months of the year were 
not to exceed 60 percent of the annual budget and the deficit could not exceed 50 percent in the 
first six months. The rule could be suspended if a national emergency was declared.

The FSF was designed to smooth budgetary revenue over the business cycle. When current 
revenue as a percent of GDP exceeded the previous three-year average by more than 0.3 percent 
of GDP, the excess (over 0.3 percent of GDP) was to be saved in the FSF. Savings in the FSF were 
also supposed to include 75 percent of cash receipts from privatizations and 50 percent from 
concession projects. Initially, balances in the FSF were not supposed to exceed 3 percent of GDP.

Transparency was enhanced by requiring budget discussions to be based on a rolling three-year 
macroeconomic framework, including targets for the main fiscal aggregates (revenue, expenditure, 
deficit, public debt), the long-term path of debt service, and a statement by the finance minister on 
the objectives and guidelines of fiscal policy for the period. The central bank was expected to com-

TABLE 2.6

Peru: Economic Indicators, 1999–2007 (Percent)

Average Average

1993–98 1999 2003 2007 1999–2007

(Annual Percentage Change)

Real GDP 5.6 1.5 4.2 8.5 4.6
Inflation (end of period) 14.9 3.7 2.5 3.9 2.4
Interest Rate 11.1 11.8 3.1 3.2 5.2
Base Money 25.4 17.0 10.1 28.2 15.5
Private Credit 46.8 6.7 −4.5 33.3 5.0
Real Exchange Rate (average)1 0.2 −8.3 −2.6 −0.8 −1.6
Terms of Trade (deterioration −) 0.4 −6.6 1.6 4.3 5.3

(Percent of GDP)

Output Gap2 0.7 –0.6 –0.7 0.8 –0.6
Domestic Investment 20.8 19.3 17.9 22.3 18.3
National Savings 14.0 16.4 16.4 23.8 17.7
External Current Account –6.9 –2.8 –1.6 1.5 –0.6
Gross International Reserves 16.4 18.3 17.3 27.1 19.1
Fiscal Balance3 –1.9 –3.4 –1.7 3.1 –1.1
Public Debt3 54.9 51.1 48.7 29.9 43.7

Sources: Peruvian authorities; and IMF staff estimates.
1Effective, (–) = real depreciation.
2Percent of potential.
3Nonfinancial public sector.
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ment on the macroeconomic program, with its comments published along with the program. The 
finance minister was expected to present semiannual performance reports to Congress and an annual 
statement certifying ex post compliance with the law (and explanations in cases of deviations).

The Fiscal Responsibility and Transparency Law was modified several times (2003, 2007, and 
2009). The Fiscal Management Responsibility Act was introduced in 2003 with the objective of 
achieving debt consolidation. Under this modification, the cap on real noninterest expenditures 
was increased to 3 percent per year (and later to 4 percent). It also increased the limit on the 
NFPS deficit to 2 percent in 2003 before reverting to 1 percent by 2005. In 2007, the definition 
of spending changed to central government consumption. These fiscal laws were eventually sub-
stituted by the new fiscal framework introduced in 2013.

The successful disinflation of the 1990s was conducted within a framework of monetary aggregate 
targeting. In practice, this took the form of controlling the net domestic assets of the central bank 
and achieving a net international reserve target. As disinflation unfolded in the 1990s, the behavior 
of monetary aggregates became more volatile and this measure was deemed unsuitable for commu-
nicating the stance of monetary policy (Rossini 2001). Against this backdrop, the central bank 
decided to formally adopt an inflation-targeting framework in January 2002 as the basis for conduct-
ing monetary policy (see Chapter 13). This was perhaps the most important monetary measure taken 
in the poststabilization period to cement stability and ensure low inflation rates. In July 2002, the 
central bank announced a medium-term inflation target of 2½ percent with a range of ±1 percentage 
point around the target.9 An important milestone was the seminar organized in Lima by the BCRP 
and the IMF in 2001 to assess the conditions to adopt an inflation-targeting scheme for Peru.

Comprehensive inflation reports were to be issued initially three times a year (and then four times) 
to explain inflation performance, the considerations that guided monetary policy in the preceding 
months, and the central bank’s inflation forecast. This forecast was to be based on a range of indicators 
(including market expectation surveys), inflation forecasting models, and other relevant factors such 
as the exchange rate, the fiscal policy stance, and aggregate demand conditions. The central bank 
changed from controlling monetary aggregates to controlling interest rates to achieve the inflation 
objective. The operational target for monetary policy was to be the policy interest rate, and the central 
bank continued intervening in the foreign exchange market. The inflation target was subsequently 
reduced from 2½ to 2 percent in February 2007 (with the same range of ±1 percentage point).

Inflation targeting turned out to be very successful and Peru became the country with the low-
est inflation rate in Latin America over the next decade. However, implementation of the regime 
was not without problems. This was the first case of an inflation-targeting regime in the context 
of relatively large financial dollarization and starting with indicators of deflationary pressures 
(Armas, Ize, and Levy 2006). To make the nuevo sol competitive against the U.S. dollar in the 
eyes of depositors, the central bank decided to implement the inflation-targeting framework with 
a relatively low inflation target, the lowest to date in Latin America. The decision paid off: infla-
tion was roughly on target and financial dollarization has gradually been reduced.

From the virtual financial autarky and default of the 1980s and the normalization of relations with 
creditors in the 1990s, Peru moved to having access to international capital markets in the 2000s. In 
February 2002, Peru issued a sovereign bond for the first time since 1928 (almost 70 years before). 
The transaction involved issuing a fixed-coupon, 10-year, global bond for US$1.42 billion, of which 
US$920 million was used to buy back existing Brady bonds (issued during the 1997 debt and debt 
service reduction operation) with a face value of US$1.2 billion. The strategic goal of the operation 
was to broaden the government’s sources of financing, while extending the maturity profile of the 
public debt. At the time, the government relied on credits from official external sources (mainly 
multilaterals) and privatization receipts to finance the deficit, which were not a sustainable source of 

9 Later, starting in 2007, the inflation target was reduced to 2 percent with a range of ±1 percentage point around the 
target in order to align it to the median of inflation targets of other central banks.
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financing because most state-owned enterprises had been sold by then, and Peru was expected to 
graduate from official lending.

In addition, the global bond provided a useful benchmark instrument for future bondholders 
and Peruvian firms. Until the global issue, Brady bonds were the only traded sovereign Peruvian 
debt, but they were difficult to price because of the complexities of the collaterals, and thus were 
poor benchmarks. The market of Brady bonds was known for pricing inefficiencies (again due to 
the collateral); Peru took advantage of this mispricing, and the exchange reduced the stock of 
public debt (about US$300 million) and generated a small saving in net present value terms. The 
exchange also provided some hedge against future interest rate hikes and increased somewhat the 
duration of Peru’s debt. Access to international capital markets has been uninterrupted since, with 
successive improvements in the country’s credit rating.

The government began a decentralization process in 2002. While the government recognized 
the risks associated with this policy, the objective was to promote a more responsive government 
structure to address local concerns. A sound legal framework was built for decentralization, 
including a plan for the distribution of government revenue and a timetable for the transfer of 
expenditure responsibilities, as well as the establishment of reporting requirements and fiscal rules 
for subnational governments.

A constitutional amendment that mandated political and fiscal decentralization was passed in 
2002. The process was promoted by the general view that decentralization would help improve 
governance and public service delivery through enhanced accountability at subnational levels. 
Decentralization also aimed to ensure broader access to basic public services and reduce high 
poverty rates and regional income inequalities.

A key objective was to implement the decentralization process in a fiscally neutral manner. 
To that end, laws were enacted to guide the sequencing and procedures for the devolution of 
responsibilities, transfers of resources, and reporting provisions and fiscal rules for subnational 
governments. Five pieces of legislation were enacted for this purpose: (1) the Framework 
Decentralization Law of 2002, which mandated a clear, gradual, and fiscally neutral devolution 
of expenditures; (2) the Organic Law for Regional Governments of 2002, which detailed 
regional government expenditure responsibilities; (3) the Organic Law for Municipalities of 
2003, which did the same for municipal expenditures; (4) the Accreditation System Law of 
2004, which established a system to assess whether regional and local governments meet stan-
dards to qualify for the transfers; and (5) the Fiscal Decentralization Law of 2004, which estab-
lished the sequence of transfers to regional governments and set fiscal rules and reporting 
provisions for subnational operations.

Other structural reforms were also deepened after 1999. Reform areas included privatization 
and economic concessions, sales and regulation of agricultural land, and efficiency of social pro-
tection programs. Reforms initially focused on ensuring a sustainable fiscal situation and more 
efficient provision of public services.

The authorities also announced plans during this period for comprehensive tax reform. The 
reform aimed at widening the tax base of the income and value-added taxes through the elimina-
tion of regional and sectoral exemptions, a rationalization of excise taxes, and improvements in 
tax administration. The tax reform was implemented in various stages, and by end-2003 the 
authorities had made progress in several areas. However, many sectoral and regional exemptions 
remained and a small tax on financial transactions was introduced.

Further efforts were also made to improve the finances of the pension system. These efforts 
concentrated on reducing the government subsidy in the preferential public pension plan, which the 
government subsidized at more than 90 percent. Contribution rates were raised substantially, pen-
sions above a certain threshold became subject to income taxes, and future pensions were capped. 
This put pension benefits for contributors on an actuarial sound basis and generated some savings 
in net present value terms. However, a large gap remained for the preferential public pension plan.
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GLOBAL FINANCIAL CRISIS (2008–09)
Nothing on the horizon suggested that Peru’s economy was about to endure the sharpest eco-
nomic deceleration in the poststabilization period. Although there were signs of trouble in the 
world economy (especially in the United States), almost no one was predicting the worst global 
financial crisis since the Great Depression of the 1930s. In 2008, Peru was booming and the 
economy was growing by midyear beyond capacity at close to 11 percent. There were signs of 
overheating, with inflation running at almost 6 percent (partly due to higher food and fuel prices, 
and clearly above the inflation range), although the fiscal surplus was one of the highest in 
recorded history, reflecting high natural resource–related taxation and a strong economy, with 
public debt on a continuing downward path. Giving an even greater sense of security, Fitch and 
Standard & Poor’s granted Peru investment grade in the first half of 2008 (the third country in 
the region to get such a grading after Chile and Mexico).10

However, the world changed in September 2008 with the collapse of the U.S. investment 
bank Lehman Brothers and the onset of the global financial crisis. Peruvian sovereign spreads 
immediately tripled to over 600 basis points, although they eased back to close to more normal 
levels by end-2009, while equity prices were still 60 percent lower than at end-2007. Following 
large foreign exchange purchases earlier in the year, the central bank intervened in the aftermath 
of the Lehman crisis by selling foreign exchange to limit market volatility and contain pressures 
on the nuevo sol, which had depreciated by about 6 percent against the U.S. dollar.

Fortunately, there was limited financial contagion from the global financial crisis thanks to a 
quick policy response. Fearing a credit crunch similar to that in the United States, and facing 
tight liquidity, reduced capital inflows, and a steepening of the government yield curve, the 
BCRP eased reserve requirements and placed repos and swaps in nuevos soles and U.S. dollars to 
provide additional liquidity. At the same time, the central bank signaled its intention to repur-
chase government fixed-income securities in the secondary market. Banks remained resilient, and 
a credit crunch was avoided, as the interbank market continued operating normally and credit 
channels were preserved. Large official reserves, which stood at $31 billion at end-2008, along 
with banks’ limited reliance on external funding, helped to maintain stable liquidity conditions. 
However, dollarization rebounded (after declining markedly over the previous two years), reflect-
ing concerns about the global financial crisis.

The authorities entered 2009 with the concern that a sharp and sudden deceleration in 
domestic private demand—which could be precipitated by a sharp fall in commodity prices, 
declining domestic confidence, or potential disruptions in the financial system—could compro-
mise the “soft landing” they were trying to achieve following exceptionally high growth in 2008 
and emerging signs of overheating. As a result of the continuing global financial crisis, Peru’s 
growth declined substantially in 2009, with a few months in negative territory. The downturn 
was primarily linked to the collapse in global trade and uncertainty about global growth, tempo-
rarily amplified by a large inventory correction in Peru (Table 2.7).

The signs of a weak economy were evident. Inflation fell to near zero in the second half of 
2009 (partly due to a decline in food and fuel prices). The external current account shifted from 
a deficit to a small surplus as the decline in exports was more than offset by the slowdown in 
import growth. Private investment fell by 30 percent in real terms but consumption proved more 
resilient thanks to sustained employment.

A timely policy response involving monetary easing and fiscal stimulus prevented a further dete-
rioration of economic activity in 2009. In terms of monetary easing, the BCRP acted proactively to 
reduce the policy rate by 525 basis points in early 2009 to a historic low of 1¼ percent. Lending 
rates to the private sector also declined in line with the policy rate, fostering private investment. To 
provide a fiscal impulse, the authorities announced an anticrisis plan to shield the economy from 

10 By then, Peru had a precautionary SBA with the IMF for SDR 172 million covering the period 2007–09.
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the global crisis and improve investor confidence. The fiscal stimulus was largely financed with fis-
cal savings. It entailed a positive fiscal impulse of about 2½ percent of GDP in 2009 concentrated 
on higher public investment (1¼ percent of GDP) and support to the construction sector (¾ per-
cent of GDP). This translated into an increase in real general government primary spending of 
14 percent. The fiscal plan also included contingency measures, including guarantees (which in the 
end were not used) to support corporations, exporters, and smaller financial institutions.

The situation with the capital account normalized rapidly. A quick recovery of net foreign direct 
investment (FDI) flows and strong public sector flows compensated for portfolio outflows, partly 
driven by domestic pension funds. The public sector took advantage of improving global market 
conditions during 2009 and issued debt (US$2 billion) to prefinance operations and fully repay 
Paris Club debt. The nuevo sol recovered its pre-Lehman level against the U.S. dollar by end-2009, 
and started to appreciate in nominal and real effective terms. Appreciation pressures were associated 
with portfolio reallocation of domestic agents, including pension funds, and some foreign portfolio 
inflows. These pressures were intermittent, with temporary respites during episodes of heightened 
global volatility linked to sovereign risk developments in other regions prompting significant pur-
chases by the central bank. As conditions stabilized, the central bank began to reverse some of the 
unconventional measures. After the second quarter of 2009, the central bank reduced the stock of 
foreign exchange swaps, repo operations, and foreign-exchanged indexed certificates of deposit.

Although Peru’s economy contracted briefly during two quarters in 2009, growth resumed 
rapidly thanks to a skillful countercyclical policy response. All things considered, Peru came 
through this relatively large external shock relatively unscathed. The moral of the story is that it 
pays to have large buffers and significant policy space to react to unexpected shocks. When exter-
nal credit markets were in distress, Peru had the resources and the macroeconomic room to 
implement a timely fiscal impulse and to loosen monetary policy.

POSTCRISIS PERIOD (2010–14)
The effectiveness of the countercyclical response and the rapid economic recovery soon turned the 
policy debate from macroeconomic impulses to the optimal speed of stimulus withdrawal. Real 
GDP grew on average by 6¾ percent in the period 2010–13 (closing the negative output gap of 

TABLE 2.7

Peru: Economic Indicators, 2008–09 (Percent)

Average Average

1999–2007 2008 2009 2008–09

(Annual Percentage Change)

Real GDP 4.6 9.1 1.0 5.1
Inflation (end of period) 2.4 6.7 0.2 3.4
Policy Rate 3.5 5.9 3.3 4.6
Private Credit 5.0 33.8 1.3 17.6
Real Exchange Rate (average)1 −1.6 4.1 2.3 3.2
Terms of Trade (deterioration −) 5.3 −10.9 −2.4 −6.8

(Percent of GDP)

Output Gap2 −0.6 3.0 −2.1 0.5
Domestic Investment 18.3 27.5 20.9 24.2
National Savings 17.7 23.1 20.4 21.7
External Current Account −0.6 −4.3 −0.5 −2.4
Gross International Reserves 19.1 25.6 27.3 26.4
Fiscal Balance3 −1.1 2.5 −1.4 0.6
Public Debt3 43.7 26.9 27.2 27.0

Sources: Peruvian authorities; and IMF staff estimates.
1Effective, (−) = real depreciation.
2Percent of potential.
3Nonfinancial public sector.
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2009), while core inflation—excluding food and fuel prices—remained under control (although 
headline inflation was temporarily outside the inflation range in 2011 and 2014 due to supply 
shocks) (Figure 2.3). However, the economy decelerated in 2014 as external conditions deterio-
rated, exports declined, and confidence eroded, leading to a contraction in private investment.

The signs of a recovery were clear by mid-2010 (Table 2.8). The economy was growing at 
almost 10 percent, driven by private domestic demand. For the year as a whole, real GDP 
expanded by 8½ percent. The inflation rate picked up to 2 percent (from almost zero the year 
before), whereas the current account deficit widened to some 2½ percent of GDP (from half a 

TABLE 2.8

Peru: Economic Indicators, 2010–14 (Percent)

Average Average

2008–09 2010 2012 2014 2010–14

(Annual Percentage Change)

Real GDP 5.1 8.5 6.0 2.4 5.8
Inflation (end of period) 3.4 2.1 2.6 3.2 3.1
Policy Rate 4.6 2.1 4.3 3.8 3.7
Private Credit 17.6 14.3 12.4 13.4 16.3
Real Exchange Rate (average)1 3.2 2.5 7.8 −2.0 1.2
Terms of Trade (deterioration −) −6.8 21.0 −2.1 −5.8 2.7

(Percent of GDP)

Output Gap2 0.5 −0.1 0.7 −2.0 0.0
Domestic Investment 24.2 25.2 26.7 27.3 26.6
National Savings 21.7 22.8 23.5 22.3 23.2
External Current Account −2.4 −2.4 −3.3 −5.2 −3.4
Gross International Reserves 26.4 29.7 33.2 30.7 30.9
Fiscal Balance3 0.6 −0.2 2.3 −0.1 1.0
Public Debt3 27.0 24.3 20.4 19.7 21.2

Sources: Peruvian authorities; and IMF staff estimates.
1Effective, (−) = real depreciation.
2Percent of potential.
3Nonfinancial public sector.
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percent the year before). To prevent overheating risks, the authorities began the tightening cycle 
in 2010–11:

• Monetary tightening. The central bank was quick in tightening its stance; the policy rate was 
raised by 175 basis points in the second half of 2010 to 3 percent by year end (Figure 2.4a). 
The rate was further increased by 125 basis points in the first half of 2011 to 4¼ percent. 
Monetary policy was also tightened with restoration of a reserve requirement of 35 percent 
on short-term (less than two years) foreign credit lines (Figure 2.4b). Credit growth stayed 
at about 16 percent.

• Fiscal consolidation. The overall fiscal deficit fell from 1⅓ percent of GDP in 2009 to one-
third of a percent in 2010, although its impact on demand was limited because real 
spending continued growing above potential and better terms of trade generated higher 
revenues. By 2011, the fiscal position strengthened further to a surplus of almost 2 percent 
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of GDP as a result in part of expenditure restrictions imposed by the political process 
(presidential elections in April–June 2011) and the limited implementation of investment 
projects by the incoming administration in August 2011.

Subsequently, policies were geared toward modulating the business cycle while supporting 
growth. As policies were tightened after the stimulus, economic growth moderated. Real GDP 
grew 6½ percent in 2011 and about 6 percent in 2012–13.11 The effective macroeconomic 
 management of the global financial crisis and the proper withdrawal of the stimulus created a 
problem of its own, however, as Peru became an attractive destination for FDI and a magnet for 
capital inflows. By 2012, the financial account of the balance of payments recorded a surplus of 
over 10 percent of GDP (the largest in recorded history) and nonresident holdings of domesti-
cally issued public debt increased to over half of the total stock. In order to deter external financ-
ing, in May 2012 the authorities extended the 60  percent reserve requirement on foreign 
liabilities to those with maturity up to three years (from two years) and imposed a 20 percent 
reserve requirement on foreign liabilities with a maturity longer than three years.

Fearful that the inflows could be temporarily reverted, the central bank pursued a policy of 
foreign exchange intervention/sterilization while allowing some exchange rate flexibility as dic-
tated by economic fundamentals. In the end, the central bank purchased about 6½ percent of 
GDP in foreign exchange in 2012 to prevent unsustainable credit expansion and undue appre-
ciation of the currency while allowing the nuevo sol to strengthen by 8½ percent in real effective 
terms, according to the BCRP Annual Report. Foreign exchange intervention prevented large 
currency fluctuations, and indeed the nuevo sol remained the most stable currency among the 
financially integrated economies of Latin America (i.e., Brazil, Chile, Colombia, Mexico, Peru, 
Uruguay). International reserves reached over 30 percent of GDP in 2012.

To prevent a large monetary injection, the foreign exchange purchases had to be sterilized. The 
central bank controlled the liquidity generated by these purchases by placing its own securities 
with domestic financial institutions and relying heavily on reserve requirements policy in nuevos 
soles (increasing them by some 225 basis points) to supplement the sterilization efforts. It is 
estimated that these operations sterilized about 70 percent of the liquidity generated by the inter-
vention. The remaining amount was absorbed by the fiscal surplus and the increase in the 
demand for money.

Fiscal policy played a key role in supporting monetary policy. The fiscal surplus increased from 
2 percent of GDP in 2011 to 2⅓ percent of GDP in 2012. However, the fiscal effort was greater 
than suggested by the overall fiscal balance, as it is estimated that the structural fiscal position was 
strengthened by 1 percent of GDP in 2012. In any case, the higher fiscal surplus acted as a form 
of fiscal sterilization, as the public sector significantly increased its deposits at the central bank.

Despite a widening current account deficit, external stability risks were contained. The current 
account deficit widened from 2 percent of GDP in 2011 to about 3⅓ percent in 2012, mostly 
due to a deteriorating terms of trade, weak volume growth in mineral exports, and strong growth 
in import volume. It was more than financed by strong FDI flows.

The capital inflow problem came to an abrupt end following the announcement by the U.S. 
Federal Reserve in May 2013 of a potential “tapering” of its unconventional monetary policy. The 
news created confusion and uncertainty in the markets, and the magnitude of capital inflows 
declined significantly. The surplus of the financial account of the balance of payments dropped 
from over 10 percent of GDP in 2012 to about 5½ percent in 2013. The nuevo sol was under 
pressure and depreciated about 8½ percent against the U.S. dollar. For the first time in a long 
while, the BCRP intervened by selling foreign exchange.

11 GDP data were revised and calculated under a new base (2007). The data were released in 2014. Under the old base 
(1994), real GDP growth declined to about 5 percent in 2013.
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The external position deteriorated in 2013 mostly due to weak export performance and higher 
interest rates abroad, leading to a current account deficit of 4½ percent of GDP. However, the 
current account deficit continued to be easily financed despite lower private capital inflows. While 
demand for external financing fell following the U.S. announcement in May 2013, international 
bond issuance by Peruvian firms already had reached historic highs above US$6.5 billion in 2013.

Under the old GDP statistics (base year 1994), there were some signs of a slowing in the 
economy in the second half of 2013. The concern was strong enough for the public sector to 
reduce its fiscal surplus from 2⅓ percent of GDP in 2012 to merely three-quarters of a percent 
in 2013. Primary spending was increased to achieve social goals and cover higher wages following 
a civil service reform, and mining-related revenues fell due to weak metal prices. After having kept 
the policy rate unchanged for 2½ years, the central bank reduced its rate by a quarter of a percent-
age point to 4 percent in November 2013, citing slower domestic and global growth and declin-
ing inflationary expectations. Concerns over an economic slowdown turned out to be unfounded, 
however. The revised GDP statistics showed robust growth in the second half of 2013, with the 
economy growing at 5¾ percent for the year as a whole.

Important reforms were also introduced in 2013. These included a far-reaching civil service 
reform that standardized workplace regulations and salary scales, increased training for staff, and 
instituted performance evaluations. A private pension system reform was directed toward generat-
ing greater public access and lower fees. The fiscal framework was revamped by Congress in 
October 2013 to introduce structural fiscal rules. The new framework aimed to (1) introduce a 
countercyclical component to budget formulation, (2) strengthen accountability by establishing 
a fiscal council, and (3) better delineate the relationship and fiscal practices between the national 
and subnational governments. The law became binding for the 2015 budget.

In the first half of 2014, Peru’s economy experienced its sharpest deceleration since the global 
financial crisis of 2008–09. Real GDP grew 2.5 percent in 2014. Key factors in the deceleration 
were lower exports and lower private investment given uncertainties about external conditions in 
a world economy with mediocre growth. Current and capital outlays by regional governments 
were also down, reflecting lower natural resource income and regional corruption scandals. 
Supply factors related to extraction problems in a few large mines, and a crackdown on illegal 
gold mining, also contributed to the poor economic performance.

This generated a quick policy response. The central bank relaxed monetary conditions by 
reducing reserve requirements and reducing its policy rate by a quarter of a point in July and then 
by another quarter point in August 2014 to 3½ percent. In June–July, the government announced 
a number of measures, amounting to some 1 percent of GDP, to support aggregate demand and 
increase potential output. The measures involved additional capital and social spending, a write-
down of unpaid interest on old tax obligations, and a one-time small wage bonus to all public 
employees to support private consumption.

CONCLUSIONS
Peru’s strong economic performance over the past two decades can be attributed to solid macro-
economic stabilization and strong economic fundamentals. These achievements were consoli-
dated during the great stabilization of the early 1990s and the period of continuous structural 
reforms in the late 1990s and early 2000s. A quick look at the output gap over the past three 
decades shows that the business cycle was tamed and Peru achieved its aim of high growth and 
low inflation after the great stabilization of 1990–92 (Figure 2.5).

While the magnitude of the adjustment achieved during the great stabilization period of 
the early 1990s was large, the actual size of the primary fiscal balance consistent with stabili-
zation and growth was not that large. The primary balance adjusted by some 6 percent of 
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GDP when it moved from a deficit of about 4 percent of GDP in 1989 to a surplus of about 
2 percent of GDP in 1991, which is an average adjustment of 3 percent per year. However, 
the average level of the primary balance for the rest of the 1990s and the 2000s was close to 
1½ percent of GDP, which in itself is not a particularly large surplus, but was enough to 
secure long-lasting stabilization.

The importance of effective macroeconomic management can never be overemphasized. The 
volatile stagnation of the period from 1975–90 was a major setback for Peru’s economic aspira-
tions. With the experience of the economy having grown at about 5½ from 1950–75, and at 5¼ 
percent from 1993–2014, the question is, what would be the level of per capita income today if 
the volatile stagnation of 1975–90 had never taken place? The answer is that Peru’s economy 
would be more than 2½ times bigger than it is today (assuming the economy had grown at the 
constant rate of 5½ percent since 1975). This translates into income per capita (in purchasing 
power terms) of about US$32,000, which is similar to the level of income per capita of Italy, 
Spain, Korea, or New Zealand.

Although macroeconomic performance over the past two decades has been stellar and pros-
pects look very good, much remains to be done in Peru. Using the United States as a comparative 
benchmark, income per capita in Peru declined from almost 30 percent in the mid-1970s to 
14 percent in the early 1990s, and it is currently at about 22 percent (Figure 2.6). In the mid-
1970s, Peru had a level of income per capita similar to the average of the region. But today it has 
fallen behind: its income level per capita is similar only to that of Colombia and is 20 percent 
lower than that of Brazil, 30 percent lower than Mexico, 40 percent lower than Uruguay, and 50 
percent lower than Chile. Achieving the level of income of resource-rich advanced economies like 
Australia or Canada would require that Peru grow at a sustained rate of 5½ percent for a quarter 
of a century.

The lesson, then, is simple and clear. To achieve a more advanced stage of development, Peru 
needs to preserve macroeconomic stability and deepen its structural reforms to secure and sustain 
high levels of growth in the years ahead.
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Figure 2.5 Peru: Output Gap (Percent of potential output)
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CHAPTER 3

Explaining the Peruvian Growth Miracle

KEVIN ROSS AND JUAN ALONSO PESCHIERA

Peru had one of the best growth records in Latin America from 1993 to 2013. On a per capita basis, 
growth averaged about 4 percent a year during the period, well above the Latin American average of 
1¾ percent. This exemplary result came on the heels of a “lost decade and half ” (1975–92), during 
which GDP per capita actually fell. Thus, after credible stabilization policies took hold, a natural 
rebound or cyclical convergence may explain part of the economy’s expansion. However, a bigger reason 
for Peru’s growth was the implementation of structural reforms that improved economic efficiency and 
productivity. These improvements allowed Peru to fully take advantage of the favorable external 
financing conditions and positive terms-of-trade shocks of the last decade.

The aim of this chapter is to better understand the main forces behind Peru’s strong growth per-
formance. The chapter first presents some stylized facts about Peruvian growth dynamics in a 
historical context, and then highlights developments in structural reforms and terms-of-trade 
gains. The chapter then examines the sources of growth through a simple growth accounting exer-
cise and compares Peru with other countries in the region. Finally, a vector error correction model 
is used to ascertain which variables have best determined long-term GDP per capita growth.

The results indicate that an increase in total factor productivity (TFP) accounted for most of the 
uptick in Peru’s pace of growth. After declining in the 1980s and part of the 1990s, TFP growth 
reached annual average rates of about 2½ percent—one of the highest levels in the region. While 
part of this could be attributed to cyclical forces, given the residual nature of TFP, it coincides with 
a marked acceleration in structural reforms. Labor and capital accumulation, reflecting higher formal 
employment and favorable external financial conditions and investment, also played important roles.

Decomposition of the growth of the GDP and gross domestic income (GDI) demonstrates 
the importance of accounting for the income impact of terms-of-trade shocks. Overall, these 
added income effects spill over to the rest of the economy as higher expenditures, and imply that 
the economy was doing much better than the recorded real GDP growth figures. Also, these 
effects turn negative when the terms of trade reverse. Finally, long-run cointegration equations 
confirm the view that macroeconomic stabilization, strong external conditions, and structural 
reforms determine long-run per capita GDP. These results are broadly in line with the literature 
on growth in Latin America.

STYLIZED FACTS
Prior to 1975, output per capita in Peru followed a relatively steady upward trend.1 However, in 
the late 1960s, state intervention in the economy was expanded through greater use of import 
substitution and the nationalization of key natural resource sectors. Increased public spending 
and continued access to external finance resulted in an unsustainable buildup of external debt, 
and much slower growth by the mid-1970s.

1 Real GDP per capita grew by about 2.7 percent from 1900–75 (Maddison Project 2013).
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In the 1980s, the economy suffered through boom-bust cycles, hyperinflation, and negative 
growth (Figure 3.1). Persistent negative terms-of-trade shocks, policy missteps, and a sharp fall-
off in exports led to two major output collapses, one at the beginning and the other at the end 
of the decade. At the same time, annual inflation averaged over 1,000 percent from 1980–91 as 
stabilization policies failed, price and quantity controls were installed, and tariffs rose. As a result, 
average real GDP per capita growth actually contracted by 1¾ percent in Peru during 1980–92, 
while it was basically flat in the rest of Latin America.

Since the early 1990s, however, Peru’s GDP per capita growth has surpassed global and 
regional averages. A new growth dynamic was initiated at the start of the decade through imple-
mentation of deep-seated structural reforms, the opening of the economy to trade and invest-
ment, and the installation of well-designed stabilization policies. Growth rebounded over 
1993–97 as the fall in the terms of trade abated, but was derailed by spillover effects from regional 
currency crises at the end of the decade. With sound macro and investment frameworks fully in 
place, the country was well positioned to take advantage of the commodity boom that began 
around 2003. Average real GDP per capita growth was 2 percent from 1992–2003 and then 
accelerated to 5¼ percent on average during 2004–13. However, as seen in Figure 3.1, it took 
over 30 years for GDP per capita to return to its 1975 level.

From the demand side, consumption and investment have been the main contributors to 
growth, especially after the onset of the commodity price boom in the early 2000s. Of the 
6.4 percent average GDP growth rate from 2004–13, consumption and investment contributed 
4.4 percentage points and 3 percentage points, respectively. Reflecting a strong surge in imports, 
the contribution of net exports was approximately –1 percent. From a structural perspective, the 
supply side of the economy also became much more reliant on services and construction.

Strong growth outcomes have led to a significant reduction in poverty and a burgeoning 
middle class in Peru. After remaining stubbornly high during the economic crisis of the late 
1980s and early 1990s, poverty and inequality metrics started to improve around 2004–05. The 
poverty rate declined by more than half from around 59 percent in 2004 to 24 percent in 2013. 
This means that some 9 million people (about a third of the population) moved into an expand-
ing middle class over those 10 years. Similarly, the extreme poverty rate fell to under 5 percent in 
2013 from 25 percent in 2002. The distribution of growth also improved, with Peru’s Gini coef-
ficient declining from 54 in 2002 to 45 in 2013. Nevertheless, the data continue to show a sharp 
distinction between urban and rural areas. The poverty rate is over 53 percent in rural areas and 
only around 15 percent in urban settings.

It is interesting to note that prior to the commodity price surge, many observers lamented 
Peru’s slow advances in growth and employment and limited reduction in poverty. Carranza, 
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Fernandez-Baca, and Morón (2005) found that deterioration in democratic institutions in the 
1990s offset the positive growth effects of the strong fiscal and monetary frameworks and policies 
that were being implemented. Hausmann and Klinger (2008) stressed that a lack of export diver-
sification was a key factor that constrained growth. Polastri (2007) counseled against populist 
demand stimulus measures and argued that determined structural reforms would gradually bear 
fruit, whereas Loayza, Fajnzylber, and Calderón (2005) argued that the 2½ to 3 percentage points 
added to growth by structural reforms and stabilization programs of the 1990s were less than 
initially expected.

Convergence toward industrial-country GDP per capita levels has remained slow (Figure 3.2). 
Based on 1990 international dollar Gheary-Khamis purchasing power parity units, Peru and the 
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rest of Latin American hovered at around 30 percent of U.S. levels until the 1980s debt crisis, at 
which time the gap widened. While some closing of the gap took place in the most recent decade, 
there is a substantial amount of convergence space available.

STRUCTURAL REFORMS
Peru has made great strides in implementing structural reforms over the last 25 years. These 
include policy measures that have improved the efficient allocation of resources and gener-
ally resulted in a more open and competitive economy. The reforms have improved the 
functioning of the economy, and they set the stage for the country’s investment boom since 
the early 2000s.

Quantifying these structural improvements is generally difficult. Lora (2012), however, has 
constructed a Structural Reform Index (SRI) that measures improvements in trade, financial, tax, 
privatization, and labor policies. The total structural reform index (standardized from 0 to 1) is 
a simple average of subindices in these five policy areas (Figure 3.3). Lora’s SRI ends in 2010, so 
we have extended the SRI forward for 2011–13 using similar subindices from the World 
Economic Forum’s Global Competitiveness Index database. The database has also been extended 
backward from 1985 to 1970 using data from Morley, Machado, and Pettinato (1999).

In general, the SRI does a good job of approximating overall trends in economic liberalization. 
Between the mid-1980s and late 1990s there was a significant improvement in structural policies 
in Latin America, motivated in part by the desire to move away from state intervention and 
domestic market protectionism. However, first-generation reform efforts diminished after the 
Asian and Russian crises in the late 1990s, reflecting a lack of second-generation reforms.

Overall, the index reveals that, by far, Chile has been the regional leader in structural market 
policy reforms. Still, it is interesting to note that Peru, which had been at the bottom of the rela-
tive ranking in the mid-1980s, is now also a regional leader, ahead of Brazil, Argentina, Colombia, 
and Mexico. It has cut in half its original gap with Chile (from 0.22 to 0.11), increasing its 
overall reform index from 0.28 in 1985 to 0.69 in 2009. However, over 2010–13, Peru lost 
momentum and stagnated at around 0.66 under the extensions to the data used in this study. 
This is mostly due to weaker Global Competitiveness Index evaluations of tax incentives to work 
and invest, and in overall labor market efficiency.

Descriptions of the five policy areas covered by the SRI and of the index as it relates to Peru 
are as follows (Figure 3.3):

• The financial reform index is a composite based on the use of reserve requirements, financial 
transaction taxes, interest rate liberalization, and the quality of bank supervision. In Peru, 
improvements in the 1990s started with interest rate liberalizations and steady gains in bank 
supervision. In 1998, reserve requirements were cut, but starting in 2004 they were adjusted 
much more frequently given their use in the central bank’s monetary policy framework.

• The trade reform index focuses on average tariff rates. Peru made significant reductions in 
external tariffs in 1990, 1992, 1997, 2004, and 2008 as a result of various free trade 
agreements. Prior to 1990, average tariffs were about 66 percent. By 1991, average tariffs 
dropped to 17 percent—an 80 percent reduction—and continued to decline to about 
10 percent by the mid-2000s. In 2013, average trade tariffs stood at less than 6 percent.

• The privatizations index is a simple average of total private sector participation in 
infrastructure projects as a proportion of GDP. While private sector participation in Peru 
started relatively late in comparison with other countries, it has quickly outpaced outcomes 
in Mexico, Colombia, and Brazil.

• The labor market index is a simple average of subindices that cover hiring and firing costs, 
flexibility of hiring and hourly work rules, minimum wages, and the degree of social security 
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taxation and other labor costs. Since 1988, Peru has made steady improvement in labor 
market structural reforms, particularly with adjustments in firing costs in 1992 and labor 
contracting legislation in 1998. Nevertheless, Peru’s labor market policy reform index still 
lags Chile, Argentina, and Colombia.

• The tax policy reform index is comprised of four subindices that cover income and corporate 
tax rates and their productivity, as well as the basic value-added tax rate and its productivity. 
The index for Peru deteriorated in the early 1990s due mostly to low collection and has 
steadily improved in line with greater collection efforts. Peru now stands above Brazil, 
Argentina, and Colombia.
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Figure 3.3 Peru: Structural Reform Indices
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THE IMPORTANCE OF TRADING GAINS 
GIVEN TERMS-OF-TRADE SHOCKS
Many authors have stressed that external factors—especially terms-of-trade shocks—play a large 
role in driving economic growth in commodity-exporting countries in South America.2 For 
example, a protracted increase in commodity prices should raise profit margins on commodity-
related projects, leading to more investment in these and related sectors like transportation, 
infrastructure, and services. In a similar vein, asset and collateral values would also expand, lead-
ing to further capital inflows and affecting credit dynamics. As a result, aggregate real incomes in 
the economy would be augmented, boosting consumption.

Kohli (2004, 2006, and 2007) has pointed out that differences between GDP and GDI 
growth rates can be substantial in countries that experience large terms-of-trade movements. As 
he notes, an improvement in the terms of trade is generally considered as enhancing income and 
welfare, and is similar to technical progress in that the country gets more for less. In national 
income accounting, however, a terms-of-trade change is treated as a price phenomenon rather 
than a real development. Thus, an increase in export prices or a drop in import prices will raise 
both the GDP deflator and nominal GDP by similar amounts, leaving real GDP basically 
unchanged even though real income and real value added have increased.

Kohli focused on a variety of countries and showed that trading gains and losses that result 
from changes in the terms of trade and in the real exchange rate (the price of tradables relative to 
nontradables) can drive a significant wedge between GDP and GDI. Analyzing this gap allows 
for fully understanding the real changes in purchasing power and income—which is critical to 
understanding an expenditure channel that could be driving growth in the economy and for 
crafting well-designed policy responses. For example, Adler and Magud (2013) focus on these 
income windfalls in Latin America and their impact on investment and savings behavior.

Following Kohli (2006), let VY,t be the growth factor of nominal GDP;3 PN,t be the growth 
factor of the price deflator of domestic GDP components (consumption, investment, and gov-
ernment spending aggregated into a nontraded good); and PY,t be the growth factor of the tradi-
tional GDP price deflator, which includes all components of aggregate demand.

The index of real GDP (QY,t) can be defined as:

Q
V
PY tQQ Y tVV

YtPP,YY
,YY≡ , (3.1)

and the index of real GDI (QZ,t) can be defined as:

Q
V
PZ tQQ Y tVV

NtPP,ZZ
,YY≡ . (3.2)

Obviously, the difference between the two is based on the different price deflators, with the GDP defla-
tor including traded goods. Thus, the ratio of real GDI to real GDP can be set equal to the “trading 
gains factor” (Tt), which is also equal to the ratio of the two price indexes used to deflate nominal GDP:

 T
Q
Q

P
PtTT

Z tQQ

Y tQQ
Y tPP

N tPP
≡ ≡,ZZ

,YY

,YY

,NN
. (3.3)

2 For Latin America, see Izquierdo, Romero, and Talvi (2007), Österholm and Zettelmeyer (2008), and Céspedes and 
Velasco (2011). For Peru, see Hausmann and Klinger (2008) and Mendoza (2013).
3 A growth factor is 1 plus the growth rate in decimal form. For instance, if growth is 3 percent, then the growth factor is 1.03.
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If we define the price of traded goods (PT,t) as the geometric mean of export (PX,t) and import 
price indexes (PM,t), the real exchange rate (St) can be determined as the price of traded goods in 
terms of nontraded goods,

S
P

PtSS
T tPP

NtPP
≡ ,TT , (3.4)

and the “terms-of-trade” (Ht) as,

H
P

PtHH
X tPP

M tPP
≡ ,XX

,MM
. (3.5)

Taken together, it can be shown that the total trading gain is the product of the real exchange rate 
and the terms-of-trade effect:4

T H St tT HT H tSS⋅H . (3.6)

Finally, real GDI can be decomposed in the following manner:

 Q Q H SZQQ Y tQ t tH SH S, ,QZ t YYQ .⋅QYQQ  (3.7)

Table 3.1 presents the estimates for real GDP, real GDI, total trading gains, and the terms-of-
trade and exchange rate effects for 2004–13 as well for the 1993–2003 and 2004–13 subperiods. 
Cumulative growth factors for four more subperiods are also reported.

The results indicate that, on average, trading gains were nonexistent during 1993–2003 such 
that the average real GDP growth factor was larger than the GDI factor. However, during the 
most recent decade (2004–13), trading gains averaged 1.3 percent per year, with 1 percentage 
point coming from the terms-of-trade effect and 0.3 percent from the real exchange rate variable.

Overall, trading gains show a significant amount of volatility, suggesting that a myopic look at 
real GDP figures could be very misleading. For example, trading gains were as high as 6.5 percent 
in 2006 and as low as –3 percent in 2008. Thus, in 2006 real incomes actually grew by 14.6 percent, 
with the terms of trade adding 5.2 percentage points and exchange rate movements 1.3 percent. In 
2008, real GDP was 9.1 percent, but real incomes actually grew closer to 6 percent. Moreover, while 
real GDP grew by a healthy 5.8 percent in 2013, incomes rose by a much smaller 4.5 percent.

A closer look at subperiods indicates that trading gains were positive for four consecutive years 
from 2004–07, then turned negative during the height of the financial crisis in 2008–09. These 
gains bounced back strongly in 2010–11 before again becoming negative during 2012–13. Most 
of these shifts were due to terms-of-trade effects.

From 2003 to 2007, real GDP increased by a cumulative 30.2 percent, whereas real incomes actu-
ally increased by 45.9 percent. The 12.1 percent cumulative trading gain over these four years can be 
decomposed into a 9.5 percent terms-of-trade effect and 2.4 percent real exchange rate effect. Similar 
substantial differences are reported in other subperiods as well, further strengthening the case for look-
ing at the impact that terms-of-trade changes are having on real incomes and real purchasing power.

4 In the calculation, each period terms-of-trade effect is weighted by the sum of the two-year average export and import 
shares, while each period real exchange rate effect is weighted by the difference between these export and import shares. 
See Kohli (2006) for details.
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TABLE 3.1

Peru: Real GDP, Real GDI, and Trading Gains

Year Real GDI Real GDP
Trading  

Gains
Terms-of-Trade 

Effect
Exchange Rate 

Effect

(Average Annual Growth Factors)

1993 1.024 1.052 0.973 0.992 0.981
1994 1.125 1.123 1.001 1.014 0.988
1995 1.071 1.074 0.997 1.007 0.990
1996 1.017 1.028 0.989 0.995 0.994
1997 1.066 1.065 1.001 1.007 0.995
1998 0.981 0.996 0.984 0.983 1.001
1999 1.002 1.015 0.987 0.993 0.995
2000 1.024 1.027 0.997 0.999 0.998
2001 1.001 1.006 0.995 0.995 1.001
2002 1.057 1.055 1.003 1.003 1.000
2003 1.049 1.042 1.008 1.008 1.000
2004 1.075 1.050 1.024 1.022 1.002
2005 1.080 1.063 1.016 1.010 1.006
2006 1.146 1.075 1.065 1.052 1.013
2007 1.098 1.085 1.012 1.008 1.003
2008 1.059 1.091 0.970 0.971 0.999
2009 1.005 1.010 0.994 0.996 0.999
2010 1.135 1.085 1.047 1.042 1.004
2011 1.087 1.065 1.021 1.018 1.004
2012 1.052 1.060 0.993 0.995 0.998
2013 1.045 1.058 0.988 0.988 1.000
1993–20031 1.037 1.043 0.994 1.000 0.995
2004–131 1.077 1.064 1.013 1.010 1.003

(Cumulative Growth Factors)

2004–072 1.459 1.302 1.121 1.095 1.024
2008–092 1.064 1.103 0.965 0.967 0.998
2010–112 1.234 1.154 1.069 1.061 1.008
2012–132 1.099 1.121 0.981 0.982 0.998

Sources: Peru National Statistics Institute; and IMF staff estimates.
Note: GDI = gross domestic income.
1Geometric means.
2Product of yearly growth factors.

GROWTH ACCOUNTING
To better understand the sources of growth in Peru and in the region, a simple accounting frame-
work is used to decompose output growth into the contributions from accumulation of capital 
and (quality-adjusted) labor, and changes in TFP.

The following standard Cobb-Douglas production function is assumed:

Y A Kt tY AY A tKK ( )L htLL thh
( )1α , (3.8)

where Yt represents domestic output in period t, Kt the physical capital stock, Lt the employed 
labor force, ht human capital per worker, and At TFP. The assumptions for α, the capital share of 
output, are based on Loayza, Fajnzylber, and Calderón (2005) (i.e., α = 0.4).

Annual data for most variables are taken from Penn World Table Version 8.0 (Heston, Summers, 
and Aten 2012) for the period 1980–2011 and from other sources (mainly individual-country 
national statistical offices and the IMF’s World Economic Outlook database) for 2012–13 data.

Using equation (3.9), GDP growth can be decomposed as follows (denoting by x the growth 
rate of a variable x):

 Ŷ = Â = αK̂ + (1 − α)L̂ + (1 − α)ĥ, (3.9)
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where changes in GDP are explained by changes in factor accumulation (quality-adjusted labor 
and capital) and TFP.

Changes in TFP measure how efficiently factors of production are used in the production 
process. The changes capture technological improvements as well as the efficiency in allocating 
inputs. As usual in growth accounting exercises, it is important to note that the estimated TFP 
results should be interpreted with care. By definition, the TFP estimate is a residual—the differ-
ence between output growth and growth in the quantity and quality of inputs. Thus, any mea-
surement errors in the accumulated labor and capital series will be automatically captured by TFP. 
For instance, changes in the quality of the capital and labor stocks that we fail to account for, or 
changes in capital utilization, would be reflected in TFP.

Figure 3.4 and Table 3.2 present the results from the growth accounting exercise. While 
other previous periods are reported for comparative purposes, the focus is on the most recent 
decade (2004–13) and how it differs from the 1990–2003 period. The exercise results in the 
following findings:

• Peru stands out for having both the highest average real GDP and real per capita growth 
rate during the most recent decade (2004–13). Growth averaged 6.4 percent, about 
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Figure 3.4 Growth Accounting Exercise (Percent)
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TABLE 3.2

Growth Accounting (Percent)

Average GDP 
Growth

Contributions Growth Rates

Labor Capital TFP
Per Capita 

GDP
Employment/ 

Population
Labor 

Utilization
Labor 

Productivity
Capital 

Deepening

Peru
1970–79 3.5 2.6 1.8 –1.0 0.6 –0.1 –0.3 1.0 0.8
1980–89 0.4 2.9 1.2 –3.8 –1.8 1.4 –0.3 –2.8 –0.6
1990–2003 3.2 1.2 1.3 0.8 1.3 –0.5 –0.1 1.8 1.3
2004–13 6.4 2.0 2.0 2.4 4.2 1.3 0.0 3.0 0.9

Brazil
1970–79 8.5 2.6 3.4 2.5 4.8 1.3 –0.6 4.1 2.2
1980–89 3.0 2.8 1.9 –1.7 0.7 0.6 –0.6 0.7 0.3
1990–2003 1.9 2.1 1.1 –1.3 0.9 0.1 –0.2 1.0 0.7
2004–13 3.8 1.9 1.1 0.8 2.4 1.3 0.0 1.2 0.1

Chile
1970–79 2.5 1.3 1.7 –0.5 0.3 –0.4 –0.1 0.9 1.2
1980–89 4.4 2.6 1.1 0.7 3.1 1.4 0.1 1.5 –0.5
1990–2003 5.6 2.0 2.6 1.0 4.2 1.1 0.8 2.2 1.9
2004–13 4.4 2.1 2.7 –0.4 2.9 1.9 –0.5 1.5 1.7

Colombia
1970–79 5.8 3.0 1.9 1.0 2.8 1.4 –0.4 1.9 0.1
1980–89 3.4 2.3 1.8 –0.6 1.7 0.5 –0.5 1.7 0.9
1990–2003 2.9 2.2 1.6 –0.9 1.3 1.0 –0.1 0.4 0.8
2004–13 4.8 2.2 1.9 0.7 2.8 1.2 0.0 1.6 0.9

Mexico
1970–79 6.4 3.9 2.5 0.0 3.2 2.0 –0.1 1.3 0.2
1980–89 2.3 3.1 1.5 –2.3 0.6 1.5 0.0 –0.8 0.0
1990–2003 3.0 2.2 1.4 –0.6 1.2 0.7 0.2 0.4 0.5
2004–13 2.6 1.5 1.3 –0.1 1.0 0.3 –0.5 1.2 0.6

Uruguay
1970–79 2.7 1.0 1.5 0.2 1.6 0.1 … … 0.0
1980–89 0.7 1.8 1.0 –2.1 0.7 1.5 … … 0.0
1990–2003 1.7 0.6 1.0 0.1 1.8 0.0 … … 0.0
2004–13 5.6 2.2 1.2 2.2 0.0 0.0 0.0 0.0 0.0

Sources: Central Reserve Bank of Peru; Penn World Table 8.0 (Heston, Summers, and Aten 2012); and IMF staff estimates.
Note: TFP = total factor productivity.

2  percentage points higher than the rest of the LA6 average.5 Per capita growth was 
4.2 percent, which was also 2 percentage points above the regional average.

• For all countries, capital and labor accumulation together represented the main growth 
contributor. For above-average growth countries like Peru, Uruguay, and Colombia, TFP 
made important contributions to growth as well. In the case of Peru, TFP was the main 
individual contributor—2.4 versus 2 percentage points for both individual capital and 
labor inputs.

• The recent acceleration in growth in Peru and the region is mostly due to a surge in TFP. 
The contribution of TFP in 1993–2003 was low or negative throughout the region. 
However, as of 2004, TFP increased sharply, explaining over 1 percentage points of the 
higher growth since 2004 as compared to 1993–2003. Peru experienced a turnaround of 
about 1.6 percentage points, with the TFP contribution moving from 0.8 to 2.4 percentage 
points. Peru also saw around three-quarters of a percentage point increase in labor and in 
capital contributions.

5 The LA6 are Brazil, Chile, Colombia, Mexico, Peru, and Uruguay.
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• Peru’s high GDP per capita growth can be linked to strong labor productivity growth. 
Employment ratios improved as well, but the average number of hours worked remained 
constant. Compared to 1993–2003, about 1¾ percentage points of the 3 percentage point 
improvement in Peru’s growth per capita can be attributed to greater employment ratios, 
with the rest linked to productivity.

• The contribution of capital deepening to labor productivity, while substantial, was actually 
lower during 2004–13 relative to 1993–2003. In the case of Peru, capital deepening 
contributed some 30 percent of labor productivity growth during 2004–13 versus 
70 percent in 1993–2003. This is because the capital-per-worker ratio grew by only 
2.2 percent, about 1 percentage point lower than 1993–2003.

DETERMINANTS OF GROWTH IN PERU
This section evaluates the fundamental determinants of GDP per capita in Peru through the use 
of well-established cointegration techniques. The set of explanatory variables generally considered 
to have a long-run relationship with real per capita output encompasses broad-based develop-
ments in external conditions, domestic macroeconomic stabilization, structural reforms, and 
other institutional features. However, within these subgroupings a variety of proxy variables or 
growth covariates have been proposed and evaluated in past empirical studies (Chang, Kaltani, 
and Loayza 2005; Loayza, Fajnzylber, and Calderon 2005; Jenker 2006; Swiston and Barrot 
2011; and Zettelmeyer 2006). Given data availability and the focus on a single country, we use 
the most common set of explanatory variables usually seen in other empirical studies.

Specifically, the following simple vector error correction (VEC) model is evaluated in order to 
examine the long-term determinants of real GDP per capita (g) in Peru:

 
g glag tot cpic srirr

cl edu idd nfra .
tg tt tii

tedudd t t

2glagg tglagg 3 4cpic tcpiic

5 6cl 6tll 7

α + β + β + β + β
+β + β + β + ε

 (3.10)

The variable gla is real GDP growth in Latin America, while tot denotes terms-of-trade growth—
both standard proxies for external sector developments. Domestic stabilization is represented by 
the consumer price index in Peru (cpi ), while sri reflects the Lora structural reform index 
described earlier in this chapter. The variables representing civil liberties (cl ), education (edu), and 
public infrastructure (infra) capture important complementary policies. We focus first on a base 
model that includes stabilization, external conditions, and structural reforms.

As a supplement to the growth accounting exercise that examined capital and labor contribu-
tions, we also use an investment-to-GDP ratio (inv) instead of Latin American real GDP in some 
VEC estimations. Given the boom in investment and its link to foreign direct investment and 
commodity price developments, this can also be considered to reflect external conditions. The 
data used in the model are annual and run from 1970 to 2013. Standard stationarity tests indicate 
all of the variables have unit roots, indicating their suitability for inclusion in the VEC model. A 
more detailed description with sources can be found in Annex 3.1.

In what follows, standard trace and max eigenvalue tests are used to determine the presence of 
cointegration among the variables. One estimation challenge is the direction of causality among 
the variables. By definition, cointegration is a search for common stochastic or deterministic 
trends among the variables. A finding of cointegration indicates that the variables are jointly 
determined, implying a degree of endogeneity. Thus, we undertake Toda-Yamamoto (T-Y) tests 
on the direction of causality in cointegrated systems for each of the explanatory variables. 
A  second estimation challenge is how to account for convergence forces. The cyclical convergence 
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TABLE 3.3

Long-Term Determinants of Real GDP Per Capita in Peru

Causality P-values1

(1) (2) (Y = > X) (X = > Y)

Investment-to-GDP Ratio 0.31 0.440 0.072
(1.74)c

Latin America GDP 0.64 0.733 0.001
(12.73)a

Inflation −0.04 −0.02 0.902 0.043
(2.80)a (3.68)a

Structural Reform Index 1.17 0.99 0.671 0.010
(7.51)a (8.88)a

Terms of Trade 0.80 0.63 0.988 0.007
(3.00)a (7.26)a

Source: IMF staff estimates.
Note: The table reports the long-term cointegration equation for real GDP per capita. The t-statistics are 
in parentheses, with  superscripts a, b, and c indicating significance at the 1 percent, 5 percent, and 
10  percent levels.
1Based on Toda-Yamamoto causality tests. The first column is based on the null of GDP per capita causing the 
explanatory variable.  The second is based on the null of the explanatory variable causing GDP per capita.

to equilibrium is represented by the presence of a negative and significant error correction term 
that is included in the short-run dynamics.

Table 3.3 presents the results from the long-run cointegrated equations. All variables in the 
base estimation have the right sign and are statistically significant. A 1 percentage point increase 
in Latin American GDP or investment-to-GDP ratios result in 0.6 percent and 0.3 percent 
increases in Peru’s GDP per capita, respectively. A similar improvement in the terms of trade or 
structural reforms increases GDP per capita by about 3⁄4 percent and 1 percent, respectively. As 
expected, a rise in the price level has a negative impact on GDP per capita, with a 1 percent 
consumer price index increase translating into a 0.02 to 0.04 decline in output per capita. All of 
these variables passed the T-Y causality tests.

Attempts to find cointegration relationships with the other complementary institutional vari-
ables (civil liberties, education, and infrastructure) failed. The use of these integrated variables 
added unit roots to the system or resulted in insignificant error correction terms. All three are 
highly correlated with the structural reform index, which made it difficult to find consistent 
estimates. The models were also estimated in log-first differences with similar results. Obviously 
these variables should play a role in long-term GDP per capita growth in Peru. However, the data 
proxies available to reflect these characteristics are relatively limited.

CONCLUSIONS
This chapter has reviewed a number of factors that drove Peru’s impressive growth performance 
over the last two decades. The steep contraction and socioeconomic turbulence during the 1980s 
created a consensus to implement deep-rooted structural reforms and a solid macroeconomic 
stabilization plan. It also was the impetus to gradually modernize macroeconomic and investment 
frameworks, which stabilized the economy and fostered domestic and foreign investment. These 
reforms were broad-based, affecting financial, trade, tax, and labor market sectors and institu-
tions. They strengthened the competitiveness of the economy and, by our structural reform 
metric, moved Peru ahead of many of the main regional players. When the commodity price 
boom took place, Peru was more than ready to absorb a substantial surge in investment flows. 
Given their terms-of-trade source, these positive shocks also had sizable income effects that 
affected the whole economy and further raised activity and domestic investment expectations. 
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Taken together, this virtuous circle of events also led to a rise in employment, capital accumula-
tion, and labor productivity.

Against this backdrop, Peru’s track record of sustained growth can provide a number of lessons 
and recommendations going forward. First and foremost, continued care and attention needs to 
be directed toward the institutions and frameworks that nurture and support Peru’s economy. 
These are the fundamental building blocks of sustained growth. Next, long-awaited second- 
generation reforms critical to the growth process need to be discussed, designed, and imple-
mented. Many of these reforms are well known, and standard metrics are available to measure their 
progress. For example, excessive nonwage compensation costs have created rigid labor markets and 
contributed to increased informality in Peru. High transaction costs and low financial education 
levels have also led to limited financial inclusion and muted financial deepening. These problems, 
coupled with persistent and burdensome bureaucratic procedures and large infrastructure gaps, 
have kept firm sizes small, limiting productivity gains and the integration of these firms into global 
trading networks. As in the past, it may take a while to see the growth effects, but they do mate-
rialize over time—especially in the presence of favorable external conditions. It is encouraging to 
see that the Peruvian authorities are now taking steps to address these structural reform areas.

ANNEX 3.1. DATA AND SOURCES
GDP per capita growth for Peru (g): Log of real GDP per capita. Source: Central Reserve Bank of 

Peru (Banco Central de Reserva del Perú).
GDP for Latin America (gla): Log of real GDP in Latin America. Source: World Bank, World 

Development Indicators. 
Inflation (inf ): Log of 1 plus the consumer price index for Peru. Source: Central Reserve Bank of 

Peru (Banco Central de Reserva del Perú). 
Terms-of-trade growth (tot): Log of terms of trade for Peru. Source: World Bank, World 

Development Indicators. 
Structural reform index (sri): Log of the composite SRI. SRI is constructed by using the Morley, 

Machado, and Pettinato (1999) index to extend Lora’s (2012) index back from 1985 to 1970. 
The index is extended forward (2010–13) using the related subindices from the World 
Economic Forum’s Global Competitive Index database. 

Civil liberties index (cl): Log of index for civil liberties ranking freedom from 1 to 7, with 1 being 
the highest level of freedom. Source: Freedom House. 

Infrastructure (infra): Log of the number of telephone lines per 1,000 inhabitants. Source: World 
Bank, World Development Indicators. 

Education (edu): Log of index of human capital per person, based on years of schooling and 
returns to education. Source: Penn World Table 8.0 (Heston, Summers, and Aten 2012). 

Investment ratio (inv): Log of total-investment-to-GDP ratio for Peru. Source: Central Reserve 
Bank of Peru (Banco Central de Reserva del Perú).
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CHAPTER 4

Investment Dynamics in Peru

KEVIN ROSS AND MELESSE TASHU

Over the period from 2004–13, investment spending contributed close to half of Peru’s annual average 
real GDP growth of 6.4 percent—a much larger contribution than in previous periods. A series of 
structural reforms in the 1990s, increased political stability, and the implementation of a solid macro-
economic framework in the early 2000s set the stage for this investment boom, allowing the country to 
take advantage of a sharp and prolonged improvement in its terms of trade and historically low global 
interest rates. Actions were also taken to strengthen public investment implementation, particularly at 
the local and regional levels, and to enhance the overall investment climate. Now that commodity prices 
have softened and interest rates are beginning to reverse, it will be crucial to implement initiatives that 
address the next generation of structural reforms in order to sustain economic growth.

Investment is a major component of aggregate demand for goods and services in an economy. An 
increase in investment expenditures directly affects the demand for the various factors of produc-
tion and causes an acceleration in output. At the same time, given basic consumption-smoothing 
behavior, changes in investment spending are also associated with more output volatility. If well 
placed, investments in infrastructure, technology, machinery and equipment, and human capital 
can increase an economy’s productivity and long-term growth potential. In this context, many 
developing countries have focused on fostering and attracting both domestic and foreign invest-
ments in order to improve economic growth.

In Peru, robust investment growth has been one of the main driving forces behind the coun-
try’s recent economic success. The economy contracted in the 1980s, due mostly to a marked 
decline in investment. In the 1990s, growth averaged 4 percent, with investment contributing 1 
percentage point. In the 2000s, the economy expanded by 5½ percent per year with investment 
adding slightly over 2 percentage points. However, looking at the decade from 2004–13, real 
GDP growth averaged 6.4 percent, with investment supplying a full 3 percentage points—a 
contribution that is close to half of total growth.

Four fundamental factors have underpinned this surge in Peruvian investment:

• Implementation of structural reforms—particularly in the 1990s. Between the mid-1980s and 
late 1990s there was a sizable improvement in structural policies in Peru and in Latin 
America in general, motivated in particular by the desire to move away from state 
intervention and the protection of domestic markets. According to the Inter-American 
Development Bank’s Structural Reform Index, Peru has made substantial improvements in 
the areas of trade, financial, tax, privatization, and labor policies. While Chile remains the 
regional leader in structural reforms, Peru moved from last place in 1985 to second place in 
2010 among the six financially open Latin American (LA6) economies.1

• Improved political stability. After a period of economic and political turmoil in the 1980s 
and 1990s, Peru implemented a new market-friendly constitution in 1993 and defeated an 
ongoing terrorism threat. Around the turn of the new century, the country entered an era 
of relative stability and reemerged as a stronger and more stable democracy.

1 LA6 comprises Brazil, Chile, Colombia, Mexico, Peru, and Uruguay.
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• A solid macroeconomic framework and reduced policy uncertainty. Fiscal policy in Peru is 
governed by a modern fiscal transparency and responsibility law, with a set of fiscal rules 
that has been gradually improved. At the same time, the central bank has skillfully 
implemented an inflation-targeting monetary policy framework. The results have been 
dramatic, with low inflation amidst strong growth, fiscal surpluses, low debt, and declining 
real and nominal interest rates. Investment surveys and rating agencies have all noted the 
improvement in macro policies and the investment environment, leading to successive 
credit rating upgrades to the second-best investment grade rating in the region after Chile.

• Very favorable external conditions, with significant increases in commodity prices and a sustained 
fall in real world interest rates. As noted in Adler and Magud (2013), Latin America has 
benefited from a commodity price boom in the last decade that has been more persistent 
than previous booms and associated with much higher income gains. For example, Peru has 
enjoyed a cumulative income windfall of around 85 percent of GDP since 2003, with a 
larger share of this windfall allocated to domestic investment than in previous episodes. The 
sustained fall in real world interest rates,2 combined with Peru’s improved credit rating, have 
also allowed Peruvian firms to gain better access to cheap external financing.

However, these last two external factors—strong export commodity price gains and favorable 
international financing conditions—have already started to reverse. Going forward, this adverse 
development will affect expectations and investment in Peru, which the authorities will need to 
counterbalance via further structural reform measures. Well aware of these developments, the 
current Peruvian administration is implementing a number of measures that should help to 
streamline and speed up the investment process.

The objective of this chapter is to describe recent investment dynamics in Peru and empirically 
assess the relationship between private investment and its fundamentals. The next section 
describes the status of the country’s current investment framework. The chapter then provides 
some stylized facts about Peruvian investment dynamics in recent decades, before moving to the 
empirical analysis. The chapter concludes with a look at policy implications.

THE INVESTMENT FRAMEWORK
The Peruvian government has actively sought to attract foreign investment and foster domestic 
investment. The country has created a solid foreign investment and investment promotion legal 
framework, with the 1993 constitution guaranteeing equal treatment for foreign and domestic 
investors. Peru is an adherent to the Organisation for Economic Co-operation and Development’s 
Declaration and Decisions International Investment and Multinational Enterprises (Organisation 
for Economic Co-operation and Development 2011a) and follows the Organisation for Economic 
Co-operation and Development’s Guidelines for Multinational Enterprises (Organisation for 
Economic Co-operation and Development 2011b).3 The country has implemented various trade 
promotion and tax stability agreements, and improved its dispute arbitration regulations. Its rank-
ings on the World Bank’s Doing Business Indicators and other investor protection–related rankings 
are high for the region, and rating agencies have complimented its favorable investment climate. 
Moreover, Peru has decentralized government functions, stressing infrastructure investments at the 
national, regional, and local levels. In addition to needed reforms to its investment process, as 
outlined in Box 4.1, Peru has reinforced its public investment spending along three lines:

1. Investment promotion: The government created a private investment promotion agency 
(Pro-Inversion) in 2002. The agency is a public institution under the Ministry of the 

2 The 10-year U.S. Treasury real interest rate fell from about 5½ percent on average during the 1980s to about 1½ percent 
on average during the 2004–13 period.
3 The guidelines require equal treatment of foreign and domestic investors and set standards for responsible business 
conduct. Peru also participates with other emerging market countries in the work of the Organisation for Economic 
Co-operation and Development Investment Committee.
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Economy and Finance and is responsible for promoting private investment in public 
 infrastructure and public services, based on national initiatives. Pro-Inversion has handled 
privatizations of state-owned assets and concessions of major infrastructure projects. Major 
concession areas include ports, power generation, electrical transmission lines, oil and gas 
distribution, and telecommunications.

2. Public-private partnerships (PPPs): Peru’s 1996 Public Works Concession Law forms the 
basis of a well-developed PPP framework.4 Recent reforms streamlined regulations on 
cofinancing and private sector involvement, and created a list of priority PPP investment 
projects for ports, water and transport, and regional airports. The projects are vetted 
through a national selection process for public investment (Sistema Nacional de Inversión 
Pública). Some $14 billion in PPP concessions were awarded during 2011–14.

3. Public works in lieu of taxes: The “Works for Taxes Program” (Obras por Impuestos) allows 
private companies to fund and implement public projects chosen by regional and local 
governments, and to deduct the total amount of investment from their future income tax 
obligations. In turn, the regional and local governments provide up-front funding from 
their royalties and customs revenues. Since 2008, the year in which the program was 
enacted, private companies have built a number of basic public infrastructure works such 
as schools, hospitals, water and sewage facilities, and transport infrastructure.

4 The Economist Intelligence Unit’s 2012 Infrascope Report rates Peru’s institutional and regulatory PPP framework as 
the best in the region. The report rates overall PPP frameworks based on (1) institutions, (2) regulations, (3) the investor 
climate, (4) operational maturity, (5) financial facilities, and (6) subnational programs.

BOX 4.1. Peru: Initiatives to Speed Up Investment

Peru launched various investment incentive packages in 2013–14 to facilitate public and private investment, 
especially in energy, mining, and infrastructure, and to reduce the red tape involved in the investment process.

Administrative Enhancements
• Specialized monitoring unit for investments. The new unit will aim to remove bureaucratic obstacles to the 

most important infrastructure, mining, and energy projects.
• Measures to facilitate the investment. Increased powers for the competition authority to penalize public 

entities and officials that generate bureaucratic obstacles, while at the same time providing incentives for 
speeding up projects as part of the program to modernize municipalities.

• Actions to promote the development of small and medium-sized enterprises (SMEs). Promoting the use of 
negotiable bills to increase the liquidity of SMEs and to make government payments more predictable.

Tax-related Incentives
• Administrative directives to boost competitiveness. Provide tax credits for research and training, and reduce 

the time required to process value-added tax refunds.
• Tax liability reductions for investments in public goods. Expand the “Works for Taxes” Program (Obras por 

Impuestos) to include all public investment classifications, maintenance, and preinvestment studies. All proj-
ects will be approved a priori in the national investment plan (Sistema Nacional de Inversión Pública).

New Legislation
• Certification of the nonexistence of archeological objects. Certification of nonarcheological items, which 

allows for construction to begin, will be reduced to 20 days. If the government fails to respond within that 
period, the request will be automatically approved.

• Expropriations. Reduce the time needed to process imminent domain expropriations by allowing them to 
proceed without payments being finalized. Infrastructure projects can now be fast-tracked.

• Environmental impact studies (EIS). One-stop shop for EIS, with new streamlined regulations and a faster 
EIS approval process.

• Public procurement: Standardized requirements for public procurement with more direct contracting 
between public sector entities and suppliers.

• Stock market. New legislation reduces the requirements and costs for accessing finance through the 
 capital market for SMEs.
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PERUVIAN INVESTMENT: STYLIZED FACTS
This sections looks at the characteristics of private and public investments in the country, as well 
as foreign direct investment (FDI) and savings and investment.

Private Investment

Private investment growth was volatile during the 1970s and early 1980s. After declining 
throughout the first administration of President Alan Garcia, private investment gradually 
rebounded with the implementation of fundamental reforms during the first half of the 1990s, 
before moderating again by the end of the 1990s as external shocks lowered capital inflows. 
Investment has swelled rapidly since 2004, far outpacing a relatively healthy rise in consumption. 
Some of the key developments regarding private investment are described below.

• The need of the Peruvian mining industry for capital equipment has helped drive the 
investment boom (Figure 4.1).
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Figure 4.1 Peru: Investment Dynamics
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• Equipment and construction investment were key drivers of private investment over the last 
decade. Total private investment growth averaged about 15½ percent during 2003–08, with 
equipment investment contributing about 8¾ percentage points and construction 
contributing about 7 percentage points during this period. After a sharp drop during the 
height of the global financial crisis in 2009, private investment growth rebounded, 
averaging 13¼ percent in 2010–13. Equipment investment contributed the lion’s share, 
particularly in 2010–11.

• Most construction investment has been nonresidential investment. Nonresidential and 
residential investment as a percentage of total investment averaged 32 and 24 percent, 
respectively, during 2007–11 (the most recent period with detailed breakdowns). 
Nonresidential investment growth contributed 7½ percentage points to the 11 percent 
growth in construction investment during this period. Machinery and equipment (which 
included exploration and research) averaged 32 percent of total investment, while transport 
equipment accounted for 9 percent. Other installations and software made up the remaining 
3 percent.

• Investment in the minerals sector has been booming. Investment in the sector grew at an 
annual rate of 32 percent in real terms during 2003–12. As a share of total private 
investment, investment in the minerals sector increased from 3 percent to over 20 percent 
during that period. Mineral commodity investments are concentrated in copper 
(68 percent), gold (13 percent), iron ore (13 percent), copper-zinc (4 percent), and other 
poly-metallic minerals (6 percent). About 70 percent of all FDI goes into the extractive 
industry sector. Peru, on par with Chile, was the fifth largest global destination for 
exploration of nonferrous metals, behind Canada, Australia, the United States, and Mexico. 
A number of copper mines set to come on stream between 2015 and 2022 are expected to 
significantly expand copper production.

Public Investment

Public investment spending has increased in line with private investment, reflecting investment 
promotion initiatives and the need to fill large infrastructure gaps (Figure 4.2). Some of the key 
developments regarding public investment are described below.

• As a percent of GDP, public investment spending increased from about 3 percent in the early 
2000s to about 5¾ percent in 2013. In the same period, private investment jumped from 
14¼ percent to 19¼ percent of GDP. Over the past decade, public investment contributed 
2¾ percentage points (21 percent) to the average annual growth in total real fixed capital 
investment of 12¾ percent.

• Local government spending has been a major factor in the rise in public investment. Local 
investment spending tripled, increasing from less than 1 percent of GDP in 2007 to 
2½ percent of GDP by 2013. Taken together, national and regional fixed investment 
spending increased from about 1½ to 3 percent of GDP. To some extent, these results are a 
reflection of the decentralization process and the government’s efforts to bring investment 
projects to the local and municipal levels.

• Implementation of planned public investment spending has improved. The increase in metal 
prices, and thus royalty and “canon” revenues, has relaxed financial resource constraints at 
the national level and at lower levels of government in specific mining regions. At the same 
time, the decentralization process has created a number of new jurisdictions with relatively 
inexperienced capital spending administrative units. Deep and frequent employee turnover 
after elections, coupled with human resource limitations, led to capital spending shortfalls 
in the past, but the public sector is getting much better at implementing capital spending 
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budgets. Overall, fixed public investment spending is now about 73 percent of budgeted 
amounts—up 20 percentage points from 2007.

• Infrastructure gaps remain large. According to the World Economic Forum’s measure of 
infrastructure quality, Peru is ranked 105th out of 144 countries. The Peruvian National 
Infrastructure Investment Association (Asociación para el Fomento de la Infraestructura 
Nacional 2012) has estimated the national infrastructure gap at some $88 billion for 
2012–21 (a third of projected GDP). Deficit areas include energy, telecommunications, 
transport, health, and education. Clearly, improved infrastructure would have a positive 
effect on productivity, investment, and growth. Rozas (2008) notes that improving 
infrastructure services and making them more widely available increases factor productivity 
and lowers production costs. The increased profitability encourages investment and 
increases potential GDP growth.
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Figure 4.2 Peru: Public Investment Dynamics
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Foreign Direct Investment

The relationship between FDI and the reinvestment of profits plays a key role in investment 
dynamics (Figure 4.3). Some of the key developments regarding FDI are described below.

•	 In general, the ratio of FDI to total investment stands at about 20 percent for advanced 
economies, and can be higher in countries more dependent on natural resources. Investment 
and FDI tend to respond to similar driving factors. Thus, the correlation coefficient 
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Figure 4.3 Peru: Long-Term Capital Flows, Profits and Reinvestment Rates, and Foreign Direct 
Investment–Investment Correlations
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between changes in FDI and gross capital formation is high, especially in commodity 
exporters. Countries like Peru and Chile receive a significant amount of FDI investment 
related to natural resource extraction, which has led to marked increases in mining 
investment, and spillover investment to the rest of the economy.

•	 Long-term capital flows in Peru have rebounded in recent years as profits expanded. Long-term 
capital inflows as a percent of GDP declined steadily from 8–9 percent to about 2 percent 
during 1994 to 2004, before rising back to 8–9 percent of GDP in 2006–13. FDI 
accounted for most of the long-term inflows, but since 2005 the long-term portfolio and 
long-term loans have also played an important role. A substantial amount of FDI inflows 
emanate from profits that have been generated from current FDI stocks. Relatively low 
profits from FDI stocks from 1994 to 2003 (averaging about 1 percent of GDP) were 
reversed in 2004–13 when profits expanded (averaging 6¼ percent of GDP). The amount 
reinvested was 3¼ percent of GDP, or about half of the amount generated.5

Savings and Investment

Savings and investment gaps have worsened (Figure 4.4). In 2006, Peru had a current account 
surplus of 3¼ percent of GDP while the rest of the LA6 had an average surplus of about ¾ per-
cent of GDP. Since then, current account positions have worsened, as savings dynamics have not 
fully covered the upward trends in investment spending. Unlike the rest of the LA6, the Peruvian 
public sector is a net saver, while the private sector has increasingly gone into deficit. Thus, the 
private sector savings–investment gap has widened substantially, mostly due to expanding invest-
ment as private sector savings remained relatively unchanged. This shows the importance of 
encouraging private sector savings through capital market and pension system reforms.

EMPIRICAL ANALYSIS
The Modeling Framework

Most empirical studies on aggregate investment are based on a version of the neoclassical flexible-
accelerator theory of capital, which shows that the desired level of capital is positively related to 
the level of expected output and negatively related to the expected user cost of capital (Jorgenson 
1963). For developing countries, the models are often applied with modifications, since key 
assumptions such as perfect financial markets and little or no government investment are not 
applicable in developing economies (Greene and Villanueva 1991).

One important modification is the role of uncertainty. Bernanke (1983) and Pindyck (1991) 
argue that investment is sensitive to uncertainty because expenditures on fixed capital are eco-
nomically irreversible in the sense that they are mostly sunk costs that cannot be recovered. Since 
new information relevant for assessing the returns on long-term projects arrives over time, an 
uncertain environment increases the incentives for waiting and hence reduces investment. Le 
(2004) incorporates the role of uncertainty into an investment model based on the optimal con-
dition for a representative agent maximizing his or her expected utility. In this model, the optimal 
level of investment depends positively on the expected value of the return and negatively on the 
variance (uncertainty) of the return on domestic investment.

For our empirical purposes, the modified neoclassical flexible-accelerator model is specified as:

yt = a + Xtb + et,

5 Reinvestment rates tend to be relatively high in extractive-industry countries given their sizable capital import require-
ments and high profitability. During 2004–13, reinvestment rates were about 25 percent for Mexico and Colombia, and 
close to 60 percent for Chile.
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where, yt is the log of private investment to GDP ratio; Xt represents logs of a set of variables that 
affect investment through their effects on the expected rate of return, the variance of the return, 
and the user cost of capital; εt is the stochastic error term; α is the constant term; β are the elas-
ticities to be estimated; and t refers to time indices.

Factors Affecting the Expected Rate of Return
GDP or growth of GDP is often used as a key determinant of expected rate of return in empirical 
studies.6 The problem with this practice is that both output and investment are simultaneously 
determined. As a result, there is an endogeneity problem. Most studies attempt to address this 
problem by using lagged GDP/growth of GDP instead of contemporaneous levels. Nevertheless, 

6 See Greene and Villanueva (1991), Le (2004), Jongwanich and Kohpainboon (2008), and Ang (2010).
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 investment decisions are made based on the expected rate of returns, and past levels of output may 
not be a good indicator of expected output, in particular in developing economies.

To address the simultaneity problem in the investment-output relationship, we specify private 
investment as a function of underlying exogenous factors that determine expected output and 
investment, including real prices of major export commodities, structural reforms, and govern-
ment investment in infrastructure and human capital. Since expected economic output is mostly 
driven by these factors, excluding output from the regression will not lead to omission bias in the 
econometric estimation.

In commodity-dependent economies, in particular, the real prices of major export commodi-
ties are key determinants of output and the expected return on investment, not only in the com-
modity sector, but also in the rest of the economy through their effect on income and the current 
account, the budget, and the profitability of sectors that are correlated with the commodity sector 
(Cardoso 1993). As shown in Figure 4.5, there is a high correlation between the real commodity 
export price index and expected growth of the Peruvian economy.

Structural reforms such as trade and financial openness, labor market reforms, and privatiza-
tion can also affect the expected rate of return on investment by improving the productivity and 
efficiency of private investment. Similarly, government investment in complementary goods and 
services such as infrastructure, human capital, and improving the efficiency of public services can 
enhance the productivity of the private sector and encourage private investment.7

Factors Affecting the Variance of Return
Empirical studies show that macroeconomic volatility, resulting from policy and external shocks, 
and political instability are major sources of uncertainty in developing economies and have a 
significant negative impact on private investment.8 A number of variables, including real 
exchange rate volatility, inflation volatility, output volatility, terms-of-trade volatility, and external 
debt burden, are often used as indictors of macroeconomic uncertainty. For the sake of parsi-
mony, however, we rely on real exchange rate volatility, which could reflect the uncertainty 

7 If involved directly in the productive sector of the economy, government investment may also affect private investment 
negatively by competing for limited physical and financial resources (Greene and Villanueva 1991).
8 See Greene and Villanueva (1991), Le (2004), Jongwanich and Kohpainboon (2008), and Ang (2010).
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 resulting from both macroeconomic policy and external shocks. A measure of political risk is also 
included to control for the role of political uncertainty.

Factors Affecting the User Cost of Capital
For financially open economies, the world interest rate is a key determinant of the user cost of capital. 
An increase in the world real interest rate leads to an increase in the user cost of capital and is expected 
to have a negative impact on private investment in financially open developing economies. World 
interest rates can also be a proxy for availability of external finance (capital flows), as lower world inter-
est rates could push capital to emerging economies as international investors search for better yields.

Data and Sources

Data on private investment and government investment as a percent of GDP are obtained from 
Peru’s central bank (Banco Central de Reserva del Perú).

The structural reform index, which is obtained from Lora (2012), measures improvements in 
trade, financial, tax, privatization, and labor policies. The total structural reform index (standard-
ized from 0 to 1) is a simple average of subindices in these five policy areas. We extended Lora’s 
data from 2010–13 using similar indicators from the World Economic Forum’s Global 
Competitiveness Index database. The rest of the variables are constructed as described below.

The real commodity export price index is constructed as the weighted average world price indi-
ces of copper, gold, lead, and zinc (Peru’s major export metals), deflated by the manufacturing 
export unit value index of advanced economies.

Real exchange rate volatility is measured by the variance of a generalized autoregressive condi-
tional heteroskedasticity process of order 1 [GARCH(1,1)] specification. More specifically, real 
exchange rate volatility is constructed as described here. First, the log of the real effective 
exchange rate is specified as an AR (1) process on monthly data for the period 1980–2013. 
Second, the estimated variance of the error term from this model is specified as a function of its 
first lag and the first lag of the square of the error term. The predicted value from the dependent 
variable (the variance of the error term), expressed in percent, is taken as a measure of real 
exchange rate volatility. The quarterly figures are obtained by averaging corresponding monthly 
data. The GARCH-based variance is considered a better measure of uncertainty than alternative 
measures such as the sample standard deviation because it specifically reflects the unpredictable 
innovations in a variable instead of simply showing the overall variability from past outcomes.

Political uncertainty is determined using the political risk rating indicator of the Political Risk 
Service Group (PRSG). The political risk rating is a means of assessing the political stability of a 
country on a comparable basis with other countries by assessing risk points for each of the com-
ponent factors of government stability, socioeconomic conditions, investment profile, internal 
conflict, external conflict, corruption, military in politics, religious tensions, law and order, ethnic 
tensions, democratic accountability, and bureaucracy quality. The ratings range from a high of 
100 (least risk) to a low of 0 (highest risk). The political uncertainty variable used in this study 
is the reverse of PRSG’s risk rating, calculated as 100-PRSG’s risk rating, so that higher values 
reflect higher political risk/uncertainty.

The real world interest rate, which is the real interest rate on U.S. Treasury 10-year bonds, is 
calculated as the difference between the nominal interest rate and the Cleveland Federal Reserve’s 
10-year expected U.S. inflation rate. The data source is Haver Analytics.

Graphical Analysis

As shown in Figure 4.6, private investment is positively correlated with the structural reform 
index, the real commodity export price index, and government investment. It is negatively 
 correlated with real effective exchange rate volatility, political uncertainty, and the U.S. real 
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Sources: Central Bank of Peru; IMF, International Financial Statistics and World Economic Outlook databases; and authors’ calculations.
Note: All variables, except the U.S. real interest rate, are expressed in natural logarithm form. REER = real effective exchange rate.

Figure 4.6 Peru: Potential Determinants of Private Investment
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 interest rate. There is also graphical evidence that domestic factors in Peru such as structural 
reforms and improvements in macroeconomic and political uncertainty were the main drivers for 
the initial increase in private investment in the 1990s. These gains seem to have subsided in the 
2000s, when improvements in external factors, in particular commodity price increases, seem to 
have been the main drivers of private investment.
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Estimation Methods and Results

The sample covers quarterly data from 1984–2013 based on data availability for all of the main 
variables. Unit root test results show that all of the variables have unit root. As a result, the 
baseline results are obtained by estimating an error correction model. Since the structural 
reform index is available only at the annual level, it is assumed that all quarters of a year have 
similar values.9

The estimation results are shown in Table 4.1.10 The baseline results, column (1), are esti-
mated using the error correction model. With the exception of real exchange rate volatility, which 
becomes statistically significant with an unexpected positive sign, all of the explanatory variables 
have statistically significant coefficients with expected signs.11 The unexpected sign on the coef-
ficient of real exchange rate volatility appears to be due to the high colinearity between political 
uncertainty and real exchange rate volatility, with a correlation coefficient of about 0.8. When the 
political risk indicator is dropped from the model [column (2)], the sign of the real exchange rate 
volatility coefficient becomes negative but statistically insignificant.

According to the baseline results, a 10 percent increase in the terms of trade, the structural 
reform index, or the government-investment-to-GDP ratio could lead to an increase of 4.8 per-
cent, 3¼ percent, or 4½ percent, respectively, in the private-investment-to-GDP ratio. On the 
other hand, a 10 percent increase in the political risk index could lead to a 16¾ percent drop in 
the private-investment-to-GDP ratio. Similarly, a percentage point (100 basis point) increase in the 
U.S. real interest rate would lead to a ¼ percent decline in the private-investment-to-GDP ratio.

The baseline regression is re-estimated without the structural reform index to see if the results 
are affected by our ad hoc assignment of quarterly values in this variable. As shown in column 
(3) of Table 4.1, the results of the remaining variables are not sensitive to the exclusion of the 

9 Although this is an arbitrary assumption, it may not affect the analysis significantly, since the structural reform index is 
a slow-changing variable, except during the early 1990s, when it jumped significantly following the constitutional reform.
10 Johansen cointegration tests (both the Trace and Maximum Eigenvalue cointegration tests) show evidence of a statisti-
cally significant cointegration vector between private investment and the dependent variables.
11 Constant terms, trend, and seasonality dummies are included as exogenous variables in the cointegration specification.

TABLE 4.1

Long-Term Determinants of Private Investment in Peru

(1) (2) (3) (4)

Real Export Commodity Price Index 0.481 0.448 0.394 0.444
(6.306)*** (4.279)*** (5.065)*** (4.712)***

REER Volatility 0.055 −0.007 0.065 0.004
(4.434)*** (−0.378) (4.504)*** (0.264)

Structural Reform Index 0.320 0.667 … 0.133
(2.347)** (3.178)*** … (0.769)

U.S. Real Interest Rate −0.189 −0.250 −0.151 −0.158
(−6.137)*** (−6.115)*** (−4.210)*** (−4.440)***

Political Uncertainty −1.683 … −1.935 −1.103
(−7.606)*** … (−7.507)*** (−4.335)***

Government Investment 0.464 0.215 0.494 0.169
(8.574)*** (2.496)** (8.011)*** (3.724)***

Note: All variables except the U.S. real interest rate are expressed in natural logarithm form. Constant terms, trends, and seasonal 
dummies are included in all specifications, but the results are not reported. Lag length for the error correction model specifications 
is 2. Numbers in parenthesis are t-values. *, **, and *** indicate significance at the 10 percent, 5 percent, and 1 percent levels, 
respectively. REER = real effective exchange rate.
(1) Baseline regression estimated by the error correction model method.
(2) Baseline regression without the political risk indicator.
(3) Baseline regression without the structural reform index.
(4) Results estimated by the fully modified ordinary least squares method.
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structural reform index. Finally, column (4) shows the cointegration relationship re-estimated 
using the fully modified ordinary least squares method to test the robustness of the baseline 
results to changes in specification/methodology. With the exception of the structural reform 
index, which becomes statistically insignificant, the rest of the results remain broadly unchanged.

Is There Evidence of Reverse Causality Problems?

The interpretation of the above regression results as causal effects of the explanatory variables on 
private investment was based on the assumption that causality runs from the explanatory vari-
ables to private investment, but not in the reverse direction. The assumption was made in part 
because most of the variables are exogenous by choice. Granger causality tests are conducted to 
test the validity of this assumption. The results confirm that causality indeed runs from the 
explanatory variables to private investment, but not in the reverse direction, as the null hypoth-
esis that “X does not Granger cause private investment” is rejected for all explanatory variables X, 
whereas the reverse null hypothesis could not be rejected at conventional levels of significance 
(Table 4.2).

CONCLUSIONS
This chapter has investigated the dynamics and determinants of private investment in Peru using 
both descriptive and empirical analyses. The results show that external factors (commodity prices 
and U.S. real interest rate), political stability, and structural reforms are key factors driving private 
investment in Peru. There is also strong statistical evidence that public investment is complemen-
tary to private investment.

The commodity price boom and the cheap external financing that have underpinned vigorous 
private investment growth in the past decade have receded. Commodity prices have been falling 
since 2012, and the costs of external financing increased following the Federal Reserve’s 
announcement of tapering unconventional monetary policy in May 2013. As a result, growth of 
private investment has slowed in Peru. For instance, the private-investment-to-GDP ratio in Peru 
declined from about 21½ percent in the first quarter of 2013, when it was at its peak, to about 
20 percent toward the end of 2014. Commodity prices are expected to fall further in the medium 

TABLE 4.2

Granger Causality Test Results

Null Hypothesis

P-values for Lag Length

1 2

Commodity price does not Granger cause private investment 0.0023 0.0657
Private investment does not Granger cause terms of trade 0.7632 0.7771

REER volatility does not Granger cause private investment 0.0020 0.0223
Private investment does not Granger cause REER volatility 0.3555 0.2128

Structural reform does not Granger cause private investment 0.0021 0.0449
Private investment does not Granger cause structural reform 0.7791 0.8562

US real interest rate does not Granger cause private investment 0.0021 0.0629
Private investment does not Granger cause U.S. real interest rate 0.4654 0.2099

Political uncertainty does not Granger cause private investment 0.0020 0.0998
Private investment does not Granger cause political uncertainty 0.9523 0.4276

Government investment does not Granger cause private investment 0.0582 0.0001
Private investment does not Granger cause government investment 0.2025 0.1221

Note: Based on quarterly data from Peru. All variables except the U.S. real interest rate are expressed in natural logarithm 
form. REER = real effective exchange rate.
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term due to the expected moderation and rebalancing of growth in China, and global interest 
rates are expected to rise due to anticipated monetary policy tightening in the United States.

Looking ahead, given the unfavorable external conditions, policymakers in Peru need to 
redouble structural reform efforts to support the growth of private investment. On the domestic 
front, maintaining macroeconomic and political stability and rebooting structural reform mea-
sures are keys to enhancing private investment in the region. Compared to the 1980s and 1990s, 
macroeconomic and political institutions are now much more developed. Consequently, the 
room for further improvement in this area is somewhat narrower and the marginal contribution 
to private investment growth will most likely be smaller. Nonetheless, reversals of this progress 
could derail confidence and private investment, and need to be avoided at all cost.

This leaves second-round structural reforms and public investment in complementary goods 
and services as the main policy tools for jumpstarting private investment in Peru. In this regard, 
the country’s recent efforts to reduce red tape and the overly complicated system of permits are 
most welcome.
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CHAPTER 5

The Role of Fiscal Policies in Peru’s 
Transformation

SVETLANA VTYURINA

The average nonfinancial public sector fiscal deficit in Peru increased to an astounding 8.5 percent of 
GDP in the 1980s, when periods of fiscal expansion were intertwined with short-lived and half-
hearted attempts at fiscal adjustments. By 1990, rampant hyperinflation and massive economic dislo-
cation left few options but to address severe macroeconomic imbalances through tough adjustment 
policies. Austerity and deep structural and institutional reforms paid off, as the fiscal deficit moderated 
to an average of 3 percent of GDP in the 1990s, turned into a balance in the early 2000s, and became 
a fiscal surplus from 2000–14. The painful memories of the late 1980s, and the lessons learned from 
the implementation of appropriate policies, have since guided the conduct of macroeconomic policies 
and institutional reforms. This has enabled Peru to attain exceptional growth rates and solidify its place 
as one of the most crisis-resilient emerging market countries in the world, accumulating significant 
fiscal and monetary buffers and boasting a stable economic and business environment. Going forward, 
Peru is well placed to deal with both external and domestic challenges in the conduct of fiscal policy.

Peru’s fiscal policy management challenges revolve around three pillars: (1) tax collection and 
policy management, (2) prioritization and execution of expenditures, and (3) debt administration 
(which accounts for the budget constraint due to financing considerations). Fiscal policy affects 
the overall economy through the influence of taxation and spending on inflation and aggregate 
demand and employment, as well as on incomes and the standard of living, which is affected by 
the management of infrastructure and social spending (Santa Maria, Saavedra, and Burga 2009).

This chapter reviews the efforts of six administrations in managing Peru’s fiscal policy around 
the aforementioned pillars over a period of more than 30 years. It highlights the effects of reforms 
in the 1990s and 2000s on the course of fiscal policy going forward, and concludes by weighing 
in on future challenges to fiscal policy management.

THE TURBULENT 1980s
Difficult External Conditions and Expansion of the State

The second administration of President Fernando Belaúnde (1980–85) inherited challenging 
economic conditions, including inflation at 60 percent. In late July 1980, the government 
announced an ambitious program to increase growth by eliminating distortions, imposing fiscal 
discipline to suppress inflation, and taking steps to preserve a viable external position.1 However, 
when the price of metals dropped in 1981, the government reduced the export tax and exempted 
mining companies from the tax altogether in order to support the export sector. There was an 
offsetting increase in other taxes and a modification of scales, rates, and deductions, all of which 

1 For a detailed account of fiscal policy in this period see Arias, Cuba, and Salazar (1997); Pastor and Wise (1991); and 
Melgarejo and Mendoza (2008).
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prevented an immediate decline in the tax-to-GDP ratio, but with limited success. The changes 
further complicated an already cumbersome and complex tax system. Taxes as a percentage of 
GDP declined from an exceptionally high level of 18.6 percent in 1980 to 12.2 percent of GDP 
by end-1983, although they held up, on average, for the first half of the decade (Table 5.1).

Despite the initial efforts to maintain fiscal discipline, the government saw a need for a sizable 
public investment program, as well as an increase in real outlays for public health and education 
employees, following a period of cutbacks in social services. In particular, to retain qualified per-
sonnel, the real remuneration of skilled civil servants was raised and large general wage adjust-
ments were later granted on a quarterly basis to public sector employees and nonunionized private 
sector workers. To a large extent, these general increases neutralized the impact of corrective price 
adjustments for a number of basic food items and contributed to the continuation of inflation.

The government’s investment program was very ambitious, calling for public investment 
equivalent to around 10 percent of GDP in communications, irrigation, roads, and defense (to 
fight drug trafficking and terrorism), all with the aim of supporting private activity. Investment 
(including investment by state-owned enterprises) did pick up, increasing from 7 percent of GDP 
in the previous decade to 10 percent by 1982–83. However, these efforts were weighed down by 
weak administrative capacity to sustain the execution of projects, and investment dropped back 
to 7.4 percent of GDP by end-1985.

In view of these large outlays, the administration recognized that strict control over the rest of 
the current spending categories was essential to improve the allocation of public sector resources. 
To this end, the authorities adopted a number of measures, including (1) conducting a major 
overhaul of the mechanisms of budgeting, cash management, and follow-up on government 
programs at the central government level; (2) having all of the major state-owned enterprises 
(SOEs) operate under a new law aimed at improving their operational efficiency;2 and 
(3)  improving and centralizing a system of approval and accounting for all public sector internal 
and external indebtedness. As a result, nonfinancial current public spending declined from 
13.7 percent of GDP in 1980 to 12.5 percent in 1984 (Figure 5.1). But total public sector spend-
ing still averaged 27 percent of GDP for the first half of that decade, up from an average of 
22 percent in the 1970s. The deficit reached an all-time high of 11.6 percent of GDP in 1983, 
driven by both primary and interest spending, but came down to 7.9 percent by end-1984.

Expansionary fiscal policies and higher costs of external borrowing put pressure on financing. 
The government tried first to attract financing from the banking system (while limiting private 
sector credit, presumably to contain inflation), then by using social security funds, and finally via 

2 From 1970 to 1977, the number of SOEs increased from 15 to 174 (Arias, Cuba, and Salazar 1997).

TABLE 5.1

Tax Revenue Composition, 1970–2013 (Percent of GDP)

1970–79 1980–85 1985–89 1990–99 2000–09 2010–13

Total 14.2 15.1 11.7 13.2 14.3 16.1

Income Tax 3.8 3.2 2.3 2.5 4.7 6.8
Capital Tax 0.7 0.6 0.5 0.3 0.0 −
Export Tax 0.9 0.9 0.2 0.0 − −
Import Tax 2.7 3.2 2.3 1.6 1.1 0.3
General Sales Tax (IGV) 4.1 4.4 2.4 5.4 7.4 8.6
 Domestic 3.0 2.6 1.5 3.1 4.2 4.8
 Imports 1.1 1.8 0.9 2.3 3.2 3.8
Selective Consumption Tax (ISC) 1.6 3.2 4.2 2.8 1.7 1.0
 Fuels 0.7 2.2 2.5 1.7 1.1 0.5
 Other Revenue 0.9 1.0 1.7 1.1 0.6 0.5
Other Revenue 0.8 0.8 0.8 1.2 1.1 1.3

Source: Central Reserve Bank of Peru.
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monetary emission from the central bank. This contributed to the inflationary pressures in the 
second half of the 1980s and to huge increases in the value of external indebtedness because of 
the devaluation of the currency (Figure 5.2). The ratio of public external debt to GDP more than 
doubled from 14 percent of GDP in 1979 to about 30 percent in 1985. The heavy reliance on 
debt resulted in an unsustainable trajectory of rising interest payments, doubling from 13 percent 
of total expenditure in 1970s to 25 percent in 1980. While the primary fiscal deficit came down 
from 4.9 percent of GDP in 1983 to 0.7 percent by the end of 1984, inflation reached 110 per-
cent by end-1984.

–10

–5

0

5

10

15

20

25

1970–79 1980–85 1985–89 1990–99 2000–09 2010–13

Nonfinancial current spending
Interest

Primary balance

Public investment

Overall balance

Sources: Central Reserve Bank of Peru; and Ministry of the Economy and Finance.

Figure 5.1 Fiscal Expenditures and Balances, 1970–2013 (Simple 
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Worsening Conditions

The first administration of President Alan Garcia (1985–90) adopted a number of policies that 
simultaneously attempted to reduce inflation while boosting growth (through higher real wages 
and transfers and lower taxes), with less than satisfactory results.3

An income policy was implemented that raised real wages in order to improve the distribution 
of income by granting proportionally higher wages to poorer segments of the population. The 
minimum wage was unified across sectors and regions and increased by about 50 percent in real 
terms. In addition, the government mandated general wage increases for nonunionized employees 
in the private sector and for public sector employees. Public wages and transfers increased by 
2 percentage points of GDP, constituting 80 percent of nonfinancial expenditures. Private sector 
real wages and salaries, including surcharges for overtime work, increased by 22 percent and 
30 percent, respectively, in 1986.

On the revenue side, some tax rates were reduced and several taxes were eliminated. The 
reform of the income and net worth taxes helped simplify the system by eliminating a number of 
exemptions and other tax incentives. It also redistributed the tax burden by making the system 
more progressive and by granting preferential treatment to the agricultural and fishing sectors. 
However, tax revenues fell rapidly (see Table 5.1).

Capital spending, however, declined as a result of implementation capacity, financing problems, 
and uncertainties, with public investment falling to 4 percent of GDP by the end of the decade. 
This was especially evident at the level of SOEs, as their spending was halved by the end of the 
decade. The interest paid on debt remained at about 6 percent of GDP, constituting between 
50 percent and 70 percent of the total deficit. Due to external financing constraints, the deficits 
became increasingly financed by the central bank by printing money, which fueled inflation, and by 
increasing arrears to creditors, suppliers, and workers. At the same time, the administration tried to 
tackle inflation by directly controlling costs, while public tariffs were left intact and some prices for 
public services were reduced without adjustments of the input costs for the service companies. This 
led to the erosion of their profits, creating the need for subsequent subsidies from the government.

By late 1987, the government was making tax and public sector price adjustments with 
increasing frequency. However, these measures were not integrated into a comprehensive strategy 
and were inadequate to reduce the fiscal and quasi-fiscal deficit on a permanent basis. This was 
because the changes in public sector prices were offset by increases in costs resulting from the 
government’s attempts to maintain the level of real wages through backward indexation. At the 
same time, other revenues declined in real terms owing to collection lags and lower imports.

In an effort to halt economic deterioration, the administration took additional measures in 
September 1988, including a 300 percent increase in petroleum prices, hikes of 100–250 percent 
in subsidized food prices, an increase in the value-added tax and capital tax rates and a temporary 
export tax, a tax on balances in checking accounts, and a one-time tax of 2.5 percent of enterprises’ 
revenues. At the same time, most wages were raised by 50–100 percent and the minimum wage by 
150 percent. By end-1988, the fiscal deficit reached 10 percent of GDP. Despite tariff adjustments 
for SOEs, their costs grew at a higher rate resulting in a record high deficit of 5.1 percent of GDP. 
Dry of financing, the government forced the private sector to lend to the government through 
compulsory purchases of government bonds in the amount of 30 percent of their gross earnings 
(this program provoked very negative reactions from the private sector and was soon canceled).

By the end of the 1980s, the tax burden dropped by 7 percentage points of GDP, and total 
public and private external debt, including interest arrears and imputed interest on arrears, was 
estimated at US$19.3 billion, equivalent to 104 percent of GDP. Some two-thirds of the debt 
was in arrears.

3 In a unilateral decision, the government announced a limit on the service of foreign debt to 10 percent of export receipts, 
although through 1987 it selectively honored obligations that would generate trade and development financing.
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RECOVERY AND STABILIZATION IN THE 1990s AND 2000s
Peruvian “Shock Therapy”

On August 8, 1990, the first administration of President Alberto Fujimori (1990–95) announced 
a series of measures that included a 3,000 percent increase in gasoline prices (in an attempt to 
raise government revenues), sharp upward adjustments in food and public sector prices, and a 
large devaluation.4 A 90-day emergency program also included lifting of capital controls, strict 
monetary policy, and daily cash management of the Treasury.

While the “Fuji-shock” was well received by the international community, there was still 
nearly US$2 billion in arrears to multilateral institutions and official lenders, and this impeded 
any quick return of official capital. The government started settling arrears with the IMF through 
a Rights Accumulation Program, negotiated the resumption of funding with the World Bank and 
Inter-American Development Bank, and was able to obtain loans in 1992.5 Drastic changes to 
the tax system by 1993 included the introduction of the minimum income tax. Equally impor-
tantly, in 1991, the tax agency (Superintendencia Nacional de Administración Tributaria) started 
a comprehensive structural reform that included changing its legal structure. Not least due to 
these reforms, tax collections increased by 4 percentage points by 1994 to 13.5 percent of GDP 
(Tables 5.1 and 5.2).6

The government also implemented expenditure control mechanisms by establishing a cash 
management committee with participation of the Treasury, the Central Reserve Bank of Peru 
(Banco Central de Reserva del Perú), and Banco de la Nation (which until then had operated as 
the fiscal agent of the government). Current expenditure of the central government was curtailed 
through implementation of a voluntary employee retirement program, which was later supple-
mented with mandatory employment reductions. During 1991, nearly 50,000 employees were 
laid off or left via the voluntary retirement program, leaving the number of central government 
employees at around 800,000. This program ended in January 1992 and was then adopted by 
public enterprises. Moreover, backward-looking indexation of salaries was abolished. The deficits 
began to be financed with privatization receipts (Box 5.1).

Given these changes, lending from international financial institutions resumed in 1993. Peru 
was also able to negotiate extraordinary terms for the rescheduling of payments and arrears to the 
bilateral creditors of the Paris Club.7 In addition, the country was able to repurchase a third of 
its debt to commercial creditors in the secondary market. From then on, the government aimed 

4 For a detailed account of the 1990 program, see Abusada, Morón, and Valderrama (2000); and Portocarrero and others 
(2006).
5 See Chapter 2 for more details on relations with the IMF during this period; see also Remmer (1986) and McNelis (1987).
6 See Chapter 8 on tax policies.
7 See Chapter 2 on the Paris Club restructuring.

TABLE 5.2

Selected Tax Measures during the Adjustment
Reduced the number of taxes from 68 to 4 (general sales tax, selective consumption tax, income tax, and tariffs)
Extended IGV tax to hydrocarbons and certain services
Suspended 41 benefits and exemptions of general sales tax and selective consumption tax
Increased IGV from 12 to 14 percent, then to 16 and 18 percent (later reversed)
Reduced income tax rate from 35 to 30 percent for companies and repealed many exemptions
Widened the base for ISC to include financial institutions
Applied a temporary tax on interest on foreign currency accounts
Created additional taxes such as capital contribution and tax on secured property
Reduced the dispersion in tariff rates and eliminated several customs taxes
Decreased the income tax rate for individuals and reduced the maximum rate for large earners to 60 percent

Source: Author’s compilation.
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to consolidate the gains made since August 1990 in stabilizing the economy by broadening the 
scope of structural reforms. The reforms in the fiscal area, among others, envisaged opening the 
social security system to private participation and reforming public enterprises and official banks.

Tighter expenditure control, a rebound in tax collections, and a reduction in the interest rate 
bill led to the first primary surplus in 1990, and an overall budgetary surplus emerged by 1997. 
By 2001, the share of interest payments of total expenditure had been reduced to 12 percent.

However, in the late 1990s, fiscal difficulties originating from adverse external developments 
prompted the passage of expansionary domestic policies. In the first half of 1998, the El Niño 
weather pattern had a significant impact on the fishing industry and fish exports, subsequently 
reducing fiscal revenues. Financial contagion hit the Peruvian economy in mid-1998 as foreign 
banks drastically curtailed the availability of credit lines to Peruvian banks in the wake of the 
Russian crisis. As a result, the economy entered into recession. Declining economic activity led 
to lower tax revenue, just when the tax rate on rice and the solidarity tax rate were reduced and 
the tax on net assets eliminated. Current noninterest expenditures (e.g., education and pensions) 
were increased by 1 percentage point of GDP by end-2000 as the business cycle coincided with 
the political cycle in the run-up to the 2000 presidential elections. As a result, the fiscal position 
deteriorated into an overall fiscal deficit of 3.2 percent of GDP in both 1999 and 2000.

To reassure the public about the temporary nature of the fiscal relaxation and to avoid the recur-
rence of such policies, the government introduced the Law on Fiscal Prudence and Transparency 
(LPTF) in 1999, which limited deficits and growth of expenditures during pre-election years, set 
a debt target, and introduced a Fiscal Stabilization Fund.8 While the stock of total public debt 
substantially decreased, it was still at about 45 percent of GDP at the end of 2001, with external 
debt representing around 70 percent of total public debt. Most of that debt was long-term, but its 
service costs were still high, and vulnerabilities included foreign-currency risk exposure and rollover 
risks that made debt dependent on changes in foreign investor confidence.

Maintaining Stability

Despite the setbacks of the late 1990s, Peru entered the twenty-first century with stronger  economic 
fundamentals than in any of the three previous decades.9 Nonetheless, significant constraints 
remained, including limited policy credibility following a long history of political instability, the 
lack of a governmental track record in complying with new fiscal rules, and policy uncertainty due 
to continuous changes in the tax regime and regulations that affected prospects for attracting 

8 See Chapter 6 on the history of fiscal rules.
9 For more details see Castro and Yamada (2010).

BOX 5.1. Peru’s Privatization Program

The Peruvian government developed a major program in 1991 to divest all of its holdings in 180 public 
 enterprises. The existing legal framework was modified on September 9, 1991, to accommodate four different 
potential approaches to privatization—direct sale, minority offers of stakes to national or foreign investors, 
participation agreements, service agreements and the like, and termination of activities and operations—and 
establish the corresponding new procedures.

A high-level commission for privatization was created (COPKI) with the authority to centralize and 
 implement the privatization program. In addition, legislation was introduced during the second half of 1991 
requiring the management of a number of public enterprises (Aeroperu, Ecasa, Enapu, Enatru, Enfersa, 
Fertisa) to drastically reduce operating costs and employment, and to develop a strategic plan for the 
 company.

From 1992 to 2007, privatizations amounted to 16.7 percent of GDP, on a cumulative basis, with 
80  percent of divestitures carried out during the terms of President Alberto Fujimori.
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 foreign investment. There was also little domestic consensus about further pension reform, privati-
zation plans, or an inefficient judicial system and weak local government institutions.

To increase the falling tax revenue resulting from the external crises, the administration of 
President Alejandro Toledo (2001–06) introduced another set of tax measures, and Superintendencia 
Nacional de Administración Tributaria implemented a number of structural measures. The subse-
quent rebound in economic activity, improved tax collection and administration, and positive 
terms of trade developments led to a 1 percentage point increase in the tax-to-GDP ratio to 
14.4 percent by 2005 (see Table 5.1). On the public spending side, reforms focused on improving 
the efficiency of expenditure and on optimizing the use of public resources. This included estab-
lishment of the National Public Investment System (Sistema Nacional de Inversión Pública 
[SNIP]) to identify investment projects in both social and economic areas.

Strong tax collection allowed for increases in the level of current spending, and, in particular, 
salaries and pensions, which by 2003 constituted over 70 percent of expenses in this category. 
However, the goal of continuing fiscal consolidation led to a reduction in capital spending to 
levels not seen since the 1970s, reaching 3 percent of GDP by end-2004. Austerity was not the 
only reason for such a reduction—it also reflected problems with expenditure execution at all 
levels of government, with rates of execution at the regional level at only 55 percent of total 
allocated spending. This was in part a result of the incipient decentralization process that started 
in 2003–04, by which resources and fiscal responsibilities were transferred to regional and local 
governments.10 By 2010, however, capital spending doubled to about 6.1 percent of GDP, with 
more than 40 percent of it being spent locally (Figure 5.3).

All in all, primary surpluses, which had evaporated in the previous four years, reappeared again 
in 2003 and have continued since then. The overall surplus reappeared in 2006 (after the one-off 
observation in 1997) and was only reversed during the 2008–09 global financial crisis. Much of the 
improvement in the overall balance over the two decades was due to the reduction in interest rate 
payments, which decreased from a record level of almost 9 percent of GDP to less than 1.5 percent 
between 1990 and 2009 (Figure 5.4). Debt levels and their cost were drastically reduced (Box 5.2).

High metal prices, fiscal surpluses, prudent fiscal management, and the inability of regional 
governments to spend transfers led to an accumulation of large savings. The resources of the 

10 See Chapter 10 on fiscal decentralization and its challenges.
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Figure 5.3 Nonfinancial Public Sector Investment (Percent of GDP)
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Sources: Central Reserve Bank of Peru: and Ministry of the Economy and Finance.

Figure 5.4 Nonfinancial Public Sector Balances (Percent of GDP)
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BOX 5.2. Successes in Debt Management

Strong economic performance enabled Peru to return to the capital markets in 2002 after 70 years of absence. 
Peru issued a US$500 million, 10-year bond in that year, combined with a retirement of Brady bonds amount-
ing to US$930 million. This lowered the country’s debt servicing costs, albeit at the expense of a shorter 
maturity. Equally important, the government took a series of steps to optimize debt management policy.

In 2003, the Market Makers Program was implemented to develop an internal public debt market and 
deepen the financial markets. Implementation of this program resulted in greater liquidity of sovereign 
bonds and establishment of a sovereign yield curve that serves as a reference for private sector bond issues 
in local currency.

At the end of 2009, the public sector took advantage of improving global market conditions and issued 
debt (US$2 billion) for prefinancing operations and for full repayment of Peru’s Paris Club debt.

To improve public debt management and optimize the related administrative and legal procedures, the 
government strengthened the National Public Debt Directorate (currently the General Directorate of Debt and 
the Public Treasury) and improved the regulatory framework. Debt declined from 50 percent to 20 percent of 
GDP over the 10-year period from 2003 to 2013 (Figure 5.2.1).
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Financial Stability Fund increased significantly to close to 4 percent of GDP. In 2000, savings 
totaled US$100 million; by 2013, they had risen to US$8.6 billion (Figure 5.5).

The government also implemented a number of other important institutional changes that are 
described below.

• Major changes were introduced to the pension system. Inequitable schemes that constituted 
a significant risk for fiscal sustainability were eliminated, as they had very low beneficiary 
contributions that were not commensurate with the benefits received at retirement. 

BOX 5.2 (Continued)

Peru received an investment-grade rating from the main rating agencies in 2008–09. Fitch Ratings 
granted investment-grade to Peruvian instruments in April 2008, followed by Standard & Poor’s in July of the 
same year, and Moody’s Investors Service in December 2009. Awarding of the investment-grade rating 
allowed Peru to access new sources of financing at lower interest rates. This had positive repercussions for the 
entire economy and promoted higher investments and sustainable growth, resulting in a lower yield and the 
extension of the maturity of sovereign bonds (Figure 5.2.2).
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Moreover, in some instances, the pension received by the beneficiary was equal to the last 
salary received, which required a lower number of years of service and did not include a 
minimum retirement age. It is estimated that the elimination of these regimes as part of the 
pension reform generated fiscal savings of more than US$5 billion in present value terms.

• Access to public information, especially information related to the fiscal accounts, was 
improved. The Transparency and Access to Public Information Law enacted in 2002 sought 
to create greater transparency in the management of public finances by establishing 
mechanisms to access fiscal information and requiring the Ministry of the Economy and 
Finance to publish information such as fiscal statistics, institutional reports on fiscal 
policies, and the multiannual macrofiscal framework (and the extent to which it is 
consistent with the annual budget).

• Performance-based budgeting was introduced in 2007 and a road map was established for 
its gradual implementation in all government entities across all levels of government. 
Performance-based budgeting constituted a new approach to preparing the public budget 
in that spending programs to be financed with public resources were designed, executed, 
and assessed on the basis of their effect on the population, particularly the most vulnerable 
segments. This approach has had significant success, particularly with the Nutrition 
Program to reduce chronic malnutrition among children under the age of five and the 
Neonatal Health Program to reduce maternal and neonatal mortality.

Following exceptionally high growth of 9.8  percent in 2008, activity in Peru decelerated 
sharply in 2009 due to the global crisis. Peru’s strong policy framework and proactive response 
were key to limiting the impact of the crisis by avoiding a credit crunch, supporting economic 
activity, and sustaining employment. In mid-2009, the government announced the Plan for 
Sustaining Economic Growth, Employment, and Poverty Alleviation in a Global Crisis, which 
presented a set of fiscal measures equivalent to nearly 3 percent of GDP that could be ready for 
implementation if conditions warranted (Table 5.3). The substantial fiscal stimulus—mainly for 
infrastructure and maintenance projects and largely self-financed with fiscal financial assets—
aimed to sustain domestic demand, boost business confidence, and sustain employment. The 
fiscal plan also included contingency measures, including guarantees to support corporations, 
exporters, and smaller financial institutions, which in the end were not needed. The government 
also lined up access to contingent credit lines from official creditors of up to $9.2 billion.

Real activity gained traction in the second half of 2009, not least supported by acceleration in 
execution of the fiscal stimulus. Subsequently, once there were clear signals of a robust and sus-
tained recovery of private expenditure, the fiscal stimulus began to be withdrawn in 2010. 
Subsequently, measures were taken to reduce the rate of growth of public spending and comply 

TABLE 5.3

Peru’s Anticrisis Fiscal Measures

Billions of Nuevos Soles

Support to Construction Sector 3,120
Access to Drinking Water 200
Support to SMEs and Export Sector 1,360
Public Investment 5,002
Investment Continuity Initiative 1,500
Key New or Accelerated Projects (68) 1,008
Fund for Regional and Local Public Investment 2,294
Other 200
Social Programs and Targeted Support to Workers 550

Source: Ministry of the Economy and Finance.
Note: SMEs = small and medium-sized enterprises.
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with the fiscal rules for the national government, especially for goods and services, investment 
projects, and restrictions on the use of the Contingency Reserve, among other rules.11

In the end, the economy emerged practically unscathed from the 2008–09 global crisis. At that 
time, the authorities intended to carefully manage fiscal spending, gradually lower the fiscal defi-
cit, and return in 2011 to the 1 percent of GDP deficit limit established by the Fiscal Responsibility 
and Transparency Law. This followed a 2.5 percent surplus in 2008 and a 1.4 percent deficit in 
2009 (Figure 5.6). This was intended to help preserve fiscal cushions, which had proved very 
important during the crisis, and prepare for the risk of a possible relapse in global growth.

Simultaneously, the government undertook several initiatives to improve the quality and effi-
ciency of public spending, including by fostering capacity building at the subnational level. There 
were also efforts to assess the potential medium-term implications of contingent fiscal liabilities, 
including those derived from public-private partnerships (PPP) and remaining public sector pen-
sion schemes. The authorities intended to pay special attention to maintaining appropriate risk 
sharing between the public and private sector in PPP initiatives. They also continued efforts to 
strengthen the financial management information system (SIAF), as well as administration of the 
single treasury account. Some of these reforms were adopted in the context of IMF-supported 
programs over 2001–09, and most have been completed (Annex 5.1).

SOLIDIFYING SUCCESS AND RESILIENCE TO CRISES
The administration of Ollanta Humala (2011–16) inherited a country that was one of the top 
performers among the world’s emerging market economies. Real GDP expanded rapidly and 
grew 8¾ percent in 2010, one of the highest rates in the region and the world, driven by private 
domestic demand. In 2011, following some early overheating signs, the government continued 
to exit from the 2009 fiscal stimulus, although more by accident than design. The overall deficit 
fell from 1.3 percent of GDP in 2009 to 0.2 percent in 2010 and then turned into a sizable 
surplus in 2011. Capital expenditures were weak in 2011 due to low implementation of 

11 The main measures included (1) a reduction in the growth of expenditures on goods and services for 2010 to less than 
3 percent of the nominal value executed in fiscal year 2009, (2) a reduction to no more than 25 percent of the total 
amount of the budget allocated for public investment projects not yet implemented, (3) a maximum threshold on trans-
fers of resources from the Contingency Reserve of 75 percent of the amount authorized in the Budget Law, (4) the suspen-
sion of new borrowing operations, and (5) the suspension of processing of additional requests for resources via 
supplementary appropriations against ordinary resources until December 31, 2010.

Sources: Central Reserve Bank of Peru; and Ministry of the Economy and Finance.

Figure 5.6 Overall and Structural Balances of the Nonfinancial Public 
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 investment projects at the subnational level (related to the political cycle). Underexecution of 
public investment projects was so low that it prompted the authorities to adopt measures to 
foster capital execution (still within the 2011 budget limits). Tax collections improved by 1 per-
cent of GDP a year in 2010 and 2011, helped by strong economic activity, positive terms of 
trade, and the revised framework for mining taxation in late 2011. However, several measures in 
2011 eroded the tax base, including a reduction in the value-added tax rate (by 1 percentage 
point), the financial transaction tax, and import duties. Despite these measures, tax collection 
reached about 16 percent of GDP in 2011, but was still low by international standards.

The revenue overperformance and the low expenditure execution led to a surplus of about 
2 percent of GDP in 2011 compared with a fiscal deficit of 1 percent included in the 2011 
 budget. The stronger-than-expected fiscal position of 2011 proved useful in reducing overheating 
concerns and rebuilding fiscal buffers. The fiscal stance in 2012 was also tighter than envisaged 
in the original budget, reaching 2.3 percent of GDP in 2012 (versus a budgeted 1 percent sur-
plus), again due to higher-than-forecast revenues and lower budget implementation despite 
efforts to accelerate public sector investment.

In April 2012, the authorities modified the current expenditure limit under the LPTF, mainly 
by excluding infrastructure maintenance from the expenditure cap (to align it with public invest-
ment), and by excluding current expenditures associated with some social programs and equip-
ment for military and police forces due to higher social and security needs. In addition, a 
temporary target for the structural fiscal balance was introduced that required an annual adjust-
ment of at least 1/4 percent of GDP to maintain a fiscal path consistent with reaching zero struc-
tural balance over the medium term. However, the structural balance objective was achieved 
ahead of schedule by end-2012 due to the stronger-than-expected fiscal outcome, and the pro-
posed fiscal adjustment was no longer binding for 2013, as the fiscal accounts had already reached 
a small structural surplus.

The government approved important (second-generation) fiscal reforms with a view to 
streamline government procedures and make public services more efficient. Public service reform 
was approved in 2013, while public procurement regulations and engagement with the private 
sector on public infrastructure projects was improved with the aim of attracting greater interest 
(Annex 5.2). The LPTF was also revamped, including through the introduction of the structural 
balance target.

Fiscal policy became more supportive of the economy in 2013 and 2014 given the challenging 
external environment. The fiscal surplus was reduced to around 1 percent of GDP in 2013 and 
toward a balance in 2014 as a result of (1) budgeted allowances to achieve social inclusion goals and 
higher wages following the civil service reform, as well as extra bonuses to public sector workers; 
(2) efforts to increase capital spending; and (3) falling mining-related revenues as metal prices weak-
ened. Starting in mid-2014, the authorities proposed a series of stimulative fiscal packages to rein-
vigorate growth and investment, including through cuts in corporate income tax rates (Box 5.3).

THE OUTSTANDING AGENDA
Peru constitutes a true success story in putting its fiscal house in order, which took more than 
two decades of continuous implementation of sound economic policies. As a result, Peru emerged 
as one of the regional leaders in fiscal prudence (Figure 5.7). However, it is important to recognize 
that several challenges remain in the fiscal area.

The fiscal framework approved in 2014 will have to be fully embedded into the budget pro-
cess, including by strengthening medium-term public financial management and planning. Over 
the medium term, it is important to maintain the relative size of the fiscal buffers (as the economy 
grows) through the accumulation of small fiscal structural surpluses, which would also address 
contingent liabilities and natural disaster risks, which are high in Peru. In this regard, the 
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BOX 5.3. Steps in 2014–15 to Stimulate Growth and Investment1

Measures to stimulate growth and investment amounting to around 2 percent of GDP were announced in the 
second half of 2014 when it became clear that the economy was softening rapidly. About 1/4 percent of GDP 
was spent in 2014, while some expenditure items were reprioritized to ensure stimulus though spending, 
with the rest of the measures planned for 2015 (including support for public-private partnerships and repri-
oritization of capital spending). Direct capital allocations could amount to slightly less than 1/2 percent of GDP. 
Some of the measures, however, require congressional approval.

On the revenue side, the approximate impact of tax measures is estimated by the authorities at 1¼ per-
cent of GDP in 2015, mostly due to the decrease in income tax rates. The corporate tax rate will decline from 
30 percent to 26 percent over the next four years, while the dividend tax will increase for payments to non-
residents. Personal income tax was reduced for the lowest income segment from 15 percent to 8 percent. A 
gradual elimination of value-added tax withholding schemes, which were deemed to be negatively affecting 
the liquidity of small firms, and a gradual reduction of the drawback mechanism, were also adopted. On the 
expenditure side, measures are estimated at about 1 percent of GDP for 2015. They include increases in capi-
tal and current spending, repayment of debt in arrears, and social assistance allocations.

On the regulatory side, speeding up investment is mostly targeted at streamlining requirements for 
both public and private investment by (1) reducing the maximum time for registration, amendments, and 
registration renewals required of large-scale investment projects by approximately 25 percent; (2) imple-
menting changes in the approval of archeological certificates that are expected to reduce discretion and 
add  predictability to investments; (3) extending a tax benefit and the accelerated depreciation benefit for 
 hydroelectricity generation until December 31, 2025, with a targeting investment totaling almost 
US$3  billion; (4) increasing the depreciation rate from 5 to 20 to spur construction of housing; and 
(5)  increasing the percentage of mining revenues (canon) that may be used to finance maintenance of 
 infrastructure from 20 percent to 40 percent. Additional measures include:
• Expedited expropriation of properties required for infrastructure projects.
• Greater funding and subsidies to encourage productivity growth in the small businesses sector.
• More direct contracting between the public sector and suppliers, and contracting between the Peruvian 

government and foreign governments in all sectors, not just defense.
• Standardized requirements for public procurement and prevention of price fixing among public sector 

suppliers.

1This box is based on information from the Ministry of the Economy and Finance. More detail can be found in the 
 Multi-Annual Macroeconomic Framework publication (April 2015) at http://www.mef.gob.pe/.
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 structural target should take into account the desired level of financial balances and the public 
investment path. Further scaling up of public investment over the medium term is needed, but 
it should be in line with enhancements in public financial management capacity and the legal 
framework at the subnational as well as the national level in order to ensure high rates of return 
for investment projects.

With tax revenue under pressure from the fall in revenue from metals and the implementation 
of recent tax measures, achieving ambitious tax targets will require more resolute efforts. Despite 
progress in this area, additional efforts are needed to reduce the high level of informality and tax 
evasion, and to decrease exemptions that amount to about 2 percent of GDP. The provision in 
the new fiscal law to publish data on exemptions and contingent liabilities, along with budget 
documentation, will increase transparency and accountability.

As commodity prices increased in the past, and as part of the decentralization strategy, royalty 
distribution (“canon” schemes) generated significant amounts of revenues in places where extrac-
tive industry activities took place. This has resulted in a marked imbalance—particularly in rela-
tion to where rural poverty exists—and prompted fiscal authorities to rethink how these revenues 
should be distributed to achieve development goals, while bearing in mind that extractive indus-
try locations bear much of the environmental costs of these activities. Thus a rapid and complete 
shift of revenues across regions may unnecessarily create social tensions. Also, the drop in metal 
prices in 2014–15, which could be seen as a permanent development over the medium term, calls 
for careful management and planning of existing resources.

Raising more resources to increase social expenditure and further enhance the efficiency of 
social spending through better-targeted social programs is necessary to achieve more socially 
inclusive growth.12 In this context, the government has prioritized its social programs through the 
household targeting system so as to place greater focus on the 800 poorest districts. Increasing 
the efficiency of public investments would also reduce the regional gaps in physical and human 
capital and bring about greater redistribution over the medium term.

ANNEX 5.1. SELECTED STRUCTURAL PERFORMANCE CRITERIA 
AND BENCHMARKS UNDER IMF STAND-BY ARRANGEMENTS 
2003–09

• Submit to Congress legislation to eliminate the special wage tax (IES).
• Complete a census of government employees and pensioners.
• Develop a satisfactory action plan for reforming the pension regimes for the police and military.
• Grant concessions or enter into PPPs for the construction and maintenance of at least two 

major roads.
• Introduce in Congress a constitutional amendment and, once approved, introduce draft 

laws to allow for a comprehensive reform of Cedula Viva (a public pension system).
• Implement a satisfactory law providing objective criteria for certifying that regional 

governments have the administrative capacity to take on devolved expenditure.
• Grant concessions or enter into PPPs for the construction and maintenance of the portion 

of the Pan-American Highway from Pucusana to Ica, and for a large regional integration 
highway in the north of Peru.

• Have the Ministry of the Economy and Finance establish a reporting system of public 
liabilities associated with PPPs and concessions, and issue a norm requiring the annual 

12 See Chapter 26 for advances in the social area.
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publication of such liabilities in the Multiyear Macroeconomic Framework beginning 
in 2006.

• Unify the central government budget formulation system and the integrated Financial 
Management System (SIAF).

• Issue the implementing regulations of the Fiscal Decentralization Law that support prudent 
budget decisions and management of the regional and local governments.

• Complete plans for implementing a Treasury Single Account and update the budget 
classification system to international standards.

• Start implementing a law on public indebtedness.
• Prepare an action plan to introduce a permanent framework for PPPs.
• Establish a unit at the Ministry of the Economy and Finance to monitor the operations of 

subnational governments and assess their performance with respect to fiscal rules.
• Clarify the tax treatment of financial derivatives and securitized transactions.
• Prepare the 2008 budget according to the modernized budget classification system and 

incorporate into the charts of accounts.
• Submit to Congress an amendment to the National Investment System (SNIP) Law to 

allow for outsourcing the studies required for the formulation and approval of investment 
projects.

ANNEX 5.2. PROMOTION OF PRIVATE AND PUBLIC 
INVESTMENT INITIATIVES TO SUPPORT INFRASTRUCTURE 
DEVELOPMENT AND PROVISION OF PUBLIC SERVICES IN 
2013–1413

Despite the progress made in recent years to Peru’s public service infrastructure, there remains a 
growing infrastructure gap of about US$88 billion (44 percent of GDP in 2013).14 To address 
this gap, the government made a series of regulatory changes in 2013–14 to the institutional and 
legal framework for investments involving PPPs. It also cofinanced a private initiative and the 
Public Works in Lieu of Taxes Program (Obras por Impuestos) in order to promote private sector 
participation in public infrastructure development.

Public-Private Partnerships

In March 2014, amendments to the PPP law were enacted to improve the PPP process, including 
by enhancing the formulation and design of projects and the budgetary handling of the various 
commitments involved in such projects.

For the project formulation phase, the Ministry of the Economy and Finance and the public 
promotion agency PROINVERSIÓN can now provide assistance to nonfinancial public sector 
entities to identify PPP projects and expand their promotion at all levels of government.15 In 
addition, a national PPP registry was created to make the project prioritization and formulation 
phase more predictable. The scope of the sectors in which PPP projects may be formulated was 

13 The source for this annex is Peru’s Ministry of the Economy and Finance.
14 As estimated by the 2012–21 National Infrastructure Plan (Association for the Promotion of National Infrastructure 2012).
15 In 2013, PROINVERSIÓN awarded 11 projects under the PPP approach for an investment amount of close to US$5 
billion, a record high.
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expanded to include applied research, technological innovation, and services related to infrastruc-
ture and public services.16

As for the project design phase, the law prohibits government entities from taking actions or 
issuing provisions that constitute bureaucratic hurdles to obtaining permits, licenses, or authori-
zations for the development of PPPs. As well, some procedures were eased to shorten the time for 
the promotion process as well as for the solicitation of opinions, approval of studies, etc.

Finally, the law established mechanisms to strengthen the relationship between the multiyear 
budget process and the PPP investment promotion processes. In this way, a cofinanced PPP 
private investment promotion process cannot be carried out without the corresponding budget 
being available. As well, the multiyear assignment of budget ceilings will have to take into 
account the commitments undertaken in projects already awarded or about to be awarded.

Cofinanced Private Initiatives

A cofinanced private initiative is a PPP in which the project is proposed by the private sector from 
the formulation or design stage. These initiatives may be self-sustaining (if the flow of projected 
revenue is sufficient to cover the investment and operating and maintenance expenditures), or 
cofinanced in the event that expenditures will be higher than revenues and a government contri-
bution will be required to cover the gap. Recent provisions aim to regulate the treatment of 
cofinanced initiatives so as to give priority to projects intended to cover the infrastructure and 
public service deficit.

Public Works in Lieu of Taxes Program (Obras por Impuestos)

The Obras por Impuestos program allows a private company, either individually or in a consortium, 
to finance and execute public projects selected by regional and local governments and then 
recover the total amount of the investment against its category of income taxes. The regional and 
local governments in turn cover the interest-free financing from their canon (resource revenue 
transfers), sobrecanon (other transfers), royalties, customs revenue, and investment resources for 
up to 10 years following the completion of the works. Under this scheme, regional and local 
governments simplify their procedures and therefore accelerate the execution of works. In 2013, 
investments totaling 405 million nuevos soles were made under this program.

In 2014, new regulations were approved to make the OXl Program more efficient and attrac-
tive during both formulation and execution phases. For the project formulation phase, the scope 
of application of the program was expanded in terms of its institutional coverage and the types 
of public interventions:

• Institutional coverage. Public universities receiving canon resources and royalties were 
incorporated into the program, allowing them to develop projects under it. The use of funds 
such as FONIPREL and FONIE was authorized to finance the development of projects 
under regional and local governments that do not receive canon resources or other specific 
resources.

• Coverage of types of public interventions. The OXl Program was expanded to any public 
investment project that is declared viable within the framework of the SNIP (previously 
applied primarily to infrastructure projects). Project maintenance can be included to 
contribute to project sustainability. Projects can also be carried out in combination with 
PPPs for the operation and maintenance phases.

16 For example, transportation, electricity, sanitation, health, education, hydrocarbons, tourism, corrections services, and 
other sectors.
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• The law also proposes more flexibility in the timing of the selection process. In the event of 
only one bidder, a direct award will be made, while the selection of the supervisor will be 
done at the same time using procedures similar to those for private companies.

During the execution phase, improvements were also made to the regional and local Public 
Investment Certificates (CIPRL).17 Private companies can now use the CIPRLs against their 
income tax payments. In addition, it will be possible for the limits on the issuance of CIPRLs 
(that is, the execution of projects by this means) to be updated annually and to be revolving.
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CHAPTER 6

Evolution of Fiscal Rules in Peru

CESAR LIENDO

Given the history of fiscal mismanagement in Latin America in the 1970s and 1980s, several countries 
in the region started experimenting with greater institutionalization of fiscal policy in the late 1990s 
and early 2000s. Examples included Colombia (1997), Peru (1999), Chile (2000), Brazil (2001), 
and Mexico (2003). In Peru, the macrofiscal framework introduced by the Law on Fiscal Prudence 
and Transparency (LPTF) was indeed critical to the country’s economic recovery, but it is also impor-
tant to note that the structure of the economy changed after enactment of the law, and that limitations 
in its design led to frequent modifications to the rules. The second-generation reform of the rules in 
2014 aimed to make the LPTF rules permanent, but included well-defined exit clauses that are more 
transparent and simpler. To enhance their effectiveness, rules were supported by appropriate enforce-
ment mechanisms, including provisions to correct past deviations. Finally, the new macrofiscal frame-
work incorporating the second-generation reforms was designed to accommodate adjustments to 
potential structural changes affecting the Peruvian economy over the medium term. This greater flex-
ibility is counterbalanced by the introduction of a Fiscal Council that will act as an auditor of fiscal 
policy. Significant changes to the operation of the budget of the public sector are still required for 
implementation of the new macrofiscal framework.

THE ORIGINAL FRAMEWORK
Peru’s macrofiscal framework was institutionalized in 1999 with the enactment of the LPTF.1 The 
main objective of this law was to establish a commitment toward fiscal balance over the business 
cycle, with fiscal surpluses built up during favorable periods and only moderate, nonrecurring 
fiscal deficits allowed during periods of lower growth. The law also included macrofiscal rules at 
the national level directed toward reducing discretion and improving the institutionalization of 
fiscal policy.2,3 Exit clauses or exception rules were added to allow for more flexible fiscal manage-
ment during national emergencies or international crises that seriously affected the national 
economy (for which a request from the Executive Branch to Congress would be required) or 
when there was sufficient evidence of a decline in real GDP supported by a report by the Ministry 
of the Economy and Finance (MEF) to Congress. Finally, a countercyclical instrument called the 
Fiscal Stabilization Fund was established.

The LPTF also included a proposal to prepare the public budget in two stages. The first stage 
consists of the approval by the Council of Ministers of the Multiyear Macroeconomic Framework 
(MMM), a document that contains fiscal policy guidelines and establishes overall spending and 
borrowing limits that are consistent with the fiscal rules and the country’s macroeconomic 

1 The LPTF was enacted in December 1999 as Law No. 27245.
2 The nonfinancial expenditure rule was applied to general government, limiting its growth to the annual average inflation 
rate plus 2 percentage points, while the deficit rule covered the consolidated public sector, whose fiscal deficit could not 
exceed 1 percent of GDP. It should be noted that the latter rule was subject to amendments or waivers in the early years, 
reflecting a gradual convergence toward the numerical limit.
3 See also Supreme Decree No. 151-2004-EF (LRTF Regulation), Supreme Decree No. 066-2009-EF (Single Codified 
Text of the LRTF), and Supreme Decree No. 073-2009-EF (Annex of Definitions).
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 context. In the second stage, the annual budget is approved, breaking down expenditure by cat-
egory for each pliego (budgetary entity receiving an appropriation), reflecting the government’s 
priorities while respecting the fiscal rules reflected in the MMM limits. The LPTF also includes 
several rules on the control and monitoring of fiscal accounts as well as a process of reporting 
compliance with the fiscal rules to Congress.

In 2003, the LPTF was amended and renamed the Fiscal Responsibility and Transparency Law 
(LRTF).4 The main amendments involved a change in the coverage of the national fiscal rules 
and improvements to the definition of the exception rules and the resources forming part of the 
Fiscal Stabilization Fund (Table 6.1), along with the introduction of fiscal rules for the regional 
and local governments in the context of the expansion of the fiscal decentralization process and 
tax efforts.5,6

The main objectives of this macrofiscal framework were to:

• Strengthen a multiyear vision with the three-year macrofiscal framework (the MMM), 
which sets out the government’s medium-term vision for its fiscal policy, taking into 
account the projected macroeconomic context.

• Formalize the countercyclical role of fiscal policy with the creation of the Fiscal Stabilization 
Fund, which allows public resources to be saved in “good” years for use in “bad” years by 
means of a temporary expansion of public spending. It should be noted that specific clauses 
were established to govern the use of the resources of the Fiscal Stabilization Fund.

• Enhance the transparency of fiscal management by including a Declaration of Fiscal Policy 
Principles that provides an ex ante explanation of the guidelines and medium-term 
objectives of the fiscal policy to be implemented. This document is accompanied by 
monitoring and tracking reports and an ex post Fiscal Accountability Declaration to verify 

4 Law No. 27958, enacted in May 2003.
5 With regard to the fiscal decentralization process, it should be noted that the first direct election of regional authorities 
took place in 2002, with their terms of office beginning in 2003 for a period of four years. See Chapter 10 for a more 
detailed description of the process.
6 See Chapter 8 on tax reforms.

TABLE 6.1

Conditions Set Out in the Fiscal Responsibility and Transparency Law for the Use of Fiscal 
Stabilization Fund Resources

Conditions to Be Met Maximum Amount Allowed

•  Decline in current revenues from ordinary sources 
exceeding 0.3 percent of GDP in comparison to the 
average over the previous three years

•  Amount equivalent to the decline in revenues exceeding 
0.3 percent of GDP and up to 40 percent of the resources of 
the Fiscal Stabilization Fund

•  In national emergencies or international crises that 
can seriously affect the national economy or when 
there is sufficient evidence that GDP is declining in 
real terms

•  The Fiscal Responsibility and Transparency Law 
(LRTF) regulation indicates that an emergency 
situation is considered to exist when real GDP 
growth is negative for three consecutive quarters or 
when there is a significant increase in international 
interest rates that raise annual interest payments to 
more than 0.4 percent of GDP

•  The law indicates that “national emergency” should 
be understood to be the existence of a serious risk 
to the country’s economic viability

•  No limit established

•  In the event the cumulative resources of the Fiscal 
Stabilization Fund exceed 4 percent of GDP

•  Amount equivalent to the surplus accumulation above 
4 percent of GDP is to be used only to reduce the public debt
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compliance with the fiscal rules as well as the amount by which the macrofiscal targets set 
out in the MMM have been missed, thus promoting accountability.7 If there are significant 
deviations between the MMM projections and the actual outcomes, the differences must be 
justified and corrective measures adopted. Finally, the approval of the MMM (by the 
Council of Ministers) is subject to the technical opinion of the central bank (Banco Central 
de Reserva del Perú) to ensure compatibility with the bank’s forecasts for the balance of 
payments, net international reserves, and monetary policy.

• Improve budget programming procedures. The focus of the two stages mentioned above is 
complemented ex post by the quarterly updating of estimated fiscal revenues for the year 
(and, therefore, the implied spending limits).

Two fiscal rules were also introduced:8

• A limit on the fiscal deficit of the nonfinancial public sector of 1 percent of GDP. In the event 
there is sufficient evidence that real GDP has been declining for three consecutive quarters 
or in case of a national emergency (and subject to a prior report by the MEF to Congress), 
compliance with this macrofiscal rule will not be mandatory and the deficit may rise to a 
maximum of 2.5 percent of GDP. This exception may be maintained for up to three years, 
with subsequent annual reductions of 0.5 percent of GDP per year.

• A ceiling on the annual increase in current expenditure by the central government of 4 percent in 
real terms. Current expenditure is understood to be the sum of remuneration, goods and 
services, and pensions. It should be noted that this rule in particular was amended on a 
number of occasions, resulting in a reduction in the coverage of the levels of government and 
the coverage of expenditures subject to the rule, with a view to promoting public investment. 
Initially, the rule was designed for the general government and covered all nonfinancial 
expenditure. The numerical limit was raised from an initial 2 percent to 3 percent in real 
terms in 2004 and to 4 percent in real terms in 2008, reflecting the estimate of the potential 
growth of the Peruvian economy. The differentiated treatment in the fiscal rule between 
public investment and current expenditure resulted in a growth rate for the stock of public 
capital that was out of line with expenditure on maintenance and equipment of that stock, 
thus limiting the impact of public investment on social welfare. It should be noted that this 
distortion in the treatment of public investment and current expenditure created perverse 
incentives to amend the rules. In 2012, expenditure on infrastructure maintenance, goods and 
services for social programs in the context of performance-based budgeting, and equipment 
for public order and security were excluded from the coverage of the current expenditure rule. 
Subsequently, in 2013 and 2014, only the fiscal deficit rule remained in effect.

While the macrofiscal framework introduced by the LRTF was key to consolidate sustain-
ability, the structural characteristics of the Peruvian economy have changed since enactment of 
the law in 1999, creating several issues with the current framework:

• Different stages of fiscal stabilization. At the beginning of the 2000s, fiscal stabilization was 
in the early stages, with public debt standing at close to 50 percent of GDP and virtually 
no public financial assets, whereas currently public finances are in a consolidation phase, 
with public debt amounting to approximately 20 percent of GDP.

7 According to Article 13 of the Single Codified Text of the LRTF, on May 31 of every year the MEF must submit to 
Congress and publish a Fiscal Accountability Declaration for the previous year, analyzing revenues, expenditures, the 
fiscal balance, and its financing, as well as other macroeconomic indicators, making comparisons with the projections in 
the MMM for the previous year. Compliance with the macrofiscal rules is also assessed.
8 A borrowing rule was also established, which in essence must always be complied with, and rules for election years were 
introduced to distribute spending responsibilities between the incoming and outgoing administrations in years in which 
the national government changes (that is, late July of each election year).
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• The high profile of public investment in the medium-term economic growth process. At the 
beginning of the last decade, the ratio of public investment to GDP was only 2.8 percent 
of GDP, while currently it stands at almost 6  percent of GDP, above the level in other 
countries in the region such as Uruguay and Colombia (4  percent of GDP), Chile 
(3 percent), and Brazil (2 percent).

• Higher levels of expenditure by regional and local governments. Currently, the investment by these 
levels of government (regional and local) represents 67 percent of total public investment. The 
macrofiscal framework has been designed for these levels of government, but, as noted in 
the 2013 report of the Commission to Strengthen the Macrofiscal Framework, flaws in design, 
transparency, recording and monitoring, and compliance persist and require correction.9

• Implementation of this framework has not resulted in the reduction or elimination of the 
procyclical bias of fiscal policy. A fiscal deficit rule (which is procyclical by definition), 
together with an expenditure rule whose coverage is limited to current expenditure, will not 
ensure an acyclical or countercyclical fiscal policy response. Regional and local governments 
were the main determinants of the procyclical pattern of public expenditure. An important 
source of this expansionary behavior by the regional and local governments resulted from 
the use of strong balance sheet positions (which are not under the control of the fiscal 
authority) and the system of transfers to regional and local governments, which is not 
dependent on a structural or medium-term price.10 The growth of nonfinancial expenditure 
by the national government was close to the potential growth of the economy, whereas the 
growth of such expenditure in the case of the regional and local governments was much 
higher, amplifying the expansionary economic cycle (Table 6.2).

• Greater importance of the natural resource sectors in public finances. At the beginning of the 
2000s, fiscal revenues from the natural resource sectors were equivalent to 2.4 percent of 
total general government revenues, whereas this share increased to 12.4 percent in 2014.11 
In addition, the volatility of fiscal revenues from the natural resource sectors during the 
same period (measured by the coefficient of variation) was more than double that of other 
fiscal revenues. The report of the Commission to Strengthen the Macrofiscal Framework 
noted in this regard that the rules should be redefined in the context of high fiscal 
dependency on resources from commodity exports, the prices of which are very volatile and 
are subject to a high degree of uncertainty, which reinforces the importance of avoiding a 
procyclical fiscal position, with rules providing ample coverage of expenditure and 
promoting savings in periods of high prices for commodities and, at the same time, 
strengthening the capacity to confront crises with sufficient resources in the circumstances 
that require countercyclical policies. Although in the coming years metal prices are expected 
to be lower than those recorded in previous years, a series of mining projects are expected 
to start operations, doubling copper output by 2017.

• Greater openness to trade, which may reduce the effectiveness of fiscal policy (especially if 
expenditures are on imported goods). The degree of openness to trade, measured as the ratio 
of exports plus imports to GDP, was 34 percent at the beginning of the last decade and 
currently stands at 50 percent.

9 The Commission to Strengthen the Macrofiscal Framework was created by law No. 29854.
10 The balance sheet positions of the regional and local governments are accumulated unused resources from previous 
fiscal years, of which the main source of financing is the payment of the canon (50 percent of the income tax for the 
previous year) and royalties from the extractive sectors such as mining and gas. At end-2013, the balance sheet positions 
of the regional or local governments were equivalent to S/. 7.4 billion (1.4 percent of GDP).
11 Revenues from the mining and hydrocarbons sectors includes the Category 3 Income Tax, adjustments, royalties, the 
Special Mining Tax, Special Mining Contribution, and the Remanente de utilidades mineras.
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• A significant level of explicit contingent liabilities, which would increase the amount of public 
debt significantly. In recent years, the number and amount of contingent liabilities have 
risen substantially and this unfavorable trend could continue in the future.12 According 
to the 2012–14 MMM published in May 2011, explicit contingent liabilities totaled 
7.4 percent of GDP in 2010. The main liabilities are legal actions (3.4 percent of GDP), 
especially labor or civil suits, and nonfinancial guarantees set out in concession contracts 
(2.1 percent of GDP), such as the minimum annual guaranteed revenues or investment 
returns, among others.

The macrofiscal framework set out in the LRTF has not been sufficiently flexible to adapt to 
the economic and institutional changes mentioned above. This has resulted in continuous 
amendments to the LRTF over the past decade, affecting its predictability, simplicity, and trans-
parency (Annex 6.1).13

SECOND-GENERATION INSTITUTIONAL FRAMEWORK
The Commission to Strengthen the Macrofiscal Framework was created to strengthen Peru’s fiscal 
management by assessing and developing a proposal to improve the existing macrofiscal frame-
work, especially in terms of the accountability and transparency mechanisms and fiscal rules. The 
commission was made up of representatives of the MEF and the central bank, along with four 
independent professionals who are experts in fiscal matters. This commission was given the man-
date to prepare a document setting out proposals for strengthening Peru’s macrofiscal framework 
in the coming years, with cooperation in the technical areas from the MEF and the central bank. 
The commission also received comments and suggestions from international organizations.

In accordance with the recommendations of the commission, the MEF prepared a regulatory 
proposal for the macrofiscal framework that makes it more comprehensive, transparent, and flex-
ible; removes the volatility of public revenues affected by commodity prices; strengthens the 
automatic stabilizers in the economy; uses countercyclical fiscal policy for significant economic 
downturns and not for purposes of fine-tuning; establishes the responsibilities of each competent 
authority (national, regional, and local governments) in terms of the coverage of public expendi-
ture; simplifies the rules for the regional and local governments; strengthens accountability; and 
creates greater institutionalization. The Law to Strengthen Fiscal Responsibility and Transparency 

12 Explicit contingencies are defined as liabilities formalized in a legal instrument. Also included are liabilities in the form 
of Certificates in Recognition of the Right to Annual Payments for Works issued by the licensor certifying and accredit-
ing its direct, general, unconditional, and irrevocable obligation to pay.
13 The fiscal rule in effect for 2013 establishes that the fiscal balance of the nonfinancial public sector cannot be negative. 
The subnational rules are based on the provisions of Emergency Decree No. 108-2009 published on November 9, 2009.

TABLE 6.2

Peru: Nonfinancial Expenditure by the General 
Government (Percent change in real terms)

2007 2008

General Government 7.6 12.6
National Government 5.3 6
Regional Government1 14.4 5.2
Local Government1 8.3 47.8

Source: Ministry of the Economy and Finance.
1Subnational governments represent about 40 percent of total general government 
spending.
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(Law No. 30099), incorporating the commission’s recommendations, was approved on October 
31, 2013, and entered into effect with the budget for 2015.

The new macrofiscal framework constitutes a step forward in the process of institutional 
change that began early in the 2000s with the LRTF. In this context, the macrofiscal framework 
proposed the following objectives to be achieved under a more flexible and predictable system 
that, in turn, strengthens the commitment to fiscal accountability:

• Create greater predictability of public spending by delinking it from the most volatile source of 
public revenues, that is, revenues from the natural resource sectors (Annex 6.2). Public 
expenditure should not be volatile, since this leads to efficiency and management capacity 
costs at the level of sectoral policies. Public spending should therefore be isolated from the 
high volatility of revenues from Peru’s main export commodities. Historically, the behavior 
of commodity prices has been volatile, erratic, and difficult to predict. In addition to 
significant short-term price fluctuations, commodity price cycles can be very long. 
According to the report of the Technical Commission for the Improvement of the 
Macrofiscal Framework (2013), the average duration of export price cycles is approximately 
36 years (Figure 6.1).

• Ensure fiscal solvency by maintaining a low level of public debt, which makes it possible to deal 
with negative shocks such as severe natural disasters, contingencies, international financial 
crises, etc.

• Smooth out the business cycle by using timely countercyclical measures only in contexts in which 
the economy deviates significantly from its medium-term trend. Fiscal policy in Peru has 
limitations in serving as an instrument of adjustment because (1) fiscal policy operates with 
a significant lag; (2) it is not possible to fully control the entire fiscal stimulus (expenditures 
of regional and local governments financed from the canon, compensation funds, and tax 
revenues of the local governments); (3) the current system of transfers is procyclical and 
finances a significant percentage of expenditure, especially public investment; (4) there is 
uncertainty regarding the size of the fiscal multipliers; and (5) there is ex ante uncertainty 
regarding the origin of the shock (supply or demand). Difficulties in controlling these 
factors would mean that fiscal policy ultimately could add greater volatility to GDP in the 
short term if not properly calibrated.
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Figure 6.1 Peru: Index of Prices of Exported Metals, 1833–2012 (In real terms, seasonally adjusted)
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• Simplify the fiscal rules of regional and local governments. The main issues to be confronted 
here result from the heterogeneity of these governments’ public finances, the low level of 
compliance with the fiscal rules, and the scarcity of corrective measures owing to a lack of 
effective and timely information, monitoring, and guidance mechanisms, as well as a lack 
of incentives.

• Improve the institutional framework of the Fiscal Stabilization Fund by providing it with a 
Technical Secretariat whose functions include the proposal of investment guidelines to the 
Fiscal Stabilization Fund board to improve investment returns.

• Strengthen fiscal institutionalization by creating a Fiscal Council. The new macrofiscal 
framework abandons the previous rigid system of fiscal rules; however, this greater discretion 
should be “restricted” in the sense of having an autonomous entity that “audits” or validates.

The new macrofiscal rule applies to the nonfinancial expenditure of the national government 
that is supported in a fiscal year prior to cyclical adjustment to the balances of the nonfinancial 
public sector. This fiscal rule seeks to limit the fiscal aggregate that is under the control of the 
national government and, at the same time, make it more comprehensive than the previous 
expenditure rule. Thus, the nonfinancial expenditure rule for the national government includes 
all nonfinancial expenditures; transfers to nonfinancial public sector entities, with the exception 
of resources from the canon, the sobrecanon (other transfers), and royalties; the Municipal 
Compensation Fund (FONCOMUN); the Camisea Socioeconomic Development Fund 
(FOCAM); and participation in customs revenues (the case of regional and local governments). 
Based on figures for 2013, the new expenditure rule covers 81.5 percent of nonfinancial expen-
diture of general government, while the previous expenditure rule covered only 46.1 percent.14

A cyclical adjustment seeks to delink public finances from their temporary component, that is, 
the portion affected by cyclical changes in real GDP and changes in commodity prices that sig-
nificantly influence the design of budgetary expenditure limits. The incorporation of cyclical 
adjustment indicators in the documents guiding fiscal policy in Peru is a recent development. 
Starting in 2006, the MEF incorporated indicators for the structural fiscal balance of the 
 nonfinancial public sector in the MMM. In 2012, the MEF authorized the institutionalization of 
this type of fiscal indicator as a tool for analyzing fiscal policy and published a working paper 
detailing the methodology used.

Thus, with the approval of Law No. 30099, the methodology for calculating the structural 
fiscal balance had legal support. It now forms an important part of the budgetary planning pro-
cess and the determination of the fiscal rules. Also, to increase the required transparency of all 
fiscal rules, the Second Additional Transitional Provision of Law No. 30099 called for the cre-
ation of a Technical Working Group of independent experts to prepare the methodology for the 
structural accounts of the nonfinancial public sector.

An important feature of the proposed methodology of the Technical Working Group was 
simplicity, so that the methodology would be more transparent and could be reproduced by 
external agents. A simple methodology—at least during the initial phase of implementation of 
the fiscal rule that will guide the country’s budgetary process—will facilitate communication and 
understanding of the concepts and general guidelines of the new fiscal rule. It should be noted 
that various commodity-exporting countries such as Chile, Colombia, Norway, Canada, and 
Australia currently incorporate structural balance exercises in their macrofiscal frameworks.

A component of this macrofiscal framework is the announcement of an ex ante structural 
guideline, which will have a binding effect for formulation of the budget. To determine the expen-
diture rules that will have that binding effect, it will be necessary for the incoming  government, 

14 The Technical Working Group was created by Ministerial Resolution No. 373-2013-EF/10 to provide technical recom-
mendations on the methodology of calculating the structural balances, and its report was published on December 24, 2013.
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during the first 90 days of its term, to define and announce in a Macrofiscal Policy Declaration 
its fiscal policy objectives for its governing period and the impact of those objectives on the struc-
tural economic balance of the nonfinancial public sector (the ex ante structural guideline). It 
should be noted that this structural guideline is binding for the preparation of the public budgets. 
However, the ex post assessment focuses on the expenditure threshold that is derived from the ex 
ante structural guideline. The current rule thus differs from the Chilean case, in which the fiscal 
aggregate used for the fiscal rule is the structural fiscal balance. The reason for this is that, given 
the level of development of the Peruvian economy, there is still room to implement reforms that 
permanently affect fiscal revenues. This could generate some instability in the tax base (structural), 
making ex post compliance with a rule on the structural fiscal balance difficult.

The determination of the ex ante structural guideline has a limit of −1 percent of GDP, which 
is justified by the following factors:

• In a stress scenario in which economic growth is lower and financial costs for the sovereign 
debt are higher than that recorded in the previous decade, a structural deficit of 1 percent 
of GDP is consistent with a downward trend in the public debt-to-GDP ratio, maintaining 
the macroeconomic credibility of the country on the international financial markets.

• Bearing in mind the current levels of Peru’s public debt (low by international standards), and 
with a view to identifying a debt level that would jeopardize fiscal sustainability and thus 
require the use of corrective measures, an analysis was made of the medium-term trends in 
variables that are decisive for fiscal sustainability. These included GDP growth, the cost of 
financing of the sovereign debt, exchange rate depreciation, and other factors.15,16 Assuming 
GDP growth of 4 percent (similar to the 1951–2011 average and below the average growth 
of 6.4 percent during the past decade), a cost of financing the sovereign debt of 10 percent 
(double that recorded in the past decade), exchange rate depreciation of 6 percent (exchange 
rate depreciation during the period 1995–2012 was 1.2 percent), and a primary balance for 
the nonfinancial public sector of between 1 and 1.5  percent of GDP (the 1990–2012 
historical average was 1.4 percent), the debt would fluctuate around 30 percent of GDP. In 
other words, even stress assumptions in comparison with the historical behavior of the 
Peruvian economy show that public debt increases only to 30 percent from current levels.

• Important infrastructure and social gaps need to be closed. With the definition of an ex ante 
structural guideline of −1 percent of GDP, it becomes clear that transitional fiscal revenues 
would be invested to close the significant existing infrastructure and social gaps, with a high 
level of economic and social return.

The multiyear projection of nonfinancial expenditure levels of the general government can be 
calculated by combining this ex ante guideline for the structural fiscal balance of the nonfinancial 
public sector with the multiyear projection of structural revenues of general government, the 
primary balance for nonfinancial public enterprises, and the payment of interest. The following 
key equation is used:

GNFGGt = IEstructuralest + IKt + RPEmpresast − Interesest − Guía Estructuralt ,

where GNFGGt is the nonfinancial expenditure of general government, which is the sum of 
structural revenues of general government, capital revenues and the primary balance of the public 

15 A standard fiscal sustainability exercise was carried out on the basis of the work of Buiter (1985) and Blanchard (1990).

16 We define real interest rates on the domestic and external debt expressed in domestic currency as r
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enterprises (IEstructuralest, IKt and RPEmpresast, respectively), minus debt service interest 
(Interesest), and an ex ante guideline established for the entire period of the respective government.

For its part, the expenditure rule of the regional and local governments establishes that growth 
of projected nonfinancial expenditure will be based on the average growth of annual own reve-
nues over the previous four years.

Taking into account that general government includes the national, regional, and local govern-
ments, the national government’s nonfinancial expenditure rule is determined as the difference 
between the nonfinancial expenditure of general government (defined in the cyclical adjustment 
exercise) and the nonfinancial expenditure of the regional and local governments (defined by 
their own fiscal rules) for a period of three years. This could be revised annually during prepara-
tion of the budget, as long as there are no changes or amendments to the Macrofiscal Policy 
Declaration or the methodology for calculating the structural accounts.

This new definition of the expenditure rules responds to a clearer and more transparent 
delimitation of the responsibilities of the various levels of government, in a context of significant 
fiscal decentralization. It should be noted that the national government’s expenditure rule 
includes both current and capital expenditure, with a view to strengthening consistency between 
the expansion of the stock of public capital and expenditure on the maintenance and equipment 
of that stock. In this regard, the Commission to Strengthen the Macrofiscal Framework reports 
that the distinction between “public investment” and “current expenditure” of the public sector 
is weak and partially fictitious because some public investments do not generate a substantive 
social return, while many components of current expenditure, such as the maintenance of public 
infrastructure and expenditure on health and education, can have a higher level of return. Below 
is the description of the main components of the rules:

• Expenditure rules—The fiscal rule on national government nonfinancial expenditure 
provides some flexibility in the determination of expenditure limits, and these limits can 
thus be amended under very specific circumstances, with prior detailed substantiation. 
These circumstances include a countercyclical response in the event of a significant 
deviation of GDP from its level of 2 percent of potential or medium-term GDP up to an 
amount equivalent to 25 percent of the estimated deviation of GDP or 1/2 percent of GDP. 
The establishment of a limit on the countercyclical response seeks to partially moderate or 
cushion the impact. In the case of a major deviation of GDP from its potential or medium-
term level, the exception clause could be activated, which allows for the amendment of the 
ex ante structural guideline, and a larger countercyclical response could thus be 
implemented. The establishment of a threshold of 2  percent of potential GDP for 
implementing countercyclical measures responds to the objective of reserving fiscal policy 
for low-probability but high-impact events. Thus, in accordance with this threshold, 
countercyclical fiscal measures could have been applied in 2001, 2008, and 2009 to reduce 
the volatility of the economic cycle (Figure 6.2).

• Limits on unspent balances—Underexecution of authorized expenditure in the previous 
year cannot exceed 0.2 percent of GDP. This limit is consistent with the average amount of 
continued investments over the past seven years (0.25 percent of GDP). To the extent that 
authorized expenditure is a reflection of permanent fiscal revenues, this expenditure must 
be allowed to be executed over a multiyear period; the limit of 0.2  percent of GDP is 
intended to give predictability to the budget planning process.

• Increases in spending due to tax regime changes—Expenditure can be increased if there are 
permanent changes stemming from tax measures that generate permanent changes in fiscal 
revenues of at least 0.3 percent of GDP. The accuracy of the estimate of the impact of these 
tax changes is corroborated by the Fiscal Council, with a view to giving greater transparency 
to fiscal management.
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Figure 6.2 Peru: Output Gap (Percent of potential GDP)

Compliance with the fiscal rules must go hand-in-hand with corrective measures in the case 
of deviations. This strengthens the commitment of the macrofiscal framework to responsible fis-
cal management. The new macrofiscal framework considers two types of corrective measures.

• The first corrective measure proposes the creation of an account to offset and correct 
deviations (called the notional account in the economic literature). In other words, in the 
event that accrued expenditure by the national government exceeds the limits established 
by the fiscal rule in a particular year, the deviation will be recorded in this notional 
account. If the cumulative balance in this account is less than 1/2  percent of GDP, the 
nonfinancial expenditure limit for the national budget will be reduced at least 
proportionately in the following two years, as long as a negative GDP gap greater than 
2  percent of potential GDP is not projected. In the event that the cumulative balance 
recorded in the notional account is higher than or equal to 1/2  percent of GDP, the 
reduction in the nonfinancial expenditure limit of the national government is immediate. 
In this way, the account to offset and correct deviations applies automatic sanctions in the 
event of noncompliance with the fiscal rules. Likewise, to minimize the perverse incentive 
of postponing and thus passing on the correction to future governments, it was established 
that the balance of the notional account should not be greater than 0.3 percent of GDP at 
the end of a government’s term.

• The second corrective measure of the macrofiscal framework, in line with the objective of 
ensuring fiscal sustainability, proposes that if it is verified or predicted that the public 
sector’s public debt will be higher than 30 percent of GDP in the following three years, the 
Macrofiscal Policy Declaration and the ex ante structural guideline of the nonfinancial 
public sector will be amended, incorporating appropriate measures to restrict expenditure 
or increase revenues, so as to return to a level of debt lower than this threshold within a 
period of no more than seven years. It should also be noted that an expenditure rule was 
established for human resources (the payroll rule), limiting expenditure to the threshold 
established by applying the growth rate for potential GDP in nominal terms to the 
estimated limit of nonfinancial expenditure on personnel and pensions in the previous year. 
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To determine the nominal limit of this expenditure, the midpoint of the target inflation 
range established by the Banco Central de Reserva del Perú will be used.

The proposed macrofiscal framework seeks to be more flexible than the previous framework 
and is based on an ex ante cyclical adjustment exercise. To that end, it is necessary to improve the 
transparency of fiscal management through the creation of a Fiscal Council. The purpose of this 
council is to provide independent technical analyses of macrofiscal policy by issuing nonbinding 
opinions on the following issues: (1) the amendment of and compliance with the fiscal rules, 
(2) the fiscal projections contained in the MMM, (3) short- and medium-term fiscal develop-
ments, and (4) the methodology for the calculation of the structural accounts and potential GDP. 
The reports issued by this Fiscal Council, which will be made up of at least three independent 
professionals with broad experience in fiscal matters, should be published and made available to 
the general public.

In summary, the new macrofiscal framework has been designed to allow for adjustments to 
potential structural changes affecting the Peruvian economy over the medium term. This greater 
discretion is “restricted” in the sense that it is accompanied by a Fiscal Council that will act as ex 
ante and ex post auditor of fiscal policy. A lengthy pending agenda remains and, for purposes of 
implementation of the new macrofiscal framework, significant changes are needed in the 
 operation of the public sector budget.

ANNEX 6.1. CHANGES, SUSPENSIONS, AND EXCEPTIONS 
TO FISCAL RULES

Year Expenditure Rule Deficit Rule

2000 The maximum fiscal deficit may not exceed 
2 percent of GDP in 2000.1 

2001 Application of the numerical deficit rule 
was suspended in 2001.

2002 Application of the numerical deficit rule 
was suspended in 2002.

2003 Application of the fiscal expenditure rule was waived. The maximum fiscal deficit may not exceed 
2 percent of GDP.2

2004 •  The limit on nonfinancial expenditure by the general 
government was amended from 2 percent to a real level 
of 3 percent.

•  Seven fiscal rules were introduced for regional and local 
governments.

The maximum fiscal deficit may not be 
more than 1.5 percent of GDP.3

2005 Application of the fiscal expenditure rule was waived.
2006 Application of the fiscal expenditure rule was waived.
2007 •  Institutional coverage was amended from the general 

government to the central government and coverage of 
nonfinancial expenditure to current expenditure 
(remuneration and goods and services).

•  Starting in 2007, use of the central bank target (2 percent) 
rather than the GDP deflator for the calculation of real 
growth of expenditure.

2008 •  The definition of current expenditure was expanded 
(remuneration, goods and services, and pensions) and the 
limit on current expenditure was amended from 3 to 
4 percent.

2009 In 2009, application of the fiscal expenditure rule was 
suspended owing to implementation of the Fiscal Stimulus 
Plan, and temporary limits were established (10 percent for 
2009 and 8 percent for 2010).

Application of the fiscal deficit rule was 
suspended owing to implementation of 
the Fiscal Stimulus Plan, and a new limit of 
2 percent of GDP was established.

2010 In 2010, the fiscal rules of the regional and local 
governments were amended and reduced (from seven 
fiscal rules to five).4

Application of the fiscal deficit rule was 
suspended owing to implementation of 
the Fiscal Stimulus Plan, and a new limit of 
2 percent of GDP was established.

(continued)
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Year Expenditure Rule Deficit Rule

2011 The rise in the average annual consumer price index for 
Metropolitan Lima rather than the central bank target was 
used to calculate real growth of current expenditure.

2012 •  Expenditure on maintenance of infrastructure, goods and 
services of social programs covered by the performance-
based budgeting scheme, and equipment intended for 
public order and security were excluded from current 
expenditure.

•  The rise in the average annual consumer price index for 
Metropolitan Lima rather than the central bank target was 
used to calculate real growth of current expenditure.

2013 Application of the fiscal expenditure rule was waived. The nonfinancial public sector balance for 
2013 could not show a deficit.5 A surplus 
of 0.9 percent of GDP was recorded.

Source: Ministry of the Economy and Finance legal rules.
1The Single Additional Transitional Provision of the Law on Fiscal Prudence and Transparency (Law No. 27245) indicated that the maximum fiscal 
deficit may not exceed 2 percent of GDP for 2000 or 1.5 percent of GDP for 2001.
2The Second Additional Transitional Provision of the Fiscal Responsibility and Transparency Law (LRTF) (Law No. 27958, which amended Law No. 
27245) indicated that the maximum fiscal deficits of the nonfinancial public sector for 2003 and 2004 may not exceed 2 percent and 1.5 percent of 
GDP, respectively. The transition period for the fiscal deficit ended in 2004. Starting in 2005, the fiscal deficit rule was governed by the limits 
established in Article 4(1)(b) of the LRTF (1 percent of GDP).
3Article 4(2)(d) and (e) and Article 5-A of the Single Codified Text of Law No. 27245 introduced seven fiscal rules for regional and local governments, 
which were in effect starting in 2009.
4Emergency Decree No. 108-2009 suspended application of the fiscal rules for regional and local governments set out in the Law on Fiscal 
Responsibility and Transparency for 2009 and 2010 and established fiscal rules for these years (five rules). The effect of this provision was extended 
to the following years by the 2011 and 2012 Budget Laws.
5The Sixth Additional Final Provision of Law No. 29952, the Law on the Financial Equilibrium of the Budget of the Public Sector for 2013. According to 
the same provision, this rule was applied in replacement of the provisions of Article 4(1)(a) and (b) of the Single Codified Text of the Law on Fiscal 
Responsibility and Transparency.

ANNEX 6.2. FUEL STABILIZATION FUND
The Fuel Price Stabilization Fund (FEPC) was created to prevent volatility in the prices of crude 
oil and its derivatives on the international market from affecting domestic prices and end-users in 
Peru. The empirical evidence and international experience with petroleum-based fuel price stabi-
lization policies in emerging net-importing countries shows that a mechanism such as the FEPC 
should (1) reduce the volatility of domestic prices of petroleum-based fuels, (2) mitigate the 
impact of supply shocks on the local economy, (3) minimize fiscal costs so as not to affect fiscal 
sustainability, (4) direct benefits to the most vulnerable segments of the population, and (5) avoid 
distortions in relative prices (Appendix Figure 6.2.1) (Arze del Granado, Coady, and Gillingham 
2010; Bacon and Kojima 2008; Coady and others 2012; Hamilton 2005; International Energy 
Agency and others 2010; IMF 2008; Jiménez-Rodríguez and Sánchez 2004; and Kojima 2009).

The FEPC establishes a band or range of prices based on the reference prices for each fuel 
published each week by the state energy and mining investment regulator (OSINERGMIN). 
Thus, when the reference price for a particular fuel is above a particular maximum threshold (or 
ceiling), the domestic price will not increase; and when the reference price is below a minimum 
level (or floor), refineries will maintain their domestic prices to recover the foregone amounts at 
the higher prices. In this way, when prices are above the maximum level (ceiling), refineries will 
absorb the costs and this will be offset by the recovery of the foregone amount when prices are 
below the minimum level (floor). The assets of the FEPC consist of the contributions and dis-
counts offered by the refineries on the prices of their products, depending on whether the refer-
ence prices for fuel are above or below the price stabilization bands.

On the basis of international practices, the MEF has been reforming the operations of the 
FEPC to reduce the level of discretion in its operations, achieve greater transparency, and reduce 

ANNEX 6.1. (continued)
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Source: IMF staff calculations.

Appendix Figure 6.2.1 Peru: Fiscal Cost of Oil Price Stabilization 
Mechanisms, Selected Countries (Percent of GDP, 2013)
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the fiscal cost. Examples of these reforms include establishment of periodic rules to update prices, 
an increase in the periodic variations in the price bands,  exclusion of specific segments that do 
not represent vulnerable segments of the population, and exclusion of fuels such as high-octane 
gasoline and gasohol. These measures have helped reduce the fiscal cost significantly, making Peru 
one of the countries with the lowest fiscal cost associated with fuel price stabilization mechanisms 
(Appendix Figure 6.2.2). The reforms undertaken to improve the operation of the FEPC reduced 
its total fiscal cost from about 0.7 percent of GDP in 2011 to 0.04 percent by 2013.
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Appendix Figure 6.2.2 Peru: Fiscal Cost of Fuel Price Stabilization 
Fund (Millions of nuevos soles and U.S. dollars per barrel)

©International Monetary Fund. Not for Redistribution



98 Evolution of Fiscal Rules in Peru

REFERENCES
 Arze del Granado, J., D. Coady, and R. Gillingham. 2010. “The Unequal Benefits of Fuel Subsidies: A Review 

of Evidence for Developing Economies.” Working Paper 10/202, International Monetary Fund, Washington, 
DC. 

Bacon, R., and M. Kojima. 2008. “Coping with Oil Price Volatility.” World Bank Energy Sector Management 
Assistance Program Working Paper, August, World Bank, Washington, DC. 

Blanchard, O. 1990. “Suggestions for a New Set of Fiscal Indicators.” OECD Working Paper No. 79, Organisation 
for Economic Co-operation and Development, Paris. 

Buiter, W. 1985. “A Guide to Public Sector Debt and Deficits.” Economic Policy: A European Forum 1 (November): 
13–79. 

Coady, D., J. Arze del Granado, L. Eyraud, H. Jin, V. Thakoor, A. Tuladhar, and L. Nemeth. 2012. “Automatic 
Fuel Pricing Mechanisms with Price Smoothing: Design, Implementation, and Fiscal Implications.” IMF 
Technical Note and Manual, December, International Monetary Fund, Washington, DC. 

Hamilton, J. 2005. “Oil and the Macroeconomy.” In The New Palgrave Dictionary of Economics, edited by Steven 
N. Durlauf and Lawrence E. Blume. New York: Palgrave-Macmillan. 

International Energy Agency, Organization of Petroleum Exporting Countries, Organisation for Economic 
Co-operation and Development, and the World Bank. 2010. “Analysis of the Scope of Energy Subsidies and 
Suggestions for the G-20 Initiative.” Paper prepared for the G-20 meeting, Toronto, June. 

International Monetary Fund. 2008. “Food and Fuel Prices—Recent Developments, Macroeconomic Impact, and 
Policy Responses.” Prepared by the Fiscal Affairs, Policy Development and Review, and Research Departments. 
June 30. http://www.imf.org/external/np/pp/eng/2008/063008.pdf. 

Jiménez-Rodríguez, R., and M. Sánchez. 2004. “Oil Price Shocks and Real GDP Growth Empirical Evidence for 
some OECD Countries.” ECB Working Paper No. 362, European Central Bank, Frankfurt. 

Kojima, M. 2009. “Governments Response to Oil Price Volatility: Experiences of 49 Developing Economies.” 
Extractive Industries for Development Series No. 10. World Bank, Washington, DC. 

Technical Commission for the Improvement of the Macrofiscal Framework  (Comisión Técnica para el 
Perfeccionamiento del Marco Macrofiscal ). 2013. “Marco Macrofiscal del Perú, propuestas para fortalecerlo.” 
Research Document of the Ministry of Economy and Finance of Peru. July. 

©International Monetary Fund. Not for Redistribution

http://www.imf.org/external/np/pp/eng/2008/063008.pdf


  99

CHAPTER 7

Fiscal Framework Alternatives for a 
Resource-Rich Country

SVETLANA VTYURINA

Many resource-rich developing countries have to reconcile high development and infrastructure needs 
with low per capita incomes, scarcity of domestic capital, and limited access to international capital 
markets. They face the challenge of transforming resource wealth into other assets that support sustained 
development, while also maintaining mechanisms to avoid the boom-bust cycles that stem from volatil-
ity in natural resource revenues. Given these challenges, common advice based on traditional 
 consumption-savings/investment theories has been difficult to assimilate and justify at the individual 
country level. Conscious of this experience, the IMF has recently developed a macrofiscal framework 
that presents new policy analysis tools for resource-rich developing countries that could help them target 
multiple objectives of development and saving.

In Peru, growth has been at historic highs over the past decade, but the country still has a sig-
nificant infrastructure gap, and a quarter of its population still lives in poverty.1 Like other 
resource-rich developing countries, Peru has been confronted with the problem of finding an 
optimal solution to raise income per capita through sustainable growth and investment, while 
safeguarding macro stability against the price volatility and exhaustibility of its natural wealth. 
Although Peru depends much less on resource revenues than many oil-producing countries, the 
linkages to the fiscal accounts and the real economy are significant enough to warrant the design 
of a fiscal anchor to help the country deal with the challenges posed to fiscal management by the 
“resource curse.”2 A fiscal framework along the lines recently approved by the authorities, 
anchored by suitable fiscal rules and a strong institutional setup, should help Peru attain these 
multiple objectives.

ANALYTICAL CONSIDERATIONS FOR RESOURCE MANAGEMENT
Virtually all natural resource–rich  countries are faced with two main issues relating to the proper 
use and the price volatility of resource wealth: (1) how much of resource revenues should they 
consume and invest and how should they save the remainder, and (2) how to cope with the 
uncertainty and price volatility of resources, which affect exports, revenues, and nonresource 
GDP growth.3 As mentioned earlier, for resource-rich developing countries, determining how to 
use resource revenues is complicated by greater pressure to spend, as their development needs are 
sizable. However, it is important to consider the length of the extraction horizon. If the horizon 
is relatively long, then in the short- to medium-term identifying policies to cope with price 
uncertainty takes precedence over the issue of exhaustibility. Uncertainty, in turn, relates to the 

1 Some analysts estimated Peru’s infrastructure gap in 2012 to be around 44 percent of GDP, or about $88 billion.
2 The term “resource curse” was coined by Richard M. Auty (1993) to describe the phenomenon that many resource-rich 
developing countries often develop more slowly than countries with fewer natural resources.
3 This section draws on IMF (2012a, 2012b, 2013b).
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size of reserves, extraction potential in a given period, average prices, and the likely volatility of 
the reserves in the short term.

While estimating reserves and production levels is certainly difficult, a much greater challenge 
is how to deal with commodity price fluctuations. Given the ever-changing global environment, 
it has proven extremely difficult to forecast prices with a reasonable degree of confidence, even 
over the medium term. Large swings in prices also complicate the task of policymakers who want 
to assess whether a shock is permanent (warranting adjustment) or temporary (warranting 
smoothing). In addition, production might be disrupted by technical difficulties, accidents, 
strikes, social and political unrest, and cross-border disputes. Production forecasts may prove too 
optimistic because of delays in investment or for economic reasons (e.g., a drop in international 
demand or substitution with other commodities).

Volatility and uncertainty call for a holistic approach to natural resource management. Many 
countries deal with the unforeseen swings in resource envelopes by building up a liquidity fund 
to smooth consumption spending. Saving for precautionary (prudential) reasons is conceptually 
different from other motives, such as saving for future generations or temporarily parking revenue 
to minimize absorptive-capacity disruptions. Additional savings can be used to pay down debt, 
ramp up domestic investment spending, or invest in external financial assets (e.g., when absorp-
tive capacity constraints make it impossible to invest faster).

ROLE OF NATURAL RESOURCES IN PERU
Peru is rich in various natural resources. In recent years, Peru occupied a leading position in the 
global production of the following mineral commodities: copper (third after Chile); silver 
 (second after Mexico); tin (third after China and Indonesia); zinc (third after China and 
Australia); lead (fourth after China, Australia, and the United States); molybdenum (fourth 
after China, the United States, and Chile); and gold (sixth after China, Australia, the United 
States, Russia, and South Africa).4 In Latin America, Peru was first in the production of gold, 
lead, tin, and zinc, and second in the production of cadmium, copper, mercury, molybdenum, 
phosphate rock, selenium, and silver.

Peru also has large actual and potential reserves, including of natural gas (Table 7.1). In 2012, 
Peruvian mining production amounted to $27 billion, equivalent to about 4 percent of global 
mining production, placing the country in seventh place among the world’s largest mining pro-
ducers. Peru’s economy is relatively dependent on extraction and export of natural resources. In 
2013, Peru’s resource GDP constituted about 12 percent of nominal domestic product, compared 
to about 6 percent in 2002 (2007 base year; see Table 7.2). In real terms, however, this share 
actually decreased from over 15 percent of GDP in 2002 to about 12 percent in 2013 due to 
changes in the terms of trade. After growing at an average of 7 percent in the first half of the 
2000s in real terms, the sector’s growth rate in 2013 slowed to almost the same rate of a decade 
earlier of about 3.5 percent. Exports (which broadly follow production) accounted for 11.5 per-
cent of GDP in 2013, growing 5 percentage points in dollar terms over the past decade.

Investment in the minerals and petroleum sector in Peru has been growing at an impressive 
rate. This has been due to increased world demand (not least from China) and low extraction 
costs, but also due to the country’s macroeconomic stability, a good investment climate, and 
increasing engagement of operating companies with local communities. The stability of the 
Peruvian judicial framework has also helped encourage investment in this sector. Foreign direct 
investment—of which 70 percent goes to the extractive sector—tripled over the past decade to 

4 Data for 2013 were not fully available. Ranking may vary by ±1. Chile produces 5.7 million tons of copper, followed 
by China at 1.65 million tons and Peru at 1.3 million tons.
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some 6 percent of GDP in 2013. Investment in the minerals and hydrocarbon industries was 
about $9.7 billion and $1.7 billion in 2013, respectively, together resulting in a sevenfold increase 
since 2001 (see Figure 7.2). In 2012, Peru was fifth among global destinations for exploration of 
nonferrous  metals, behind Canada, Australia, the United States, and Mexico, and at par with 
Chile (Metals Economics Group 2013).

According to the Ministry of Energy and Mines, the estimated mining investment portfolio is 
comprised of 52 major projects, including those in the design and approval process, amounting 
to some $61 billion (Table 7.3). Most of the projects are located in Apurimac (20 percent of 

TABLE 7.2

Resource Dependency
2013

Real Sector

Mineral Value Added as Percent of Nominal GDP1 11.7
Mineral Value Added Percent of Real GDP1 12.1

Fiscal Accounts

Resource Revenue as Percent of Nominal GDP 2.8
Resource Revenue as Percent of Total Fiscal Revenue 12.5
 Excluding Metal Minerals 5.0
 Excluding Hydrocarbons 7.5
Resource Revenue from Taxes as Percent of Total Tax Revenue 14.1
Metal Minerals Revenue as Percent of Total Resource Revenue 40.0
Hydrocarbons Revenue as Percent of Total Resource Revenue 60.0
Metal Minerals Revenue of Percent of Exports Value of Metals 9.6
Hydrocarbons Revenue as Percent of Exports Value of Hydrocarbons 63.9

External Sector

Resource Exports as Percent of GDP 14.1
Resource Exports as Percent of Total Exports of Goods 67.5
 Excluding Metal Minerals 55.1
 Excluding Hydrocarbons 12.3

Sources: Central Reserve Bank of Peru; Ministry of Economy and Finance; Peru’s statistical 
 agency; and IMF staff calculations.
12007 base year. Minerals and hydrocarbons.

TABLE 7.1

Peru: Mineral Reserves, 2011 (Thousand metric tons 
unless otherwise specified)

Commodity Reserves

Coal, All Types 1,100,000
Copper 90,000
Gold Metric tons 2,762
Iron Ore 10,853
Lead 9,106
Molybdenum 450
Natural Gas Billion cubic meters 823
Natural Gas Liquids Million barrels 1,550
Petroleum Crude Million barrels 3,055
Phosphate Rock 820
Salt 100,000
Silver Metric tons 120,000
Sulfur 150,000
Tin 160
Uranium 100
Zinc 25,137

Source: Ministry of Energy and Mines of Peru (2012).
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total), Arequipa (16 percent), and Cajamarca (15 percent) (Figure 7.1). More than 45 percent of 
projects are already in the exploration stage, 15 percent are being expanded, and environmental 
studies have been approved for 36 percent of the total. Production of the country’s flagship 
 mineral—copper—is expected to double over the next several years with the coming on stream 
of four large mines (Toromocho,5 Las Bambas, Constancia, and Cerro Verde). According to the 
Hydrocarbons Committee, the portfolio of projects in the hydrocarbon sector amounted to more 
than $10 billion in 2013.6

The leading countries investing in Peru’s mining sector are China ($13.8 billion), the United 
States ($10.1 billion), and Canada ($8.9 billion). The cumulative level of mineral commodity 
investments are $38.9 billion in copper, $6.9 billion in gold, $7 billion in iron ore, $1.8 billion 
in phosphates, and $3.6 billion in polymetallic minerals, including around $1 billion in silver 
(Ministry of Energy and Mines 2013).

Resource revenue is an important source of revenue for Peru’s budget (Figure 7.2, Table 7.2). 
The significance of resource revenue is further underscored by the revenue-sharing agreements 
established by law between the central government and resource-producing regions (in particular, 
under what is known as the mining royalties canon or canon minero). These regions, in turn, are 
required to spend funds on infrastructure and education projects.

5 The Toromocho project reached the construction stage in December 2013 but production was postponed due to a 
discovery of a lower-grade copper.
6 Major projects include the southern gas pipeline, the liquefied petroleum gas pipeline between Pisco and Lima, and the 
petrochemical and oil tender.

TABLE 7.3

Investment in Minerals Industry

Local Company Name of the Project Mineral US$ Million

Expansion Stage

SPCC Fundición Copper n/a
SPCC Toquepala Copper 1,050
SPCC Refinería de Ilo Copper n/a
Compania Minera Miski Mayo S.R.L. Bayovar Phosphates 520
Shougang Hierro Peru S.A.A. Marcona Iron 1,500
Sociedad Minera Cerro Verde S.A.A. Cerro Verde Copper 4,600
Sociedad Minera El Brocal S.A.A. Colquijirca Polymetallics 432
Minera Chinalco Perú S.A. Toromocho1 Copper 1,320

Construction Stage

Anabi S.A.C. Anama Gold 40
Anglo American Quellaveco S.A. Quellaveco Copper 3,300
Bear Creek MiNING COMPANY Corani Silver 750
Fosfatos del Pacifico S.A. Fosfatos Phosphates 500
Invicta Mining Corp S.A.C. Invicta Polymetallics 93
Minera Kurikullu USA Ollachea Gold 170
Minera Ares S.A.C. Crespo Gold, silver 110
Minera Chinalco Perú S.A. Toromocho Copper 3,500
Minera Shouxin Perú S.A. Explotacion de relaves Copper, iron, zinc 239
Minera Yanacocha S.R.L. Minas Conga Copper, gold 4,800
Minera Sulliden Shahuindo S.A.C. Shahuindo Gold 208
Hudbay Minerals Inc. Constancia Copper 1,546
Xstrata Las Bambas S.A. Las Bambas Copper 5,200
Minera Suyamarca S.A.C. Inmaculada Gold, silver 370
Reliant Ventures S.A.C. San Luis Gold, silver n/a

Total Ongoing 30,248
With Submitted Environmental Studies and in Exploration (29 projects) 31,031
TOTAL 61,279

Source: Ministry of Energy and Mines (2013).
1Completed but production has not started (as of June 2014).
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Managing Peru’s mineral wealth is complex because of decentralization arrangements giving 
regional and local governments a claim on mining revenues. Subnational governments’ own-
revenues are relatively low, with their main source of income being transfers from general govern-
ment natural resource revenues. Subnational governments receive 50 percent of the canon. All 
royalties paid by mining companies are transferred to the region where exploration takes place. 
Hydrocarbon exploration companies also pay royalties, half of which are transferred to subna-
tional governments. Transfers from mining revenue can be used only for capital spending, which 
is usually underexecuted and results in subnational governments’ accumulating financial assets 
despite running overall deficits (IMF 2013a).

Based on recommendations of tax experts, mining taxation reform approved in September 
2011 aimed to increase the progressivity of the tax system, while preserving the competitiveness 
of the sector (Otto 2002). The new reforms included (1) new royalties based on operating profits 
of 1 percent to 12 percent to replace the sales-based royalties for companies with no stability con-
tracts with the government;7 (2) a new special mining tax (IEM) that goes to the central govern-
ment and is levied on a sliding scale between 2 percent and 8.4 percent of operating margins (ratio 
of operating profit divided by net sales), applicable to companies with no tax stability contracts; 

7 Tax stability contracts were offered to mining companies to ensure a stable legal, tax, and administrative environment to 
attract multinational companies in the mid-1990s.

No data
Less than 1 percent
Between 1–10 percent
More than 10 percent

Source: Ministry of Energy and Mines.

Figure 7.1 Peru: Share of the Portfolio in Mining Projects, 2013
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Figure 7.2 Mining and Revenue Investment
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and (3) a special (voluntary) levy (GEM) of 4 percent to 13 percent of profits on the extraction of 
mineral resources, targeting companies holding stability contracts. The reform was well received 
by the investor community. At the time, revenues were expected to increase by about 0.5 percent 
of GDP on an annual basis, but the sharp drop in metal prices and demand since then has lowered 
the effective tax rate.

Future growth of the extractive industry will depend on further improving the investment 
climate. In the volatile global environment that affects commodity prices, special attention is 
being placed on cultivating domestic investment conditions that safeguard previous commit-
ments and generate new investment. Political stability, a reasonable tax regime, and adherence to 
best business practices have been identified as key elements to maintaining investor interest. 
According to the World Bank’s Doing Business Indicators, Peru’s relative strength lies in protect-
ing investors, ease of getting credit, and registering property (Table 7.4). While Peru compares 
relatively well with other countries in the region, there is a need for additional measures to 
enhance competitiveness in such subcategories as enforcing contracts, resolving insolvency, deal-
ing with construction permits, ease of paying taxes, and obtaining electricity.

Peru dropped four spots in the 2014–15 global competitiveness rankings published by the 
World Economic Forum, with a ranking of 65th out of 143 economies. Peru’s relatively low rank-
ings in the functioning of institutions (118th), progress in improving education (134th), and 
technological adoption (92nd) explain the decline and support the notion of a certain exhaustion 
of the sources of Peru’s competitiveness gains of past years. Among these gains are a very strong 
macroeconomic performance (21st) and high levels of efficiency in its goods (53rd), financial 
markets (40th), and labor markets (51st), despite rigidity in hiring and firing practices (130th). 
The rankings suggest that Peru needs to strengthen its public institutions (ranked 127th) by 
increasing government efficiency (116th), fighting corruption (103rd), and improving infrastruc-
ture (88th), while also building its capacity to diversify its economy by raising the quality of 
education (134th), boosting technology adoption (92nd), and raising innovation capacity (117th).

In relation to the mining industry in particular, the Fraser Institute’s annual informal mining 
survey assesses the perceptions of 742 mining company executives in 96 jurisdictions (including 
subnational levels) with regard to various areas of optimal and suboptimal public policies that might 
affect the hospitality of a jurisdiction to mining investment (Figure 7.2, panel f; Green and Jackson 
2015).8 The survey’s Policy Potential Index is based on answers to survey policy  questions, including 

8 The survey was first conducted in 1997 (Peru was added to the sample in 1999).

TABLE 7.4

Doing Business in Selected Latin American Countries

Ranking (2014)

Brazil Chile1 Colombia Mexico Peru Uruguay

Ease of Doing Business 116 37 43 53 42 88
Starting a Business 123 32 79 48 63 43
Dealing with Construction Permits 130 84 24 40 117 154
Getting Electricity 14 40 101 133 79 23
Registering Property 107 55 53 150 22 167
Getting Credit 109 53 73 42 28 73
Protecting Investors 80 32 6 68 16 98
Paying Taxes 159 36 104 118 73 146
Trading Across Borders 124 48 94 59 55 90
Enforcing Contracts 121 70 155 71 105 105
Resolving Insolvency 135 98 25 26 110 51

Source: World Bank, Doing Business Indicators (2014).
12013.
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on such issues as uncertainty concerning the administration, interpretation, and enforcement of 
existing regulations, environmental regulations, regulatory duplication and inconsistencies, taxa-
tion, uncertainty concerning disputed land claims and protected areas, infrastructure, socioeco-
nomic agreements, political stability, labor issues, the geological database, and security. With respect 
to the region, Chile is the top-ranked jurisdiction in the Policy Potential Index, followed by Mexico, 
Argentina, and Peru. In its Mineral Potential Index, which mostly concentrates on geological 
reserves, Peru ranks fifth after Chile, Guyana, Mexico, and Argentina. Managers’ comments for the 
region showed concern about resource nationalism and mining opposition in some areas, while 
policies to formalize informal miners (Peru) and redistribute mining royalties to the local level were 
positively received by some companies. About 15 percent of respondents saw a need to improve 
Peru’s conditions for mining. While the taxation regime, infrastructure, and fairness of the legal 
process were viewed positively, socioeconomic agreements/community development conditions, 
labor regulations, and security were seen as issues that deter investment.

The preoccupation with social instability, in particular, is driven by the fact that social con-
flicts in Peru have increased by 300 percent during the last five years, with 149 recent disputes 
involving extractive industries. While mining regions within Peru have benefited from an estab-
lished transfer mechanism, local and regional governments have a limited capacity to manage 
such windfall revenue, and governance challenges appear to be limiting the benefits from mining 
at the regional and local levels. Much of the funding remains unspent, contributing to anti-
mining protests and depriving poor communities of necessary infrastructure such as water treat-
ment facilities, roads, education, and healthcare. The absence of government services may have 
created unrealistic demands—and dependency—on the mining companies.

The authorities are well aware of these challenging issues and have been working with local 
governments and investors on finding best-suited solutions to accommodate local development 
and infrastructure needs and benefit from Peru’s vast natural wealth.9 In 2013, the government 
announced reforms aimed at reducing excessive paperwork and facilitating faster granting of 
permits. In June 2014, the government took additional steps to invigorate the investment climate 
by introducing changes to the tax stability regime applicable to mining companies,10 expedite the 
approval of environmental impact studies required for investments in extractive industries, and 
streamline environmental regulations. It also increased penalties for environmental infractions 
and the powers of the Specialized Unit on Investment Monitoring of the Ministry of the 
Economy and Finance.11 However, due to limitations in capacity implementation, these reforms 
will likely need time to have an impact.

FISCAL FRAMEWORK IN PERU
The Law on Fiscal Prudence and Transparency (LPTF) was approved in December 1999. It 
included several numerical rules, including a zero fiscal deficit in general (over the cycle), an 
increase of nonfinancial general government spending below 2 percent in real terms, and expen-
diture ceilings on nonfinancial expenditure below 60 percent in the first seven months of the 
electoral year (see Chapter 6 on fiscal rules). These rules had two exceptions allowing for a fiscal 

9 The mining law (Canon Minero) includes a nonbinding consultation clause (Consulta Previa) that requires investors to 
meet with the local community to discuss the future project and identify solutions to any issues (environmental, social, 
etc.) that may arise from its implementation.
10 Some provisions with respect to stability contracts were deemed outdated and were amended in July 2014 under the 
law establishing new tax measures, simplifying procedures and permits, and promoting the pick-up of investment. The 
floors on investment and production under the stability contracts were increased to reflect the size of current investments; 
for projects above $500 million, tax rates will be set for a 15-year period. The law also allows the companies to expand 
ongoing projects under the stability contract without restarting the application process.
11 Public entities will have 45 days to evaluate environmental impact studies. A maximum penalty to be imposed during 
the next three years for environmental infractions will be 50 percent of the corresponding amount set in existing legislation.
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deficit below 2 percent of GDP: one for emergency situations and another for recessions. 
Transparency of the fiscal process has also improved by periodically publishing information on 
the Economic Transparency Portal (Portal de Transparencia Económica), presenting a multiyear 
budgeting framework, mandating a pre-election fiscal report together with an annual review of 
contingent fiscal risks and tax expenditure to be published in the annual budget, and preparing 
a quarterly report on budget expansions and their implications for the macroeconomic frame-
work. In early 2003, the LPTF was amended to (1) allow a more realistic adjustment period for 
the medium-term fiscal target following a recession, (2) require automatic adjustments in fiscal 
policy when it is off-track in nonrecessionary years, and (3) extend rules of fiscal discipline to all 
levels of government.

The Fiscal Stabilization Fund (FSF) was approved together with the LPTF and created with 
75 percent of privatization proceeds and 50 percent of concessions. Its resources were to be 
mainly dedicated to poverty alleviation programs, and activated when current revenue was at least 
0.3 percent of GDP below its average in the last three years. The FSF was to accumulate 10 per-
cent of privatization proceeds and 10 percent of concessional fees, use a portion of a fiscal surplus 
of the previous year, and be capped at 4 percent of GDP.

This fiscal regime served the country relatively well. By limiting real current spending at a rate 
lower than the growth of the economy, it was highly successful in reducing Peru’s debt from 
44 percent to 20 percent of GDP from 2004 to 2013, and the public sector now boasts financial 
assets of some 15 percent of GDP. However, the LPTF fell short of providing an adequate fiscal 
anchor and a framework to deal with commodity-related challenges, did not prevent procyclical-
ity, and was not applied consistently in its coverage (IMF 2010, 2012c). Fiscal policy was procy-
clical in 2008 due to increased spending beyond the limits imposed by the LPTF, as well as in 
2010, despite the rapid recovery of output following the 2009 global financial crisis. Moreover, 
the LPTF allowed for discretional changes in tax rates, as in 2011, when the authorities reduced 
several tax rates, which was procyclical. Expenditure caps were changed several times, including 
through the use of deflators and targets for real growth rates and transactional coverage used to 
set the cap (i.e., from current to consumption expenditures). Moreover, the institutional coverage 
of the rule was not applied consistently across subsectors because expenditure caps applied only 
to the central government, while the overall deficit limit covered the nonfinancial public sector. 
The use of exceptional clauses proved to be challenging, and there was no direct mechanism for 
saving high-cycle commodity revenues, despite the existence of the FSF. Finally, subnational 
governments were constrained by a different set of rules.

To address the aforementioned shortcomings, the LPTF was amended in October 2013 to be 
applied to the 2015 budget.12 The revised framework, among other things, outlines a stronger 
regulatory structure though a more comprehensive spending rule, creates an independent body 
to contribute to the technical analysis of fiscal and macro policy, and introduces corrective actions 
in cases of breaches in the fiscal rule. Some detailed provisions include the following:

• Structural fiscal objective. After general elections, the new administration within 90 days of 
taking office has to present a declaration of the macrofiscal policy for the period of the 
presidential mandate, with a numerical structural fiscal objective for the presidential period 
that should not exceed a deficit of 1 percent of GDP.13,14

12 The design of the new fiscal framework followed the recommendations of the commission of experts appointed in 2012, 
and involved the participation of the central bank, technical assistance from the IMF, and input from independent experts 
to provide more transparency and commitment to the process.
13 The structural fiscal balance corrects for the business cycle (which affects nonmining revenues) and deviations of metal 
prices from a long-term price (which affects mining-related revenues).
14 An official methodology to calculate the structural fiscal target, based on the nonbinding opinion of an expert commit-
tee, was adopted in 2014. Under this methodology, noncommodity-related revenues are adjusted by the nonprimary GDP 
output gap. Direct taxes and royalties levied on the mining and hydrocarbon sectors (i.e., natural resource revenue) are 
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• Budgetary implications. The limit of nonfinancial public spending has to be aligned to the 
structural fiscal objective as well as the assumptions on revenues consistent with the business 
cycle and commodity prices. The limit can be altered if spending in the previous year was 
less than budgeted. In that case, the amount of the subsequent year’s spending can be 
adjusted upward by no more than 0.2 percent of GDP.

• Countercyclical policy. If there is a positive or negative output gap of at least 2 percent of 
potential GDP, the spending limit should be adjusted through transitory countercyclical 
measures that together cannot exceed 0.5 percent of GDP.

• Fiscal revenues. If measures are adopted to generate a permanent increase in fiscal revenues 
of at least 0.3 percent of GDP, the spending limit can be adjusted by the same amount.

• Regional and local governments. The level of debt cannot be more than 100 percent of the 
average total current revenues of the past four years, and the annual growth of nonfinancial 
expenditure cannot be more than the moving average growth of annual revenues over the 
past four years. The governments can only borrow under the state guarantee and only for 
capital projects.

• Corrective measures. In case of deviations from the spending limit, corrective measures are to 
be taken within two years if overspending is below 1⁄2 percent of GDP, and immediately if 
it is above this threshold, with an exception for those years when there is a negative output 
gap of more than 2 percent of potential GDP.

ALTERNATIVE FISCAL BALANCE TARGETS 
AND SUSTAINABLE INVESTMENT APPROACH
Simulating Alternative Fiscal Rules Based on 
the Permanent Income Hypothesis

While Peru’s new fiscal framework establishes an important structural anchor, targeting a 
 nonresource primary balance could be an alternative that would also help generate a certain level 
of savings. Above the line, the overall fiscal balance can be decomposed into resource revenues, 
nonresource revenues, primary expenditure, income from financial assets, and interest payments on 
the stock of liabilities. The overall fiscal balance is also equal to the change in the net financial assets. 
Below the line, the nonresource primary balance is defined as the difference between nonresource 
revenues minus primary expenditure. Resource-rich countries often run overall fiscal surpluses, 
which can facilitate the accumulation of substantial financial assets over time, but the nonresource 
primary balance is often in deficit. In this exercise, the nonresource primary balance is anchored 
around the expenditure envelope that could be maintained over the long term and is consistent 
with the stabilization of net resource wealth. Over long horizons, the net present value (NPV) of 
future resource revenues should be equal to the NPV of future nonresource primary balances. Over 
a shorter horizon, a stable level of net wealth should be maintained. Simulations can help analyze 
and visualize the trade-offs associated with alternative permanent income hypothesis (PIH)-based 

instead assumed to depend on a Peru-specific export price index that reflects the country’s commodity-related export 
basket (no cyclical adjustment is made to expenditures, capital revenue, or the balance of state-owned enterprises). To 
calculate the price gap between current and structural prices (to be used to compute structural resource revenue), the 
methodology assumes a 30-year price cycle according to which current market prices would steadily decline over the next 
20 years, converging to pre-2002 levels by 2033. Then, structural prices are derived using an HP filter over the 1980–2033 
price series, and the price gap is obtained as a difference. The methodology can be revised every three years and is to be 
assessed by the fiscal council. It can be accessed at http://www.mef.gob.pe/contenidos/archivos/descarga/informe_metodo 
logia_estructural.pdf.
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approaches.15 A comparison of the primary balance path under the three approaches (which are 
more or less accommodative to public investment) gives policymakers a better understanding of the 
trade-offs implied when deciding to invest or save. The framework provides estimates for long-term 
paths of nonresource primary balance and financial savings under different scenarios.

The PIH-based rule

 ° Intertemporal budget constraint. To be sustained for an infinitely long period, the annual level 
of the primary balance should be equal to the return on net wealth, adjusting for inflation.

 ° Inadequacy. However, the PIH-based rule might be inadequate for resource-rich 
developing countries, as some tilting of consumption paths toward relatively poorer 
current generations may be welfare-improving.

The modified PIH (MPIH)-based rule

 ° Scaling up. This approach accommodates the scaling up of public investment.
 ° Frontloading. This assumes that the government frontloads investment spending above 
the baseline forecasts until the last year of investment frontloading, year F. The additional 
frontloaded capital spending could be financed by “saving” less natural resource revenue 
during the scaling-up period.

 ° Possible policy failure. The approach is based on two additional assumptions: (1) the 
frontloading investment may not have a growth impact; and (2) over the long run (year T ), 
the level of financial wealth from this frontloaded investment scenario has to be equal to 
the level from the usual PIH fiscal framework, requiring some future adjustment.

 ° Future adjustment. These two assumptions together imply that the frontloaded investment 
has to be fully compensated for by a fiscal adjustment in the medium term (spread over 
T − F years). Hence, the level of financial wealth after year T would be the same for the 
two alternative fiscal paths.

 ° Outlines worst case scenario. The MPIH approach provides a measure of possible future 
fiscal adjustment needs if the scaling up of investment does not have an impact on 
growth. It therefore provides a future fiscal adjustment path in a worst-case scenario where 
higher public investment has no impact on growth and hence provides a measure of the 
potential implications for future fiscal adjustment.

The fiscal stability framework–based rule

 ° Tolerates lower savings. This approach stabilizes net wealth at lower levels than the PIH or 
the MPIH. Higher investment is assumed to have a positive impact on growth, which 
generates higher nonresource revenue, but also increases operation and maintenance outlays.

 ° Asset substitution strategy. The intuition behind this framework is that instead of 
accumulating higher financial savings, the country has accumulated higher physical assets 
that also provide a fiscal and social return.

Several key assumptions underpin the simulations in the case of Peru: (1) hydrocarbon reserves 
last until 2050 at 2013 production rates, (2) other commodities have various production horizons 
ranging between 5 and 50 years, (3) the nonresource sector grows at a constant growth rate of 
4 percent in real terms per year, (4) the hydrocarbon and mineral revenue share accruing to the 
government remains constant, and (5) inflation is at 2 percent per year, while the average real rate 
of return on financial assets is 1 percentage point above the nonresource growth rate. The 
 simulations compute fiscal sustainability benchmarks and enable a comparison of the paths for 

15 The simulations were generated with a model developed by the IMF’s Fiscal Affairs Department (IMF 2012b).
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the nonresource primary deficit, financial wealth, primary expenditure, and nonresource revenue 
for three alternative PIH-based rules (Figure 7.3):

• The traditional PIH rule, where the nonresource primary balance remains constant over time 
and is financed with the rate of return on the NPV of projected resource revenues. In this 
case, the PIH sustainability benchmark is equal to about −7 percent of nonresource GDP.

• The modified PIH rule, which allows for an increase in the nonresource primary balance 
above the PIH sustainability benchmark by about 1 percentage points of nonresource GDP 
per year on average during 2013–19 (if investment increases 20 percent a year). The 
simulation provides an estimate of the intertemporal trade-off between an increase in 
spending in the short term and future fiscal adjustment needs, given that the additional 
investment is not expected to generate higher growth. As shown in Figure 7.3, the 
frontloaded investment would need to be offset with a consolidation effort of about 
0.2 percent of nonresource GDP per year on average, smoothed over 18 years, in order to 
return to the PIH benchmark of about −1 percent by 2036.

• The fiscal sustainability framework, which incorporates the positive impact of higher public 
investment on growth and nonresource revenues, and generates a fiscally sustainable path that 
is consistent with a lower level of financial wealth. Under this approach, fiscal spending can still 
be stabilized at a higher level because part of the resource wealth has been transformed into 
physical assets, and higher growth will have “fiscal returns” through larger nonresource revenues 
and notwithstanding lower financial wealth relative to the PIH and MPIH approaches.
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Structural Primary Balance-Based Sustainability Framework

As discussed above, the choice of fiscal targets should also depend on the duration of the resource 
reserve horizons. For resource-rich developing countries with short reserve horizons, exhaustibil-
ity is the main concern, and the key fiscal indicator to assess the fiscal stance should be the 
nonresource primary balance—in some variant of the framework described above. However, 
excluding resource revenues from fiscal targets (as the nonresource primary balance rule suggests) 
is less relevant to countries with relatively long horizons (Peru) and to countries that derive an 
increasingly large part of their revenue from natural resources. In this case, a structural primary 
balance is a more relevant target that complements the nonresource primary balance indicator.

To address cyclicality and sustainability issues, targeting a structural primary balance with 
some sort of price smoothing and/or expenditure growth rules would be appropriate.16 While 
a price-based smoothing rule does not offer a direct link to sustainability benchmarks, it can 
help support solvency through prudent forecasting of structural revenues by deliberately under- 
projecting the sustainable resource price.17 On the other hand, an expenditure growth rule can 
help to limit procyclicality and help guide the scaling up of public investment. Figure 7.4 
presents the results for overall balances and savings when targeting a structural primary balance 
of between −1 percent and 1 percent of GDP under a 5/1/5 rule.18

16 See IMF (2010, 2012c) on considerations for structural rules options.
17 The IMF’s Fiscal Affairs Department model also facilitates the simulations of alternative price-based fiscal rules. This 
would not be a straightforward exercise to apply in Peru, as it depends on several commodity prices, different production 
capacities, and resource horizons. If considered, however, results may point to the trade-offs of alternative price-based rules 
in terms of smoothing out volatility and generating different levels of financial assets. For a given price formula, higher/lower 
structural targets would be associated with an increase/decrease in the level of financial savings over time. The Fiscal Affairs 
Department model is not yet set up to accommodate multiple commodities (which is the case in Peru). For scenarios that 
take into account different production horizons and reserves to calculate the government’s intake from the resource revenue, 
outcomes were normalized by a constant relative price of copper to project an overall metals production level.
18 The 5/1/5 rule uses five years of past prices, the current year price, and a five-year projection for the calculation.
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Alternatives for Peru

In Peru, considerations for savings need to be balanced against expenditure needs that could 
boost potential economic growth. As mentioned, Peru has pressing social needs (with high 
levels of poverty in rural areas) and ranks relatively low in education and human capital. There 
are also large public infrastructure investment needs that could enhance economic growth in 
the future. While Peru compares favorably with its South American neighbors in terms of its 
overall ratio of investment to GDP, with private investment averaging 22 percent of GDP 
against 19 percent for the rest of South America, it does not come out as well when it comes to 
public sector investment, which averages less than 4 percent against more than 5 percent for the 
region, although efforts have been made in the past few years to raise the average (see Figure 7.2). 
Besides other fiscal pressures and priorities, this relatively low spending on public investment 
could also be explained by short- and medium-term capacity constraints that have hampered 
its effectiveness and execution.19 Therefore, Peru is, perhaps, best placed to take a gradual 
approach to increasing investment spending (PIH) and save more of its resource revenues in 
financial assets, even if only temporarily, while investment capacity is built domestically. 
Sustainable—or gradual—investing will also continue to mitigate Dutch disease and reduce 
the costs of absorptive capacity constraints.

However, the need to close the infrastructure gap may require an alternative fiscal framework. 
The PIH, or even the MPIH, could be seen as too constraining for Peru’s circumstances, since 
public investment is not very high by emerging market standards. Peru could thus consider 
applying the fiscal sustainability framework with a fast scale up of investment spending. This 
would be consistent with recent IMF guidance for resource-rich developing countries with rela-
tively longer reserve horizons, which puts less emphasis on the issue of the exhaustibility of 
resources for medium-term planning. Introducing a fiscal sustainability framework, however, 
would require expedient improvements in capacity constraints and a good public understanding 
of the rule to generate better support for its credibility and enforcement. Furthermore, to ensure 
quality and continuity of investment, there is merit to first developing a long-term national 
infrastructure plan.

Taking the above considerations into account, it would seem most appropriate to target a 
structural primary balance supported by price rules. Simulations show that with a structural 
primary balance rule of −1 percent of GDP, the cumulative financial saving would be negative, 
whereas with a zero structural primary balance target the cumulative saving would be nil by 2040, 
around the time when copper reserves are projected to be exhausted (see Figure 7.4). A target of 
a structural primary balance of 1 percent of GDP seems more reasonable and would generate a 
cumulative financial saving of over 40 percent of nonresource GDP over the same period at the 
overall nonfinancial public sector balance. Over the past decade, Peru has averaged an overall 
nonfinancial public sector surplus of almost 1 percent of nonresource GDP and 1.8 percent in 
structural primary balance to GDP (Figure 7.5). Peru’s new fiscal framework gives an opportunity 
to implicitly target a structural balance in the medium term, and the authorities would be well 
advised to aim for structural primary surpluses between 1⁄2 percent and 1 percent of GDP to suc-
cessfully pursue multipronged objectives of sustainability, continuing to accumulate buffers and 
savings, and persevering with the investment and development agenda.

19 Capital spending execution has averaged about 85 percent of the budgeted amounts over the past several years.
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CHAPTER 8

The Tax System and Administration as 
Pillars for Solid Fiscal Accounts

RICARDO FENOCHIETTO, LAURA CALDERÓN, MARCO CAMACHO, 
AND PATRICIO CASTRO

There have been many reforms of the Peruvian tax system and administration over the past four decades, 
although major challenges remain. The tax system has been beset with serious problems during the period, 
including lack of stability in tax laws and regulations, widespread informality and tax noncompliance, and 
a proliferation of exemptions. To some extent these continue to impede efficiency today, although significant 
steps have been taken to modernize the tax system in line with international trends. While tax pressure in Peru 
is relatively low, it is not because of low tax rates, which compare well with other countries, but rather as a 
result of the problems identified above. A specific concern that still needs to be addressed is that Peru’s depend-
ence on taxes from natural resources makes it vulnerable to price fluctuations. Further improving equity and 
eliminating distortions are also important priorities going forward. Progressive reform of the tax administra-
tion in the 1990s and 2000s transformed the system into a high-quality and reasonably efficient administra-
tion that saw tax collection improve on average by 4 percent of GDP over the period. Nonetheless, the tax 
administration still needs to tackle some challenges that could help support Peruvian tax policy reforms.1

Today Peru has a modern tax system that follows international practices and a relatively efficient 
tax administration that boasts highly qualified staff, operates under strategic management prin-
ciples, and widely applies information technology (IT) in its services. Although tax and nontax 
revenues have increased only marginally since the 1970s (Table 8.1), significant changes in both 
tax policy and administration have transformed the tax system.2 The transition from a regime 
plagued with exemptions, small taxes, fees (most with cascading effects), and very high customs 
duties to a system of reasonably high-quality and efficient tax administration was not easy and 
took several decades. That said, the current tax system is not without weaknesses and the author-
ities continue to take important steps to further improve its quality.

THE EVOLUTION OF THE TAX SYSTEM
The 1980s

Peru’s tax system during the 1980s was characterized by a large number of taxes with multiple 
rates, and continuous changes to the system. The value-added tax (VAT) had up to eight rates 
that varied between 6 percent and 18 percent. The global income tax system, which had 

The authors are grateful to Enrique Rojas, John Norregaard, Svetlana Vtyurina, and Eduardo Sotelo for their comments 
and suggestions during the drafting of this chapter.
1  This chapter uses the term “tax administration” to refer to both customs and domestic tax administration.
2  This chapter includes the analysis of nontax collection also because it primarily consists of royalties and other revenue 
from the mining sector, which in some ways could be a replacement or substitute for the corporate income tax. On the 
other hand, the chapter does not include subnational government revenue due to the lack of data for most of the period 
(subnational government revenues have not been significant—in 2013 they accounted for only 0.47 percent of GDP).
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replaced a  schedular tax system in 1968, was modified several times during the decade.3 The 
personal income tax (PIT) went from having 24 rates to having “only” nine in 1989, while the 
number of corporate income tax (CIT) rates went from four to one (35 percent). The number 
of deductions in both the PIT and the CIT increased significantly, eroding the tax base and 
complicating tax administration.

In 1982, an important milestone in tax policy was the creation of the general sales tax (GST), 
a type of VAT that replaced the previous consumption and production taxes.4 The GST was 
complemented with excise taxes,5 and the first simplified scheme for small taxpayers. Several tax 
exemptions were created for certain goods as well as for transactions in border areas and depart-
ments in the Amazon. Most of them remain in force today.

Excise taxes were established primarily for revenue purposes and imposed on fuel and luxury 
goods. They were central instruments of tax policy and used to compensate for the reduction of 
public resources due to fluctuating commodity prices and the effects of natural disasters related 
to ocean warming (the El Niño phenomenon). For most of the 1980s, these taxes were the most 
important in terms of revenue, generating on average 29 percent of the total.

While tax policies changed substantially, there were no major improvements in tax adminis-
tration operations or regulations. Repeated reorganizations were carried out with the support of 
international organizations, but the results always fell short of initial goals. The National 
Superintendency of Tax Administration (Superintendencia Nacional de Administración Tributaria 
[SUNAT]) was created in 1989, but a fundamental reform of the tax administration was not 
carried out until the early 1990s.

In this context, total tax revenues reached on average only 12.6 percent of GDP (see 
Table 8.1). Income taxes (PIT and CIT) reached levels of slightly over 2 percent of GDP, the GST 
3 percent, and excise taxes 3.7 percent. In sum, the decade closed with a weak tax system plagued 
with exemptions and multiple rates that did not reflect any long-term vision.

3 A global income tax is one levied (typically at progressive rates) on the sum of the taxpayer’s income from all sources; 
this is in contrast to a schedular tax system, under which different types of income (wages, interest, etc.) are taxed 
 separately.
4 The abbreviation VAT is used to refer to value-added taxes in general, and the abbreviation GST refers to the Peruvian 
value-added tax (Impuesto General a las Ventas).
5 The creation of the excise taxes, which were mainly applied to sumptuary goods, had revenue purposes. During this 
decade, these taxes were the most important and constituted on average 29 percent of total revenue.

TABLE 8.1

Peru: Annual Average Tax Revenue by Decade, Excluding Social Security 
(Percent of GDP)

1971–80 1981–90 1991–2000 2001–10 2011–14

Total 14.6 12.6 13.4 14.5 16.4
Income1 3.9 2.3 2.7 5.1 7.0
 Individuals 1.3 1.7 2.5
 Corporations 1.9 3.4 4.6
Property 0.7 0.6 0.2 0.0 0.0
Export 1.1 0.3 0.0 0.0 0.0
Import 2.7 2.5 1.7 1.0 0.3
Value-added Tax 4.3 3.2 5.8 7.5 8.7
Excise 1.7 3.7 2.6 1.6 1.0
Other 0.8 0.9 1.1 1.1 1.4
Tax Refunds −0.6 −1.0 −0.7 −1.7 −2.1

Source: IMF staff estimates.
1Data for personal and corporate income taxes are available since 1994.
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The 1990s

The beginning of the 1990s in Peru was marked by hyperinflation, sharp recession, isolation of 
the economy from the international financial system, and terrorism. With the fiscal deficit reach-
ing record levels, not least due to tax revenues approaching their lowest mark of 8.4 percent of 
GDP in 1989, the Peruvian government embarked on a consolidation path.6

A set of legislative decrees introduced important tax policy reforms that incorporated the 
principles of efficiency and equity, and eliminated more than 60 small taxes and fees and 
40 exemptions. The tax system was based on four pillars: the GST, the CIT and PIT, excise taxes, 
and customs duties. A simplified scheme (Regimen Unico Simplificado, RUS) was also introduced 
for small taxpayers. In 1989, SUNAT (domestic taxes) and SUNAD (customs, Superintendencia 
Nacional de Aduanas) became autonomous institutions. To a large extent, as a result of these 
changes, revenue increased from 8.4 percent of GDP in 1989 to 13.2 percent in 1999.

On the administration side, the comprehensive modernization of SUNAT in 1991 was one of 
the most important changes of the decade. A number of significant improvements to the institu-
tion included hiring and training new and qualified staff, increasing salaries in line with new staff 
responsibilities, acquiring new buildings, creating a large taxpayer unit, and upgrading technol-
ogy. In addition, an invoice system was put in place, among other measures taken to improve tax 
compliance. In 1994, a short-term revenue improvement plan, developed jointly by SUNAT and 
the IMF Fiscal Affairs Department, was successfully completed, and subsequently contributed to 
the increases in tax revenue described above.

Despite these improvements, there was still room to make SUNAT and collection more effi-
cient. Noncompliance was still higher than regional averages. In 1992, for example, Peru had a 
broad-based GST with a rate of 18 percent that yielded only 2.4 percent of GDP.7 This level of 
performance was low by international standards and reflected a high level of evasion in all sectors 
of the economy, especially among large taxpayers. SUNAT had to implement audit and control 
programs to cover all sectors and taxpayers, as the collection control system of tax returns and 
payments for large taxpayers had been extended to SUNAT’s regional departments. Coverage of 
small and medium-sized taxpayers was still weak.

The significant improvements in tax policy and administration during the 1990s eventually 
contributed to raising total revenue to 13.4 percent of GDP on average over the decade (see Table 8.1) 
and to a peak of 14.7 percent in 1997. This helped restore the country’s public sector accounts to 
balance. However, in the late 1990s Peru’s economy weakened, mainly as a result of adverse external 
shocks (a liquidity squeeze stemming from the international financial crisis) that reduced the terms 
of trade, the negative effects of the El Niño weather phenomenon, domestic political turmoil, and 
slow progress in structural reforms. In particular, consensus had not yet been achieved on the need 
to eliminate important regional and sectoral exemptions from both the income tax and the GST.

To get immediate and short-term gains in revenue, the government began to introduce several 
moratoriums (amnesties and fractional amnesties known as fraccionamientos) in 1996 and 1997 
that contributed to decelerating revenue growth in the final years of the decade.8 In order to 
stimulate the slow-growing economy, the government continued granting more benefits and 
relief that kept eroding the tax base. The tax administration was also weakened due to the 
 granting of new amnesties. As a result, and despite the positive effect of certain tax administration 
measures, revenues began to weaken again, declining to 12.8 percent by 2001.

6 See Chapter 5 on fiscal policies.
7 During the later years of the 1990s, the GST base was broadened by way of eliminating several exemptions (some of 
them products of the agricultural sector) that were subsequently reimposed at the end of the decade.
8 SUNAT had to divert resources to administer tax relief and moratoriums that could have been used for audits and other 
essential functions. In addition, the tax relief and moratoriums probably affected taxpayer behavior by prompting them 
to expect new tax relief in the future.
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The New Millennium

Following the road taken in the late 1990s, and departing from international best practices, the 
government approved four general tax amnesties in 2002 (including the fraccionamientos). The 
number of amnesties approved signaled to taxpayers that these were not one-off events. The amnes-
ties covered tax obligations under previous amnesties and under litigation as well. It was clear that 
the number of tax amnesties and the benefits they included would undermine compliance.

Contrary to expectations, the amnesties did not generate enough revenue, and collection fell 
in 2002. To offset the reduction in revenue, the government introduced a comprehensive reform 
in 2002 that included tax policy and administration measures to strengthen collection and con-
trol. The reforms yielded an increase in collection of 0.8 percent of GDP. The administrative 
measures mainly involved an audit plan for large taxpayers, the unification of SUNAT and 
SUNAD (with their own budgets, retaining 2 percent of collections), the introduction of a with-
holding system for the GST, and intensification of the control of tax collection and GST refunds.

The tax policy measures aimed to increase tax bases and improve the neutrality of the tax 
system. Main measures included elimination of a few GST exemptions (on fertilizers and for 
specific regions of the country, with a portion of the increased revenue to be allocated to poverty 
relief programs in these same regions), an increase of the top marginal PIT rate from 27 percent 
to 30 percent and of the excise on kerosene, and introduction of an advance payment scheme for 
the minimum CIT. To increase the transparency of the tax system, the reform also provided for 
inclusion of tax expenditures in the budget starting in 2003.

To further support collection, the government introduced the controversial banking transac-
tion tax at a rate of 0.15 percent and the temporary tax on net assets (minimum CIT) at a rate 
of 0.6 percent, to take effect in 2004. It is worth mentioning that the banking transaction tax 
rate was progressively reduced to 0.05 percent by 2010 and to 0.005 percent in 2011. It thus 
became more important as a source of information than as a collection tool. The reform also 
redefined the concept of excise taxes: as of 2004, excise taxes began to be set taking into account 
negative externalities and not only for revenue purposes as in preceding years.

Revenue began to recover starting in 2005, reaching 14.4 percent of GDP. Significant gains 
were also achieved in CIT collection that year due to high mineral prices. The extension of the 
coverage of GST withholding schemes also contributed to the GST’s good revenue performance. 
In the mid-2000s, further changes in tax policy were undertaken, including (1) the reduction of 
specific excise tax rates on petroleum products (diesel, particularly) to mitigate the impact of 
higher world oil prices on the economy (June 2004), and (2) the introduction of a royalty on the 
gross income of mining companies (June 2005). In 2011, the government began to work in close 
cooperation with Congress on a proposal to change the base of royalties from gross sales to a 
proxy of profits (with less adverse effects on investment).

As a consequence, collection increased to 16.4 percent of GDP in 2007. However, the global 
financial crisis in 2008 negatively affected economic growth and thus Peru’s revenue performance, 
with the tax-to-GDP ratio falling to 14.4 percent of GDP by end-2009 (Annex 8.1). Other 
factors also contributed to this decline. For example, tax revenue was affected by the elimination 
of custom duties associated with the free trade agreement with the United States.9 Starting in 
2010, the income tax base was broadened: a dual tax system was introduced aimed at taxing 

9 The Andean Trade Promotion and Drug Eradication Act, in place from 2002 to 2005, had been a scheme of trade 
preferences extended by the United States to Peru and other countries of the region. In contrast, the Peruvian free trade 
agreement with the United States was a permanent framework that provided a more secure environment for trade and 
investment decisions. The agreement has a broader scope than that of the Andean Trade Promotion and Drug Eradication 
Act, including reciprocal commitments on trade in goods and services, investment, labor legislation, and intellectual 
property rights. The free trade agreement was ratified by the Peruvian Congress in June 2006. With the ratification of the 
agreement, Peru immediately eliminated tariffs on around 80 percent of its imports from the United States; tariffs on 
sensitive products were eliminated gradually over 5, 7, and 10 years.
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interest and capital gains at a rate of 6.25 percent (dividends were already taxed), and the tax 
benefits for refurbishing used cars provided via CETICOS (Centro de Exportación, Transformación, 
Industria, Comercialización y Servicios) expired and were not extended.

The Peruvian government also embarked on a fiscal decentralization process during the 
2000s.10 Once the 2004 Fiscal Decentralization Law was approved, regions pressed to speed up 
the transfer of functions to subnational governments. As a result, by the end of 2007, the central 
government transferred 185 functions to regional governments. By 2009, Peru had a growing and 
dynamic mining sector and mining regions were slated to receive greater income from the reve-
nues generated by mining.11 Private mining companies agreed to make voluntary contributions 
to social and infrastructure spending in regions in which they operated. However, revenue from 
the mining sector did not exceed 0.1 percent of GDP and the general perception was that the 
maximum contribution was far from being reached. To address this, the authorities introduced a 
more progressive mechanism in 2011 (Annex 8.2).

Perhaps the most relevant event during this period, at least on the administrative side, was the 
merger of the tax and customs administrations into a single agency in 2003. The trend to establish 
a single revenue agency started with the creation of such an agency in Spain in 1992.12 This was soon 
followed in Latin America by Mexico (1995), Argentina (1997), Guatemala (1997), and Colombia 
(1998). Thus, when Peru undertook this merger it was adhering to a rather successful model in the 
region. However, the design of the law diverged from regional models. In Peru the merger was con-
ceived as “absorption” (the law called it a fusión por absorción) of customs by the tax administration, 
rather than a merger of roughly equal agencies. This created a number of organizational problems 
for SUNAT, not least of which was that customs staff felt that they had lost relevance and impor-
tance in the new organization, and resources and IT systems were not distributed evenly.13

The authorities sought to deal with the challenges created by the merger. With the help of 
IMF technical assistance, a number of measures were identified as part of SUNAT’s moderniza-
tion strategy to improve taxpayer services and trade facilitation, enhance control of taxpayer 
compliance, and increase revenue collection. A comprehensive Compliance Improvement 
Program (CIP) was established and put in place measures to strengthen audit, collection, and 
enforcement strategies to better address compliance risks. The establishment of the CIP in 2012 
and the implementation of these measures have signaled a period of profound change for 
SUNAT. This has included a comprehensive redesign of its organizational structure to better 
balance integration of the two lines of business, a new career system for SUNAT staff, and a new 
coordinated border management strategy. Other parts of the reform strategy included updating 
the strategic plan to incorporate new reform priorities, developing a corporate IT strategic plan 
aimed at integrating the disparate IT platforms for domestic taxes and customs systems, and 
strengthening communications to enhance ownership across SUNAT.

The measures put in place have succeeded in strengthening tax revenue. During the first 
 decade of the 2000s, the tax revenue-to-GDP ratio averaged 14.5 percent, while from 2011–14 
this average rose to 16.5 percent (see Table 8.1) Excise tax yields have fallen as income tax revenue 
has risen. Excise taxes dropped from 1.9 percent in 2000 to 1 percent in 2013, while income taxes 
rose from 2.9 percent to 6.7 percent over the same period.

10 See Chapter 10 on fiscal decentralization.
11 In 2010, Peru was the second largest global producer of copper and the sixth largest producer of gold. Peru fell to third 
place in copper production in 2013 due to China’s increase in production.
12 Brazil’s Receita Federal had been united since the late 1970s, but it was seen as an exceptional case.
13 The resulting organization was unbalanced and struggled for a while with the fact that there were two different career 
systems with different salary scales and rules for the two lines of business, as well as different sets of procedures for func-
tions that could have benefited from common strategies—such as revenue collection, risk management, and arrears col-
lections. Although several analysts pointed to these imbalances and recommended a number of measures to mitigate the 
risks thus created, it was not until 2011 that the structural problems originated in the merger began to be addressed. Even 
now, however, existing operational systems for domestic taxes and customs duties are not integrated.
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THE CURRENT TAX SYSTEM
Tax Policy

The current Peruvian tax system is made up of four main taxes (the GST, PIT and CIT, excise tax, 
and import tax) and some low-yield taxes. Peruvian tax rates are around the average in other Latin 
American countries and the taxes are in line with principles of revenue adequacy, efficiency, and equity. 
Currently, these rates are being lowered in order to accomplish important  macroeconomic objectives.

Central government tax revenue increased from 12 percent of GDP in 1970 to 16.6 percent 
in 2014 (Figure 8.1). This reflected the impact of economic growth, as well as sound tax policy 
and administrative measures, such as the reduction of noncompliance, the broadening of tax 
bases, and the development of a fiscal regime for the mining sector. During this period, inefficient 
taxes were eliminated and revenue was concentrated in the GST (its collection more than dou-
bled) and income taxes. GST noncompliance was reduced from 46.3 percent of potential revenue 
in 2001 to 29 percent in 2012. SUNAT maintains reasonable levels of efficacy and efficiency. 
Nevertheless, evasion remains high considering Peru’s level of development and when compared 
to similar countries in Latin America.

The composition of central government tax revenue has also changed (Figure 8.2). The share 
of the GST and taxes on income increased from 46 to 78 percent of total revenue, while trade 
taxes declined from almost 22 percent to less than 3 percent. The elimination of the tax on com-
panies’ assets and the assignment of the property tax to local governments explain the reduction 
of wealth tax revenues. The elimination of export taxes and trade liberalization explains the reduc-
tion of trade taxes. More than 70 “small” taxes with very low levels of revenue were eliminated.

The GST is the main source of tax revenue, followed by taxes on income. In 2014, the GST 
accounted for 6.8 percent of GDP (net of refunds), or 36.5 percent of total revenues, while the 
CIT yielded 21.6 percent of total revenue and the PIT 15.4 percent. Taking into account the 
inexistence of turnover taxes and the low level of revenue from customs duties (0.03 percent of 
GDP) and the banking transaction tax (BTT), Peru today has a relatively efficient tax system.14 
The GST has a relatively wide base and only one rate of 18 percent (of which 2 percentage points 
are allocated to the Regional Promotion Fund). Its productivity and efficiency have increased 
significantly, while GST noncompliance has been significantly reduced (Figure 8.3 and Box 8.1).

14 The banking transaction tax rate has been reduced to only 0.05 percent, with its main objective to inform SUNAT of 
bank transactions.
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Figure 8.1 Peru: Central Government Tax Revenue (Percent of GDP)
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The design of both the PIT and CIT in Peru is solidly in accordance with general principles 
of taxation. Due to improvements in control, the elimination of some exemptions, the introduc-
tion of the minimum CIT on net wealth, and economic growth, income tax revenue increased 
significantly over the past decade (from 4.5 percent in 2005 to 7 percent in 2014; see Annex 8.1). 
Both CIT and PIT rates are near the average of the region, thus avoiding any distortion of com-
petition (Table 8.2). Peru’s standard CIT rate in 2014 (30 percent) was somewhat higher than 
the regional average (27.3 percent), as was the top PIT rate (30 percent in Peru and 27.5 percent 

Source: IMF staff with data from the Ministry of the Economy and Finance and the National Superintendency of Tax Administration (SUNAT).

Figure 8.2 Peru: Composition of Central Government Tax Revenues, 1970–79 and 2014–15 (Percent)
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Figure 8.3 Peru: Value-Added Tax Productivity, Efficiency, and Gap
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BOX 8.1. The Value-Added Tax C-Effi  ciency Ratio

A common measure of value-added tax (VAT) performance is the ratio of its revenue to consumption (GDP) 
divided by the VAT rate. This measure is commonly referred to as the C-efficiency ratio (VAT productivity when 
the GDP is used instead of consumption). It represents the percentage of consumption (GDP) that each per-
centage point of the VAT rate collects (e.g., the C-efficiency ratio for the Peruvian general sales tax was 51.4 
percent in 2012). The ratio is a useful tool for analyzing the performance of the VAT within a country over a 
given period of time. A low ratio indicates erosion of the base (either through zero-rating or exemptions) and/
or noncompliance. The C-coefficient has to be used with care in cross-country comparisons because method-
ologies to estimate it usually differ.

The main practical advantage of the VAT C-coefficient is that the data requirement for estimating it is rela-
tively modest. And it can provide a rapid first assessment and expression of the potential revenue gain from 
increasing the VAT rate. There are, however, both conceptual and practical (measurement) issues to be consid-
ered in using the VAT C-efficiency ratio. From the conceptual point of view, there is no deep welfare basis for the 
use of C-efficiency in assessing the VAT. An increase in the C-efficiency ratio does not necessarily imply a better 
scenario; it can be increased, for example, by delaying VAT refunds to exporters, or by introducing exemptions for 
intermediate goods (cascading). In welfare terms, therefore, not much can be read into changes in C-efficiency.

From the measurement side, there are a number of issues. The definitions of revenue (the numerator) and 
consumption (the denominator) are usually not uniform, which affects the comparison between countries in 
particular. One issue, for instance, is the need to exclude revenue from purchases of nonresidents (the VAT is 
a tax on domestic consumption). However, not all countries exclude VAT revenue from nonresidents in calcu-
lating the VAT revenue used in C-coefficient estimates. Although in many cases the implications can be small, 
they are not necessarily small in others. That is why countries with a high level of re-export trade (sales to 
people who cross the border from neighboring countries to make purchases), or small economies with a high 
component of tourism, usually present high VAT C-efficiency.

Other issues arise when measuring the consumption base. Consumption from the national accounts 
usually used to measure the VAT C-coefficient (sometimes with adjustments) can differ significantly from the 
aggregate of consumption subject to the VAT. The value of owner-occupied housing services, for instance, is 
generally included in national account measures of consumption as an imputed rental value, while no coun-
try includes it in the VAT base because it is not feasible in practice. Another issue, and perhaps the most 
quantitatively significant problem, is the treatment of the public sector and nonprofit organizations. For 
instance, most public services cannot be expressed in market prices (e.g., basic education, health, or national 
defense). The national accounts’ approach to such items is to treat them as consumption by the government, 
not households, and to proxy their value by their cost of production, adding the cost of goods and services 
purchased and the labor and capital costs incurred.

in the region).15 The PIT exemption threshold is equivalent to 79 percent of GDP per capita 
(adjusted by purchasing power parity, in constant 2011 U.S. dollars). Although this exemption 
eliminates a significant share of the population from the PIT, it is in line with the region and 
appropriate for a developing country. Similarly, the threshold at which the top marginal rate is 
applied (6.4 times) is somewhat above the regional average (5.2 times).

The central government tax system also includes excises, customs duties, the banking transac-
tion tax, and the RUS. Excise revenue decreased from 2.2 percent of GDP in 2003 to 1 percent 
in 2013 mainly because of the reduction of taxation on oil and derivatives to mitigate the increase 
in prices of these goods. The level of revenue reached by the RUS is also not significant, but the 
tax has contributed to simplifying the tax system (both for the private sector and SUNAT).

Taxes on property are the main source of tax revenue at the local level, representing 
0.33   percent of GDP in 2012 (and 70 percent of total revenue). Two taxes are applied on 
 property: one on the holding of immovable property (rates vary between 0.2 and 1 percent) and 
another (Alcabala) on the transaction of immovable property (at a rate of 3 percent).16 While the 

15 As described later in this chapter, the Peruvian government plans to reduce the CIT rate to 26 percent in 2019.
16 In 2012, revenue from holding immovable property was only 0.18 percent of GDP and revenue from transactions of 
immovable property was only 0.15 percent.
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TABLE 8.2

Value-Added Tax, Corporate Income Tax, Personal Income Tax, and Dividend Rates, Selected Countries, 2013

Country

Bracket of Top 
PIT (multiple of 
GDP/capita PPP)

Top PIT 
Rate

Bracket of 
Top PIT US$

Minimum 
PIT Rate

Standard 
CIT Rate

GDP рer Capita, 
Constant 2011 
US dollars PPP

PIT 
Exemption 

to PPP

PIT 
Exemption 

in US$

Rate for Dividends (percent)

 Residents Nonresidents
VAT Standard 

Rate

Argentina 35.0 14,101 9.0 35.0 10,600 10.0 10.0 21.0
Brazil 1.9 27.5 27,138 7.5 34.0 14,555 1.00 14,589 0.0 0.0
Chile 5.7 40.0 123,549 4.0 20.0 21,714 0.51 11,119 Progressive rates1 35 - CIT 19.0
Colombia 4.9 33.0 58,940 19.0 34.0 11,977 1.51 18,062 0.0 0.0 19.0
Costa Rica 2.3 25.0 30,899 10.0 30.0 13,431 0.46 6,190 15.0 15.0 13.0
Dominican 

Republic2
1.7 25.0 18,839 15.0 28.0 11,323 0.80 9,064 10.0 10.0 18.0

Ecuador 10.5 35.0 106,200 5.0 22.0 10,135 1.03 10,410 Progressive rates1 0.0 12.0
El Salvador3 3.0 30.0 22,875 10.0 30.0 7,515 0.75 5,664 5.0 5.0 13.0
Guatemala4 1.7 7.0 11,819 5.0 28.0 7,063 0.89 6,303 5.0 5.0 12.0
Honduras5 5.3 25.0 23,552 15.0 29.0 4,445 1.17 5,181 10.0 10.0 15.0
Mexico 13.5 35.0 220,588 1.9 30.0 16,291 0.41 6,618 10.0 10.0 16.0
Nicaragua 4.3 30.0 18,918 15.0 30.0 4,425 0.85 3,784 5.0 5.0 15.0
Panama 2.7 25.0 50,000 15.0 25.0 18,793 0.59 11,000 10.0 10.0 7.0
Paraguay 6.3 10.0 48,979 8.0 10.0 7,787 0.42 3,265 General rates6 15.0 10.0
Peru7 6.4 30.0 72,951 15.0 30.0 11,400 0.79 9,057 4.1 4.1 18.0
Uruguay 9.0 30.0 171,245 10.0 25.0 18,966 0.52 9,826 7; 12 7.0 22.0

Simple Average 
without Peru

5.2 27.5 63,176 10.0 27.3 12,030 0.78 8,778 15.1

Source: IMF staff based on data from the International Bureau of Fiscal Documentation and country authorities.
Note: CIT = corporate income tax; PIT = personal income tax; PPP = purchasing power parity; VAT = value-added tax.
1The CIT is granted as tax credit.
2The VAT rate is reduced to 16 percent starting 2015.
3The CIT rate is reduced to 25 percent for companies whose taxable income does not exceed US$150,000.
4Starting in 2015, the CIT rate is reduced to 25 percent.
5The CIT rate is 25 percent; during 2014 there is a surtax of 4 percent (temporally solidarity contribution).
6Only 50 percent of the dividends received.
7The CIT rate was gradually reduced to 26 percent and the minimum PIT rate to 8 percent as of 2015. 
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virtues of immovable property taxes are very clear (relatively low efficiency costs, a benign impact 
on growth—see Box 8.2—and a high score in terms of fairness), taxes on sales can have very 
negative effects, especially in Peru where these rates are high (encouraging informal transactions 
in cash to partially avoid the tax).

The simplified RUS regime covered 56 percent of taxpayers in 2013 (without including 
employees), but generated less than 0.17 percent of total tax revenue. The CIP and SUNAT’s 
corporate IT strategy are expected to improve the performance of this regime, but further devel-
opment is needed to make it administratively more efficient and less distorted.

Fiscal revenue from mining remains significant. For example, between 1999 and 2013, while 
tax and nontax revenues in nominal terms quadrupled, revenues from the mining sector increased 
more than seven times. The government has introduced an efficient tax reform to the mining 
sector that moves toward a progressive regime. In 2013, revenue from the mining sector 
accounted for about 1.1 percent of GDP (a decline from the all-time high of about 3.7 percent 
in 2007). While tax revenue from the sector in 2007 represented 16 percent of general govern-
ment revenues, its share was reduced to 5 percent by 2013, reflecting improved collection of other 
taxes and a reduction in the prices of metals (Annex 8.2).

During 2012 and 2013, a series of tax policy measures was introduced to improve tax  collection, 
strengthening the administration’s capacity to control tax evasion and avoidance. Among these 
measures were modifications to the GST, PIT and CIT, the Tax Code, and the General Customs 
Law (all of which had a direct impact on tax collection). A new general antiavoidance law was also 
passed, with some additional amendments and improvements to specific antiavoidance  regulations. 

BOX 8.2. Taxation and Growth

Under the neoclassical growth model, the level and structure of taxes have no effect on the long-term rate of 
growth, but only on the level of national income. However, more recent models of endogenous growth and 
empirical studies anticipate a potential effect of taxation on a country’s rate of economic growth. Research 
based on Organisation for Economic Co-operation and Development countries suggests a “tax and growth” 
ranking in which property taxes are the least harmful taxes for growth over the long run, followed by con-
sumption taxes, personal income taxes (PIT), and corporate income taxes (CIT) (Arnold 2008). An IMF study 
covering 69 countries from 1970–2009 reported similar results: increasing income taxes while reducing con-
sumption and property taxes is associated with slower growth over the long run (Acosta-Ormaechea and Yoo 
2012); however, the adverse growth effect of the PIT is not found for developing countries with PIT revenue 
ratios as low as in Peru.

After the property tax, the VAT appears to be the least damaging of the major taxes in terms of growth. 
In contrast, theoretical and empirical studies show that the PIT has adverse effects for growth: it negatively 
affects labor supply and savings more than other taxes, and thereby growth. When the top marginal rate is 
very high, there may be gains in labor supply by reducing the progressivity of the PIT schedule. This implies 
a potential trade-off between growth-enhancing tax policies and distributional effects. The result that the 
PIT is worse for growth than the VAT should be further examined by studies that explore the respective 
effects of the two taxes on inequality. The challenge of a tax system is to strike an acceptable balance 
between opposing objectives while preserving the sustainability of public finances—which itself is a fun-
damental building block of a  competitive economy.

Like the PIT, the CIT has been associated with lower growth because taxes on corporate profits affect pri-
vate investment. Reflecting this, an increase in consumption taxes accompanied by a reduction in income 
taxes would have a positive and significant effect on long-term growth.  However, it is also noteworthy that 
the CIT affects both the normal return to capital and economic rents (such as those from minerals and petro-
leum). While the CIT on normal returns may be very distortive, it is not distortionary in terms of economic rents.

The design of the CIT is also related to growth, and not only in terms of its revenue-generating potential. 
Policymakers should also address the number and size of exemptions. Governments across the region (Peru 
is no exception) have used and continue to use tax incentives (e.g., for activities or geographic areas) to 
attract investment. However, the effects of these initiatives have been ambiguous. Moreover, tax incentives 
have complicated tax administrations and eroded CIT bases, putting the sustainability of public finances and 
the long-term rate of economic growth at risk.
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Last but not least, in 2014 a set of tax policy measures was approved to strengthen the competi-
tiveness of the Peruvian economy, of which the most significant were:

• A rationalization of PIT rates, with the lowest rate set at 8 percent (slightly more than half 
the previous lowest rate of 15 percent) and the highest remaining at 30 percent.

• Reduction of the nominal CIT rate from 30 to 28 percent in 2015 and 2016, to 27 percent 
in 2017 and 2018, and to 26 percent in 2019.

• The introduction of tax credits in the CIT to enhance labor productivity.
• The simplification of VAT withholding schemes:17 the rate for retenciones was reduced from 

6 percent to 3 percent, the number of rates for detracciones dropped from five to three, and 
the number of goods subject to percepciones was reduced from 41 to 12.

Tax Administration

Peru uses a single tax administration to handle the collection of both domestic taxes and custom 
duties. Created in 1989 after numerous reorganization attempts, SUNAT has become one of the 
most advanced revenue administrations in the region. Having been granted autonomous agency 
status in response to the profound deterioration of the tax administration from 1985–90, SUNAT 
was rebuilt practically from scratch, incorporating a number of professionals from other areas of 
public service—notably the central bank—who served as the core of a management team committed 
to excellence in what has become one of Peru’s most effective and reputable  government agencies.

SUNAT continued its institutional development during the second half of the 1990s when its 
overall budget stabilized at around 2 percent of total revenue collected. The organizational struc-
ture was concentrated around strengthening the Large Taxpayers Unit and developing state-of-
the-art IT systems, with support from the Inter-American Development Bank (IDB) and the 
Inter-American Center for Tax Administration, which succeeded in providing SUNAT with one 
of the most advanced IT systems in the region.

During the early 2000s, Peru’s public administration stagnated. This was in part due to 
increased restrictions imposed by budgetary regulations regarding salaries and recruitment of new 
staff, which endured for more than a decade. Restriction also significantly reduced investment 
funds (thus hindering continuous development and enhancement of IT systems). Nonetheless, 
one of the most important events in SUNAT’s history occurred in 2003, with the merger of the 
tax and customs administrations into a single agency.

A new round of reforms began in 2010. Key priorities included the development of a new 
career system for staff; better integration of core revenue administration functions (collections, 
audit, arrears management, risk management, and taxpayer services) for both domestic taxes and 
customs, moving away from the organizational model that kept these areas separate; and the 
implementation of the corporate IT strategy.

All of these objectives were included in the Revenue Administration Modernization Law 
unanimously passed by Congress in December 2011. Moreover, in line with the government’s 
commitment to increase the tax-to-GDP ratio in the medium term, the Ministry of the Economy 
and Finance passed a number of administrative measures in mid-2012 designed to give SUNAT 

17 Three special schemes apply to tax revenue in Peru: retenciones, detracciones, and percepciones. Under the retenciones 
scheme, large taxpayers must deduct 3 percent in withholding in payments to VAT registered traders and pay it to the 
Treasury; sellers can credit the withholding against their VAT liabilities. Under the detracciones scheme, payers also have 
to make a deduction from payments, but there are several differences from the retenciones scheme, including the following: 
(1) detracciones only apply to a certain group of goods and services, (2) the rate of the detraccion withholding varies 
according to the activity, and (3) the withholding of detracciones can be used to cancel any kind of tax liabilities. Under 
the percepciones scheme, large taxpayers (and customs) have to apply an additional VAT rate in their sales to VAT 
 registered traders (who can credit it against their VAT liabilities).
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increased powers to enforce taxpayer compliance. All these measures were made an integral part 
of SUNAT’s compliance management program for the period 2012–14.

In the wake of these legislative changes, SUNAT has been undergoing a period of profound 
change. This was signaled by implementation in 2012 of the CIP, a comprehensive redesign of 
SUNAT’s organizational structure to achieve a more balanced integration of the two lines of 
business, implementation of the new career system for SUNAT staff (developed with IDB tech-
nical assistance), identification and design of a comprehensive IDB technical assistance project 
that will support the development of the new IT strategy starting in mid-2015, and implemen-
tation of a new coordinated border management strategy.

Going forward, a key priority is implementation of an integrated control strategy for the VAT. 
This strategy should be based on strengthening taxpayer registration and tax document author-
ization through risk analysis, focusing VAT audits on the validity of the input tax, establishing 
an IT system for checking VAT suppliers, using all the information from withholding mecha-
nisms, and addressing the abuse of fake invoices. This would also support the rationalization 
measures already initiated, contribute to the maturity of the tax system, and lessen reliance on 
 supplementary schemes such as VAT withholding schemes.

POTENTIAL TO FURTHER INCREASE REVENUE 
AND THE QUALITY OF THE TAX SYSTEM
Main Problems and Challenges

Peru has come a long way in improving the efficiency and fairness of the tax system and its 
administration. Today the country has a modern tax system based on a GST and income taxes 
without cascading taxes and with low trade taxes. Several exemptions and inefficient taxes have 
been eliminated or significantly reduced. Going forward, the challenges that remain to be 
addressed include the following:

• Low level of tax effort. Tax collection (including social contributions) reached a little over 
18.7 percent of GDP in 2013. This is relatively low compared to other countries with 
similar levels of development (Table 8.3). The current Peruvian tax system yields 53 percent 
of the maximum level of its potential revenue.18 This somewhat weak tax effort can be 
explained by inefficiency in collection (noncompliance)19 and by exemptions (tax 
expenditure),20 although a reduction in GST noncompliance and in tax expenditure raised 
revenue in recent years and partially compensated for the loss of revenue from the opening 
of the economy and the elimination of about 70 inefficient taxes. As mentioned above, other 
pillars of the tax system, such as tax rates and the PIT allowance, are near standards of the 
region. On the other hand, the design of the excise tax must continue to be improved so as 
to fully internalize the effect of externalities generated by the consumption of certain goods.

18 Employing a stochastic frontier analysis (Fenochietto and Pessino 2013) allows for estimating a maximum level of 
revenue that is possible (i.e., the frontier) for a country’s given economic and social characteristics. By comparing actual 
revenue with this tax capacity, what is called the “tax effort” is obtained. Hence, a tax effort of 53 percent means that a 
country today collects 53 percent of what it could potentially collect.
19 Using the national account method, SUNAT estimated that the GST gap was reduced from 46.3 percent of potential 
tax revenue in 2001 to 29 percent in 2012 due to improvements in tax administration.
20 Tax expenditures represent the revenue forgone from preferential tax treatments, relative to a reference tax system (or 
benchmark). Due to different benchmarks and different methodologies, a comparison between studies is not always 
meaningful. Peru has estimated tax expenditures since the beginning of the 2000s. The estimates are included 
 transparently in a chapter of the budget (since 2003) that allows parliamentarians to discuss the fiscal cost of tax incentives 
and exemptions they have approved. The level of tax expenditures in Peru was estimated by SUNAT at 2.01 percent of 
GDP for 2014 (SUNAT 2012).
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• A complex tax system. Further simplification will be important to facilitate better tax 
administration, reduce evasion and avoidance, enhance revenue mobilization, and increase 
efficiency. An area where complexity has been reduced, as described earlier, is in the 
withholding schemes of retenciones, detracciones, and percepciones (which collect some 
23 percent of total revenue). But these regimes could still benefit from further improvements. 
Finally, the tax system needs to be stabilized by reducing the number of changes and 
limiting them to those that are essential or will simplify the tax system.

• Keeping pace with international tax developments. Future reforms need to respect the principles 
of efficiency, neutrality, fairness, and revenue adequacy, while taking into consideration the 
importance of macrofiscal sustainability and increased productivity—a great challenge in 
emerging countries such as Peru. Beyond this, the country needs to continue adapting the tax 
system to the advances of globalization and a world economy in which international transactions 
have multiplied exponentially and are being made by companies and linked international 
conglomerates. The emergence of double-taxation problems, international avoidance via tax 
havens, fiscal competition to attract capital and investment, and the digital economy are among 
the new challenges that need to be tackled. Naturally, improvement will be an ongoing process 
and new challenges will continue to arise as the economy’s structure evolves.

• International taxation and international tax avoidance pose particular challenges for Peru. The 
design of Peru’s tax system should be reformed to deal with the cross-country spillovers 
derived from other countries’ national tax structures and practices, and tax competition 
across countries. Domestic and international instruments should be put in place to create a 
coherent set of effective measures against avoidance.

• Level of tax exemptions. Reducing the number of tax exemptions will also improve the 
quality of the tax system. Tax expenditure review is an important instrument to identify 
possible options to increase revenue, and to reassess the efficiency and fairness of the tax 
system. For instance, some exemptions from the GST have a regressive impact (those on 
food and other goods and services mostly consumed by high-income individuals). There is 
also scope to eliminate regional GST exemptions and channel the increased revenue toward 

TABLE 8.3

Tax Efforts in Countries of the Region

Country Year
Total 

Revenue1
GDP per 
Capita2

Tax 
Effort

Tax 
Capacity

1 Guatemala 2013 11.4 7,063 0.39 28.9
2 Dominican Republic 2013 14.8 11,323 0.42 35.4
3 Panama 2012 16.9 17,627 0.44 38.6
4 El Salvador 2013 17.3 7,515 0.47 37.0
5 Peru 2013 17.2 11,400 0.53 32.4
6 Paraguay 2013 16.4 7,787 0.53 30.6
7 Chile 2012 21.3 21,049 0.55 38.9
8 Costa Rica 2012 21.2 13,158 0.59 35.7
9 Nicaragua 2013 20.6 4,425 0.60 34.6

10 Colombia 2013 20.2 11,977 0.61 33.4
11 Honduras 2011 18.5 4,345 0.63 29.3
12 Jamaica 2011 23.3 8,485 0.63 37.0
13 Argentina 2011 34.7 15,501 0.67 52.0
14 Guyana 2012 22.4 6,054 0.68 32.7
15 Uruguay 2013 26.6 18,966 0.74 35.9
16 Brazil 2013 29.6 14,555 0.87 34.2

Unweighted Average without Peru 21.0 11,322 0.59 35.6

Source: IMF staff estimates based on the methodology of Fenochietto and Pessino (2013).
1Include taxes and social contributions.
2Purchasing power parity–weighted.
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poverty relief programs in these same regions. Tax exemptions should be focused more on 
direct taxes to promote investment in technology and research and development.

• Further improvement in tax administration. Although improvements in tax administration 
have helped reduce GST compliance in recent years, further efforts should be made to 
strengthen tax administration. Key priorities include better integrating core revenue 
administration functions for both domestic taxes and customs, implementing a new 
corporate IT strategy, reinforcing procedures to prevent abuse of SUNAT’s broad control 
powers, implementing an integrated control strategy for the GST, and deepening tax and 
customs compliance actions based on risk.

• High levels of tax arrears. The level of accumulated tax debt is very high, and an excessive 
level of arrears can affect the credibility of the entire tax administration. The total stock 
today is higher than one year of revenue. The debt stock should be reduced by writing off 
very old debt that cannot be recovered (for instance, because the company has gone 
bankrupt or the taxpayer has died). However, even the best controls will not be effective if 
taxpayers know that, in the end, they will not have to pay the total amount owed, or that 
they may have to do so only after many years.

The reforms above should be implemented not only to improve revenue mobilization, but also 
because they can help enhance growth. Reducing exemptions and loopholes that forgo revenue 
with little social benefit can simplify taxation and increase its equity and efficiency. Reducing 
compliance will increase the equity of the tax system by diminishing the gap between those who 
pay taxes and those who do not. In fact, the challenge of tax policy and administration design is 
to define a fine line between raising the necessary revenue and accomplishing this in the least 
distortionary way, while making the system fair and legitimate in the view of taxpayers. With its 
recent advances in the tax area, Peru is well placed to tackle these challenges in the near future.

CONCLUSIONS
Peru today has a modern tax system based on the GST and income taxes and a relatively efficient 
tax and customs administration. Policies have moved in the right direction, and the administra-
tion has a clear strategic plan, qualified tax officials, operational plans, and performance indica-
tors. Nonetheless, there is room for improvement without increasing tax rates by reducing 
noncompliance and tax expenditure still further and, in particular, by aligning policies and 
administrative procedures with international standards.

Key priorities for tax policy include maintaining international standards and strengthening 
measures to deal with international taxation, continuing to simplify withholding schemes (or 
eliminate them if possible), stabilizing the tax system by reducing the number of changes, ration-
alizing regional exemptions from the GST, and improving the specification of excise tax rates in 
order to fully cover the cost of externalities.

For tax and customs administration, key priorities include better integrating core revenue 
administration functions, implementing a new corporate IT strategy and integrated control for the 
VAT, reinforcing procedures to prevent abuse of SUNAT’s broad control powers, reducing tax 
arrears and tax debt, and deepening tax and customs compliance actions based on risk assessments. 
Basically, a proper risk analysis management model should be applied to help not only to simplify 
the tax system but also to reinforce and enhance efficiency in the control and audit of tax programs.

Beyond achieving these priority reforms, it will continue to be important that Peru’s tax sys-
tem—both policies and administration—remain in line with best practices in taxation and con-
sistent with international standards (such as those of the Organisation for Economic Co-operation 
Development) in order to continue to contribute to the stability, transparency, predictability, and 
competitiveness of the Peruvian economy.
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ANNEX TABLE 8.1.1

Central Government Tax Revenue, Social Contributions, and Nontaxes

2003 2004 2005 2006 2007 2008 2009 2010 2011 2012 2013 2014

Millions of Nuevos Soles

Total (I + II + III) 31,132 34,954 39,924 51,154 58,253 65,596 60,274 73,147 85,589 95,919 102,089 108,515
I.  Central Government 

Tax Revenue
27,576 31,149 35,568 45,813 52,381 58,328 52,651 64,505 75,591 84,149 89,397 95,389

  Taxes on Income 7,972 9,026 11,188 18,414 22,847 24,146 20,346 25,802 33,628 37,278 36,512 40,157
   Taxes on Production 

 and Consumption
18,719 20,783 22,489 25,674 29,636 35,139 33,769 40,309 45,258 49,075 53,417 55,613

    Of which
    General Sales Tax 14,116 16,203 18,302 21,517 25,258 31,587 29,520 35,536 40,424 44,042 47,819 50,352
     Excises 4,526 4,469 4,066 4,042 4,291 3,459 4,145 4,668 4,718 4,918 5,480 5,135
  Import Duties 2,550 2,744 3,143 2,847 2,198 1,911 1,493 1,803 1,380 1,526 1,706 1,790
  Other Taxes 1,408 2,111 2,865 3,260 3,796 4,317 4,382 4,538 5,032 6,851 9,025 8,537
   Of which
     Banking 

 Transaction Tax
650 706 843 1,031 1,138 968 944 395 106 134 153

     Temporal Tax on 
 Net Assets

1,073 1,040 1,483 1,761 1,722 1,788 2,293 2,439 2,776 3,513

     Special Tax on 
 Mining

442 337 372

     Special Scheme for 
 Small Taxpayers

75 72 73 80 82 91 98 108 118 133 147 158

     Other Taxes 
 Collected by SUNAT

302 345 477 524 573 635 690 793 1,063 2,634 4,469 4,340

  Tax Refunds −3,073 −3,517 −4,116 −4,382 −6,097 −7,184 −7,339 −7,947 −9,707 −10,584 −11,264 −10,708
II. Social Contributions 3,502 3,741 4,023 4,879 5,245 6,768 7,244 7,957 8,979 10,185 11,303 11,893
III. Nontaxes 54 64 332 462 627 500 379 685 1,019 1,590 1,389 1,234

(Continued)

©International Monetary Fund. Not for Redistribution



130 
The Tax System

 and Adm
inistration as Pillars for Solid Fiscal Accounts

ANNEX TABLE 8.1.1 (continued)

Central Government Tax Revenue, Social Contributions, and Nontaxes

2003 2004 2005 2006 2007 2008 2009 2010 2011 2012 2013 2014

Percent of Total

Total (I + II + III) 100.0 100.0 100.0 100.0 100.0 100.0 100.0 100.0 100.0 100.0 100.0 100.0
I.  Central Government Tax 

Revenue
88.6 89.1 89.1 89.6 89.9 88.9 87.4 88.2 88.3 87.7 87.6 87.9

  Taxes on Income 25.6 25.8 28.0 36.0 39.2 36.8 33.8 35.3 39.3 38.9 35.8 37.0
   Taxes on Production and 

 Consumption
60.1 59.5 56.3 50.2 50.9 53.6 56.0 55.1 52.9 51.2 52.3 51.2

    Of which
     General Sales Tax 45.3 46.4 45.8 42.1 43.4 48.2 49.0 48.6 47.2 45.9 46.8 46.4
     Excises 14.5 12.8 10.2 7.9 7.4 5.3 6.9 6.4 5.5 5.1 5.4 4.7
  Import Duties 8.2 7.9 7.9 5.6 3.8 2.9 2.5 2.5 1.6 1.6 1.7 1.6
  Other Taxes 4.5 6.0 7.2 6.4 6.5 6.6 7.3 6.2 5.9 7.1 8.8 7.9
   Of which
     Banking 

 Transaction Tax
1.9 1.8 1.6 1.8 1.7 1.6 1.3 0.5 0.1 0.1 0.1

     Temporal Tax on 
 Net Assets

2.7 2.0 2.5 2.7 2.9 2.4 2.7 2.5 2.7 3.2

     Special Tax on  Mining
     Special Scheme for 

 Small Taxpayers
0.2 0.2 0.2 0.2 0.1 0.1 0.2 0.1 0.1 0.1 0.1 0.1

     Other Taxes  Collected 
 by SUNAT

1.0 1.0 1.2 1.0 1.0 1.0 1.1 1.1 1.2 2.7 4.4 4.0

  Tax Refunds −9.9 −10.1 −10.3 −8.6 −10.5 −11.0 −12.2 −10.9 −11.3 −11.0 −11.0 −9.9
II. Social Contributions 11.2 10.7 10.1 9.5 9.0 10.3 12.0 10.9 10.5 10.6 11.1 11.0
III. Nontaxes 0.2 0.2 0.8 0.9 1.1 0.8 0.6 0.9 1.2 1.7 1.4 1.1
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Percent of GDP

Total (I + II + III) 15.2 15.4 16.2 17.8 18.2 18.4 16.5 17.4 18.2 18.9 18.7 18.8
I.  Central Government Tax 

Revenue
13.4 13.7 14.4 15.9 16.4 16.4 14.4 15.4 16.1 16.6 16.3 16.6

  Taxes on Income 3.9 4.0 4.5 6.4 7.1 6.8 5.6 6.1 7.2 7.3 6.7 7.0
   Taxes on Production 

 and Consumption
9.1 9.1 9.1 8.9 9.3 9.9 9.3 9.6 9.6 9.7 9.8 9.7

    Of which
     General Sales Tax 6.9 7.1 7.4 7.5 7.9 8.9 8.1 8.5 8.6 8.7 8.7 8.7
     Excises 2.2 2.0 1.6 1.4 1.3 1.0 1.1 1.1 1.0 1.0 1.0 0.9
  Import Duties 1.2 1.2 1.3 1.0 0.7 0.5 0.4 0.4 0.3 0.3 0.3 0.3
  Other Taxes 0.7 0.9 1.2 1.1 1.2 1.2 1.2 1.1 1.1 1.3 1.7 1.5
   Of which
     Banking 

 Transaction Tax
0.0 0.3 0.3 0.3 0.3 0.3 0.3 0.2 0.1 0.0 0.0 0.0

     Temporal Tax on 
 Net Assets

0.0 0.0 0.4 0.4 0.5 0.5 0.5 0.4 0.5 0.5 0.5 0.6

     Special Tax on Mining 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.1 0.1 0.1
     Special Scheme for 

 Small Taxpayers
0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0

     Other Taxes  Collected 
 by SUNAT

0.1 0.2 0.2 0.2 0.2 0.2 0.2 0.2 0.2 0.5 0.8 0.8

  Tax Refunds −1.5 −1.5 −1.7 −1.5 −1.9 −2.0 −2.0 −1.9 −2.1 −2.1 −2.1 −1.9
II. Social Contributions 1.7 1.6 1.6 1.7 1.6 1.9 2.0 1.9 1.9 2.0 2.1 2.1
III. Nontaxes 0.0 0.0 0.1 0.2 0.2 0.1 0.1 0.2 0.2 0.3 0.3 0.2

GDP in Millions 205,379 227,683 247,084 287,715 319,693 355,709 365,055 419,693 469,854 508,318 546,944 576,119

Source: IMF staff with data from Superintendencia Nacional de Aduanas y de Administración Tributaria.
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ANNEX TABLE 8.2.1

Summary of Mineral Taxation in Selected Countries

Country Corporate Income Tax Royalty Rate Import Duties Dividend Withholding Tax
Interest 

Withholding Tax Other Charged

Peru 30 percent 
(32 percent for 
companies with a 
stability contract)

1–12 percent varies with operating 
margin; tax base is operating profit

Exempt 4.1 percent 4.99 percent 8 percent workers profit share with 
base of net income before tax. 
Special Mining Tax of 2–8.4 percent 
and Special Mining Duty of 
4–13.12 percent, with both 
varying with operating margin 
and a base of operating profit.

Chile 22.5 percent; 
 incrementally 
 increasing to 
27 percent by 
2018

0–14 percent based on  production 
level and operating margin; tax 
base is an adjusted  corporate 
income tax base

6 percent 35 percent; corporate 
income tax is creditable; 
reduced to 10 percent 
with treaty

4 percent Worker profit sharing of 35 percent 
of pretax income or 25 percent 
 premium on employee base salary 
up to a maximum of 4.75 percent of 
minimum salaries.

Australia–Western 
Australia

30 percent 2.5 percent (gold and silver)
7.5 percent (gems and precious 

stones)
5–7.5 percent (iron ore)
AUD1/ton (nonexported coal); 7.5 

percent (exported coal)
5 percent (copper concentrate); 2.5 

percent (copper in metallic form)

Concessions 
apply if values 
> $10 million

0 percent; 30 percent if 
on previously untaxed 
profit

10 percent −

Canada–British 
Columbia

A combined 
 federal and pro-
vincial tax rate of 
26 percent

2 percent on net current proceeds; 
13 percent on net revenue

0–8 percent 
based on 
good

25 percent; reduced to 
15 percent by treaty

25 percent; 
reduced to 
10 percent by 
treaty

−

Source: IMF, Fiscal Affair Department’s Fiscal Analysis of Resource Industries database.
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Reforms in mineral taxation have been a priority under the administration of President Ollanta 
Humala. In 2013, Peru’s mining sector (mineral and hydrocarbon) accounted for 12 percent of 
GDP, about 70 percent of total exports (of which minerals accounted for 61 percent), and 12 per-
cent of total fiscal revenues (3.5 percent of GDP). Fiscal revenue from mining (i.e., copper, gold, 
lead, zinc, iron, and tin) accounted for about 60 percent of total revenue from mining.21

The mining taxation reform approved in September 2011 aimed to increase progressivity and 
public revenues while preserving the competitiveness of the sector (Annex Table 8.2.1). Up until 
then, Peru’s mineral taxation regime had been comprised mainly of the CIT and royalties based 
on operating margins (1–3 percent) introduced under the 2004 Mining Royalties Law. The last 
reforms included the following: (1) new royalties based on operating profits of 1–12 percent to 
replace the sales-based royalties for companies with no stability contracts with the government, 
and (2) a new special mining tax—as revenue for the central government—levied on a sliding 
scale between 2–8.4 percent of operating margins.

Changes have been constrained by stability agreements and the regional distribution of min-
eral revenue. The new special voluntary levy aims to increase the contribution from companies 
with stability contract agreements and replaces the voluntary contribution paid in the past. To 
attract multinational mining companies, tax stability agreements were offered to mining compa-
nies in the mid-1990s to ensure a stable legal, tax, and administrative framework. Companies that 
signed stability agreements pay an additional 2 percent in income tax as an extra charge. Under 
the voluntary contribution scheme—introduced for regional development in 2006—the amount 
transferred could be up to 3.75 percent of profits after tax (2.75 percent for the local fund and 
1 percent for the regional government fund). During 2007–10, resources transferred from these 
companies amounted to S/. 2 billion.

The new measures were projected to raise an additional US$1 billion annually (about 1⁄2 percent 
of GDP, at current commodity prices), which will help fund infrastructure and social projects and 
close gaps in those areas. However, because the prices of metals started to decline in 2012, the 
actual intake was not as high as expected (Annex Table 8.2.2).

21 See Chapter 7, “Fiscal Framework Alternatives for a Resource-Rich Country.”

ANNEX TABLE 8.2.2

Peru: Revenues from Mining (Millions of nuevos soles)

Mining Revenue 2007 2008 2009 2010 2011 2012 2013

Corporate Income Tax 
(advanced payments)

6,439 6,056 2,609 4,831 6,290 5,393 2,922

Corporate Income Tax 
(clearing)

2,264 688 409 787 1,474 1,064 399

Mining Royalties 519 445 338 646 841 584 517
Special Mining Tax − − − − 59 442 337
Tax Lien − − − − 136 942 809
Value-added Tax 817 797 632 1,038 1,442 1,318 1,176
Personal Income Tax 642 743 968 1,153 1,607 1,595 1,411
Temporary Tax on Net Assets 105 110 103 128 162 226 254
Other Tax Revenues 494 592 137 196 224 599 682
Tax Refunds −425 −352 −905 −994 −1,045 −1,959 −2,707
Other Nontax Revenues 861 807 122 179 99 216 210

Total 9,885 4,828 8,124 11,612 10,667 6,114

Percentage of GDP 3.7 2.8 1.3 1.9 2.5 2.1 1.1
Percentage of General 

 Government Revenues
16.7 12.5 6.7 9.3 11.4 9.4 5.1

Source: Ministry of the Economy and Finance. 
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CHAPTER 9

Modernization of Peru’s Public Financial 
Management Systems

MARIO PESSOA, ISRAEL FAINBOIM, AND ALMUDENA FERNÁNDEZ

Peru has implemented major public financial management reforms over the past 15 years in order to 
maintain a sustainable fiscal position, effectively allocate financial resources, and efficiently provide pub-
lic goods and services. The reforms have aimed at adopting good international practices. One of Peru’s 
objectives is to become a member of the Organisation for Economic Co-operation and Development in 
the coming years, and the reforms will be important to demonstrate the country’s capacity to have in place 
robust and transparent public financial management systems. The main reforms include:

• Adoption of fiscal rules and enhancement of fiscal transparency
• Establishment of medium-term fiscal and budget frameworks and gradual implementation of a 

medium-term expenditure framework and results-based budgeting
• Modernization of the treasury and debt directorates and improvements in cash and debt management
• Assessment of operational risks and establishment of a business continuity plan
• Improvements in public investment management
• Modernization of the financial management information system
• Reorganization of the Ministry of Economy and Finance

Many of these reforms were supported by the Fiscal Affairs Department (FAD) of the IMF 
through technical assistance provided in the last decade. This chapter describes the reforms and 
assesses their progress, and in an Annex it summarizes the technical assistance provided by the FAD.

FISCAL RULES AND TRANSPARENCY
Peru has had steadily declining debt and a noteworthy strengthening of its fiscal accounts since the 
introduction of fiscal rules in 2000. This success can be attributed to a prudent fiscal policy and estab-
lishment of a robust fiscal framework. The current fiscal framework is embedded in the 2013 Law to 
Strengthen Fiscal Responsibility and Transparency (LFRTF), which is supported by four pillars:

• Numerical fiscal rules that can be classified into three main categories: budget balance, 
expenditure rules, and debt rules. Rules vary in terms of scope and coverage and are applied 
to three different levels of government: the nonfinancial public sector, central (or national) 
government, and subnational governments (regional and local).

• A Fiscal Stabilization Fund (FEF), which is endowed with any fiscal surplus generated by 
the Treasury (ordinary resources), 10 percent of privatization proceeds, and 10 percent of 
concessional fees, with a cap of 4 percent of GDP.

• A Fiscal Council to work as an independent oversight mechanism for the fiscal rules. The 
council has not yet been established.
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• The multiannual macroeconomic framework (MMM),1 which makes three-year macroeconomic 
projections of revenue, expenditure, public investment, public debt, and other macroeconomic 
variables, and presents some assessments of fiscal risks and tax expenditures.

The LFRTF aims to ensure a fiscal balance or surplus over the medium term, allowing for 
moderate fiscal deficits only in periods of lower growth. Each quarter, the Ministry of the 
Economy and Finance (MEF) publishes reports detailing the execution of the fiscal rules.

Fiscal Rules

The LFRTF defines multiple fiscal rules. The primary expenditure of the nonfinancial public 
sector cannot exceed the limit defined by the MEF according to the guidelines established by 
the MMM. The limit is defined for three years and is revised annually for the preparation of 
the budget. In the event that accrued expenditure is smaller than the projection, this difference 
can be used in the following year if the amount is less than 0.2 percent of GDP. In the event 
that the GDP gap is larger than 2 percent of potential GDP, the difference can be used 
 transitorily as a countercyclical measure but cannot be larger than 0.5 percent of GDP. In case 
new tax measures are implemented that affect revenues by more than 0.3 percent of GDP, 
 expenditures can be modified in the same amount. There are also rules to limit increases 
in expenditures during election years and a ceiling on the increase of expenditure on wages 
and salaries that cannot be larger than potential GDP growth. For subnational governments, 
debt cannot be larger than 100 percent of total recurrent revenues of the last four years. 
Subnational governments can raise external debt only to finance investment projects, and the 
debt has to be approved by the MEF when the guarantee is provided by the central govern-
ment. Corrective measures and escape clauses are also contemplated in the event that signifi-
cant deviations occur caused by national emergencies or international crises, or when negative 
economic growth is observed.

Fiscal Stabilization Fund

The FEF has accumulated US$9.1 billion (0.4 percent of GDP at end-2014). Resources of the 
FEF are deposited at the central bank (Banco Central de Reserva del Perú [BRCP]) or abroad under 
similar rules as those for international reserves. The FEF is subject to a cap of 4 percent of GDP, 
with any excess allocated to debt reduction. Its resources may only be used when the revenue 
shortfall (in percent of GDP) is more than 0.3 percent of the average ratio of the last three years 
or under the escape clauses of the LFRTF. No more than 40 percent of total funds can be used in 
a given year.

Fiscal Council

Alongside the fiscal rules, the LFRTF mandates the creation of a Fiscal Council, which has not 
yet been established. A well-designed and independent Fiscal Council would strengthen the cred-
ibility of the fiscal framework. A council’s influence comes from its mandate to produce and 
publish independent and authoritative fiscal analysis, which enhances transparency and increases 
the accountability of decisions made by policymakers. The LFRTF sets out four broad tasks for 
the Fiscal Council, requiring it to issue reports and opinions on (1) amendments and enforce-
ment of the fiscal rules, (2) the government’s fiscal projections set out in the MMM, (3) the 
evolution of short- and medium-term public finances, and (4) the methodology for calculating 
the structural balance, potential GDP, and export prices.

1 The MMM includes a Medium-Term Fiscal Framework and a Medium-Term Budget Framework.
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MEDIUM-TERM FRAMEWORKS AND RESULTS-BASED 
BUDGETING
Medium-Term Fiscal and Budget Framework

The MEF has had a comprehensive medium-term fiscal and budget framework in place 
since 2000. The MMM is published in May of each year and is an essential part of the budget 
cycle for determining expenditure and borrowing ceilings. It is revised in August when the 
budget proposal is submitted to the Congress. Before being approved by the Council of 
Ministers and published, the MMM is reviewed by the BCRP, which issues an opinion about 
its consistency.

The MMM presents an array of information, including budget execution data from previous 
years and estimates of current and projected fiscal information and other macroeconomic aggre-
gates for the next three years. The fiscal policy guidelines are explicitly detailed. In this regard, 
the 2012 Law No. 29854 improved the MMM framework by incorporating macrofiscal targets 
based on the definition of structural balance over the cycle.

The MMM is used to determine the fiscal envelope of the annual budget and budget ceilings. 
The budget, which is regulated by the constitution, must be submitted to the Congress in late 
August and should be made consistent with the MMM.

Medium-Term Expenditure Framework

A pilot medium-term expenditure framework (MTEF) was formulated for the first time in 
September 2012 for a period of four years (2013–16), covering the central and regional govern-
ments. The 2014–17 MTEF also includes some aggregate data for local governments.2 The 
MTEF establishes the global spending ceiling, as well as of the main policies, consistent with the 
macrofiscal situation, and is in line with the programs defined under the “budget for results” 
initiative. It also aims to incorporate the budgetary impact of public investments.

The MTEF takes into consideration parameters defined by the MMM and the projects 
included in the Public Investment Program. However, full coordination among these frameworks 
has not been achieved yet.

A guideline for the formulation of the MTEF has been issued. For centrally collected revenues 
(main taxes and royalties), there is a formula to calculate the projected revenues. The executing 
units can estimate the revenues directly generated by them using the same macrofiscal parameters 
as the MMM. For expenditures, parameters are defined for each item of expenditure at the most 
aggregate level of the budget classifier (salaries, goods and services, interest, etc.). For investment 
projects, only viable projects included in the national system of public investment (SNIP) can be 
included in the MTEF.

The budgetary programs allow for costing the budget, taking into consideration the produc-
tion of goods and services expected to be provided in future years. Therefore, expected produc-
tion growth influences increases in the budget. In contrast, other activities not associated with the 
programs are subject to parameters defined by the MEF for each generic category of expenditure.

In 2013, for the first time, the 2013–16 MTEF was prepared using a module of the financial 
management information system (SIAF). This allowed for capturing information by program for 
the next three years using the same budget structure and classifier. This approach will facilitate 
the preparation of the budget for the next cycle because most of the information categories will 
be prepopulated.

2 The 2014–17 MTEF is available at https://mef.gob.pe/contenidos/presu_publ/pres_multi/Presupuesto_Multianual 
_2014_2016.pdf.
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Results-Based Budgeting

Peru has made significant progress in developing results-based budgeting since 2000. Its imple-
mentation can be divided into three periods: before 2007, between 2007 and 2011, and after 2011.

Before 2007, several initiatives were developed that focused on the development of strategic 
planning, prioritization of some programs (whose budgets were protected from cuts), and the 
definition and review of the quality of information on a few performance indicators.

After 2007, the effort was systematized by the adoption of a legal framework establishing 
results-based budgeting. Concepts and methods were defined, monitoring and evaluation stages 
were introduced, and the new system is being gradually adopted throughout the public sector. In 
2011, the program concept structure was refined and the logical framework for defining pro-
grams was adopted. Progress has been achieved in developing strategic plans, defining and struc-
turing programs, selecting indicators, and monitoring and evaluating programs to improve their 
design and management.

Advances in the adoption of results-based budgeting can be attributed to the commitment of 
the budget directors, political support by the authorities (which has ensured the continuity of the 
reforms), and technical and financial support provided by donors and multilateral agencies (espe-
cially the Inter-American Development Bank [IDB] and the German Technical Cooperation).

Planning
Since 2000, the government has adopted Sector Strategic Multi-Year Plans, Institutional Strategic 
Plans, and annual Institutional Operational Plans. In 2011, the Bicentennial Plan (Plan Peru 
2021) was designed, becoming the country’s first long-term strategic plan.

Structuring Programs and Indicators
Since 2001, some programs have been defined as priorities for the government and protected 
against discretionary budget reductions, although no performance indicators were defined at that 
time. In 2004, some social programs were defined as priorities. In 2006, the number of priority 
programs was increased to 9 and in 2007 to 11.

The results-based budgeting implementation plan was developed in 2007 with the support of 
the German Technical Cooperation. It proposed a gradual implementation of this tool. It was 
initially based on a few strategic programs that corresponded mostly to the priority actions linked 
to the protected programs.

The budget law of 2007 included a chapter on results-based budgeting that laid the founda-
tions for the reform.

Strategic budget programming was formalized in the 2008 budget, and guidelines were 
published for the design of pilot programs based on the logical framework approach. 
Methodological guidelines for strategic programming were also developed. Strategic budget 
programming used a methodology similar to that developed by the health sector, because this 
sector had management experience considered useful for results-based budgeting. The pro-
posed methodology was developed based on three diagnostic levels or “models” (conceptual, 
explanatory, descriptive) and then the design of the program was proposed based on an 
 additional “model,” the logical framework approach.

The strategic budget programming methodology was used until 2011. At that time, it covered 
24 programs representing 14 percent of the budget. Institutional programs were also established 
as part of results-based budgeting, to identify the programs created by entities through a supreme 
decree or any other norm ranked as law.

The use of two instruments for budget planning (strategic budget programming and insti-
tutional programs) using similar methodologies and approaches created some confusion. This 
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 situation led the MEF to review the methods and procedures developed under results-based 
budgeting. The reorganization occurred as part of the reorganization of the Budget 
Department (DGPP) in 2010–11. This reform allowed more staff to be dedicated to the 
development of the new budget framework and tools. The review of the methodology resulted 
in the following changes:

• The strategic budget programming tool and the institutional programs were discontinued 
and replaced by budgetary programs.

• Two additional categories of programs were created: (1) administrative actions related to 
human resource and financial management of the entity, and (2) budgetary allocations that 
do not result in products (e.g., for debt service and pensions).

• The emphasis on multisectoral programs was reduced.
• A single methodology for program design, the logical framework approach, was adopted.
• All entities were required to create a unit responsible for the design and implementation of 

the budgetary programs.
• The requirement to present ex ante evidence to justify the causal link between programs and 

objectives was weakened and the use of ex post evidence was allowed, recognizing that in 
many cases there is no a priori concluding evidence.

The budget programming guideline defined the participation of regional and local 
 governments in preparation of the 2013 budget. In the budgetary programs that comprised the 
participation of the three levels of government, it was required that a territorial coordinator for 
the institution (pliego in Peru) responsible for the program, a regional coordinator, and a local 
coordinator be assigned to work together to define the necessary actions to improve the manage-
ment of the budgetary program.

Four aspects of the guidelines for the identification and design of the budgetary programs have 
been developed over the past two years (2014–15): (1) the approach to facilitate territorial coor-
dination, (2) guidelines for selecting public investment projects, (3) improvements in monitoring 
and evaluating the budgetary programs, and (4) improvement in the budgetary program 
medium-term planning.

Although the legal mandate defining the rules and procedures to prepare a results-based bud-
get was established in 2007 by the annual budget law, the results-based budgeting guideline is 
currently included in the General Law of the Public Budget System (Law No. 28411 of 2004, 
updated). Also, since 2012, the programs and their components (activities, products) have been 
part of the programmatic and functional structure of the budget.

Monitoring and Evaluation of Indicators and Program Evaluations
In 2004, the DGPP started tracking existing indicators related to budgetary targets and strategic 
plans. Since 2009, the financial execution and physical targets of products and activities have 
been monitored, as well as the financial execution of the programs.

The 2007 Budget Law adopted a System for Monitoring and Evaluation of Public Expenditure, 
and the MEF was assigned to implement it. Two new evaluation tools were introduced in the law: 
evaluations of the design and execution of the budgetary programs (EDEPs), and impact evalua-
tions. The EDEPs were to be used to adjust the design, processes, and/or management of the 
programs and to support the budget requests (jointly with the use of performance indicators). 
The MEF adopted a similar evaluation approach used in Chile and Colombia.

The methodology for evaluating the design and execution of the budget includes preparing an 
evaluation report and defining a matrix of commitments to improve performance. Commitments 
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TABLE 9.1

Advances in the Development of Results-Based Budgeting in Peru

Item 2008 2009 2010 2011 2012 2013 2014 2015

Number of Programs 5 9 15 24 59 67 73 85
Percent of Program Budgets (national government) 6.8 7.4 14.4 16.9 45.9 48.4 48.6 na
Percent of Program Budgets (regional governments) 8.6 13.6 13.1 19.4 52.5 63.6 69.7 na
Percent of Program Budgets (local governments) 0.0 0.0 0.0 8.2 33.2 33.4 37.9 na
Percent of Program Budgets (total)1 5.7 7.0 11.8 15.8 44.5 48.1 50.6 na
Number of Entities with Program Budgeting  

(national government)
0 1 3 3 17 28 23 na

Number of Entities with Program Budgeting  
(regional governments)

0 0 0 0 0 2 4 na

Number of Programs with Performance Indicators  
(national government)

5 6 13 15 20 20 na

Number of Programs Linked with National Plans 0 0 0 0 59 67 73 na
Number of Programs with Territorial Coordination 4 8 12 19 30 41 49 na
Number of Programs Evaluated for Design and 

Budget Execution
4 10 10 16 11

Impact Evaluations 4 6

Source: Budget Department; and Inder Gley Delgado, 2013, “Avances y Perspectives en la Implementacion del Presupuesto por Resultados eu Perú,” 
Pontipieia Universidad Catálica del Perú.
Note: na = not available.
1Excludes debt, pensions, and contingent reserves.

are defined based on the recommendations of the evaluation. There is then a formal negotiation 
between the entity responsible for the program evaluated and the DGPP.

In 2007, the methodology for the EDEP was designed. It has been applied since 2008 to 
programs, activities, or projects. Institutional evaluations have been carried out since 2009, and 
impact evaluations started in 2010. The EDEPs are carried out by three independent evaluators 
selected through public procurement.

Another noteworthy achievement has been the development of an information technology 
(IT) application called RESULTA that provides information on progress in the indicators of 
products and results of the different programs in an interactive way.

Reporting and Accountability
The General Law of the Public Budget System sets out the obligation to prepare a semiannual 
Financial Execution and Physical Implementation Report to be sent to the Congress and the 
Comptroller General. The independent evaluations are also sent to Congress together with the 
commitments made by the evaluated entities to address the shortcomings identified. Since 2012, 
a report on progress in implementing results-based budgeting has been included in a chapter of 
the explanatory preamble of the draft budget proposal.

Progress in Implementing Reforms
Plan Peru 2021 gave the budgetary programs a policy framework that did not exist before and 
guided the effort to align the programs with the strategic guidelines set forth in the plan. In addi-
tion, Plan Peru 2021 has sought to improve the consistency between the medium-term programs 
and the Sector Strategic Multi-Year Plans. However, these procedures are not yet fully adopted 
and standardized.

One significant achievement of the implementation of results-based budgeting is the gradual 
expansion of budgetary programs as a percentage of the budget. From 5 pilot programs in 2008, 
the number of programs reached 85 in 2015 with coverage of more than 50 percent of the  budget 
(Table 9.1).
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Challenges
Multiyear planning has advanced substantially but has not yet been fully consolidated. Plan Peru 
2021 is an important mechanism to relate national priorities with sectoral plans and foster better 
coordination between planning (national, sectoral, institutional) and budgetary programs. Newly 
created instruments (Plan Peru 2021 and the budgetary programs) still coexist with other meth-
odologies (Sector Strategic Multi-Year Plans and Institutional Operational Plans), generating 
some duplication and overstretching limited resources.

Sectoral plans are not prepared using the same calendar and methodologies. While some min-
istries (such as the Ministry of Education) have updated Sector Strategic Multi-Year Plans, others 
(such as the Ministry of Health) are still in the preparation stage or have not even started. In 
addition, some ministries (the Ministry of Health and Ministry of Housing, Construction and 
Sanitation) have long-term plans that have not been updated. In addition, there is limited capac-
ity in the public sector to design and implement programs, as well as a lack of experience in 
medium-term budgeting and in identifying performance indicators for some programs.

Finally, the use of performance information is limited in most ministries. In principle, perfor-
mance information is intended to guide policymakers in assessing and reshaping programs and 
policies. But Peru has a long way to go in this regard, as this has been done only in a few cases. 
Performance information is still rarely used to support planning, design, and evaluation of bud-
getary programs.

TREASURY MANAGEMENT
Peru has improved Treasury management since 2006, implementing key reforms such as the 
creation of a Treasury Single Account (TSA), better cash forecasting through the adoption of 
econometric and other forecasting methods, creation of a FEF for saving structural surplus cash, 
and development of Treasury instruments such as short-term Treasury bills (T-bills) and repos to 
facilitate active cash management.

Building a Treasury Single Account: Coverage, Design, and Operation

The Treasury System Law enacted in 2006 gave the Peruvian Treasury the powers needed to 
 centralize all financial resources under a TSA, which was created in 2008 and has been gradually 
expanded since then. By 2014, approximately 80 percent of cash flows financing the budget were 
flowing into the TSA main account. Other additions to the TSA in recent years have included 
resources directly collected by the national and regional governments, the Municipal Compensation 
Fund (Foncomun), earmarked resources for universities, donations from the European Commission, 
and loans from the World Bank and the IDB.

The model adopted to manage the earmarked resources separates the authorization to spend 
from the authorization to pay, in line with international practices. Along those same lines, local 
governments have the ownership of the resources transferred to them, but the actual resources are 
deposited in the TSA. Those resources are kept as notional subaccounts in the TSA, but within 
the banking system, as their recording in the financial management system (SIAF) awaits a bank-
ing module to be implemented in the future SIAF-II.

The spending units still hold balances in the banking system and there is still work to be done 
to incorporate those resources into the TSA and close the respective bank accounts. The most 
substantive resources not yet included in the TSA are those from the Social Security Fund 
(ESSALUD), the Public Pensions Fund (ONP), resources collected directly by local governments, 
and domestic and external loans for projects. The resources of public enterprises are not part of the 
TSA. This is also in line with international practice. The General Directorate of Debt and Treasury 
(DGETP) will use the same model it uses for earmarked resources for directly collected resources.
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The design of the TSA has improved gradually over time, but still needs streamlining. 
Additional reforms are required in terms of the location of the TSA, the existence of multiple bank 
accounts, and the absence of a Treasury module in the SIAF to manage the TSA more efficiently. 
The law refers to the TSA as a collection of Treasury bank accounts. There are also references in 
the law to the Main Account, and its location is identified as the Banco de la Nación (BN), a 
public bank that lends only to public employees and pensioners. According to the law, the TSA 
should include all the accounts (including the Main Account) for which the Treasury is the holder 
and in which the resources are centralized and administered. Most revenues are collected and paid 
through the BN. The sums held in the bank’s head account are mostly swept back into the 
Treasury’s accounts at the central bank (BCRP) at the end of the day. So, the balances in the 
central bank (BCRP) in effect constitute the TSA.

A large number of accounts are still at the BN for collection purposes, and there are also a 
large number of bank accounts at the BCRP. For instance, each of the Treasury’s resources (ordi-
nary resources, directly collected resources, earmarked resources, etc.) is maintained in different 
bank accounts at the BCRP. These bank accounts are adopted as a mechanism for recording the 
transactions and balances in the BN and the BCRP, as the Treasury does not have available a 
banking module in SIAF that would record transactions and replace all bank accounts by 
accounting (or virtual) subaccounts.

Revenues are collected through the banking system and transferred to the BN. The tax agency 
(Superintendencia Nacional de Administración Tributaria [SUNAT]) remunerates the collection 
services via a number of days in which the balances are kept at the commercial banks (days of 
reciprocity). Currently the number of days is between one and three, depending on the type of 
payment and location of the commercial bank branch.

Payments are made through a bank account (a subaccount of the TSA) that only records deb-
its for each of the payments registered in SIAF during the day by the spending units. At the end 
of the day, the BN withdraws from the TSA the amount equivalent to all payments ordered.

Even though electronic payments are growing in importance, checks and similar financial 
instruments are still used. Electronic payments to government suppliers are mandatory for 
national and regional governments and are being extended to local governments. In 2013, such 
payments represented 12 percent of these expenditures. Electronic payments of salaries and pen-
sions currently represent 19 percent of the total.

Almost all cash under the control of the DGETP is held at the BCRP, with only small balances 
in the BN. These balances were substantial a few years back due to the commodities boom and 
before the FEF was created to invest the structural cash surplus, but they are rapidly decreasing now. 
Most of the balances are held in demand deposits at the BCRP, earning interest defined by the 
central bank usually below market rates. Small sums are in time deposits. These rates paid by the 
BCRP are established on a discretionary basis by its Committee of Monetary and Currency 
Exchange Operations, reflecting the BCRP’s internal policies. The BN pays an interest rate on the 
balances maintained as a cash buffer lower than the rate paid by the BCRP.

Cash Forecasting

A more structured cash forecasting system for the DGETP has been gradually introduced during 
the last few years. It includes application of econometric models,3 more frequent updates of fore-
casting (from quarterly to monthly updates), and an increase in the forecasting horizon (rolling 

3 Even though the usual recommendation to prepare cash forecasts is to use the historical interyear patterns (and econo-
metric models only for forecasting the annual values), complemented with information from the spending units on large 
expenditures (particularly investments), Peru has been obtaining satisfactory results using time series models and other 
econometric models.
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monthly forecasts are produced for a year) and frequency (daily forecasts are now produced for 
the next three months, also rolled forward).

The DGETP prepares separate revenue forecasting according to the category of revenues (ordi-
nary, earmarked, own revenues). For ordinary revenues, autoregressive time series models have been 
developed for the monthly flow of revenues received by SUNAT for the main components (such as 
tax revenues or custom duties). They are backed up by elasticity-based models of the individual taxes.

Similar work has been done for daily forecasts, but this is more complicated because taxpayers are 
required to pay each tax according to specific schedules. Currently, daily cash forecasting for three 
months is prepared using stress scenarios and adopting the most prudent scenarios to avoid overdrafts.

The forecasts of earmarked resources are done also by component: Foncomun, canon, royalties, 
Focam, several specifically earmarked funds such as the Fund for Performance Incentives, and 
others. All of these components (with the exception of the earmarked funds) have a trend com-
ponent and a stationary component, and forecasting aims to capture both components.

The DGETP has been using autoregressive time series models to forecast expenditures. Monthly 
forecasts of the main expenditures funded by ordinary resources are produced using econometric 
time series analysis, while the minor components are forecasted using moving averages, rates of 
growth, and other simple methods. Monthly forecasts of expenditures funded by earmarked 
resources and directly collected resources are also produced separately and use econometric time 
series analysis. Daily forecasts are produced in aggregate form using time series analysis in an inter-
annual form. Some work has also been done on different economic categories of expenditure.

Finally, there are as yet no IT systems to support cash flow forecasting. New cash flow forecast-
ing infrastructure will be needed to support more active cash management. The DGETP has 
undertaken some initial analyses regarding the databases to be used to store forecasts (the data-
bases are still maintained in Excel) and ways of transferring and sharing forecast material. This 
has included drawing on information available within the BN, although this is mostly very short 
term. However, the IT function within the MEF has now been asked formally to look at options. 
The DGETP is exploring the use of SharePoint as a way to collect and share forecast material 
with the spending units and SUNAT (a similar approach has been taken by the Treasuries in 
Argentina, Chile, and Mexico).

Active Cash Management

There is currently limited active cash flow management. Most government resources are invested 
in deposits at the BCRP, with small amounts in the BN. Since 2005, there has been no shortage 
of liquidity to finance the budget. The government’s cash balances at the BCRP were very large 
as of 2013.

Active cash management is nevertheless still important. It allows for smoothing cash flows at 
the TSA to get better returns for the investment of excess cash and for identifying that part of 
surplus cash that could be considered as “structural” and in turn managed for longer-term objec-
tives, therefore earning a higher return.

Peru has advanced in this area since 2012. A number of amendments to facilitate active cash 
management were made to the Treasury System Law, as enacted through the 2012 Budget Law. 
Currently, the MEF has the capacity to:

• Carry out a range of financial operations that contribute to the development of the financial 
market. This includes issuance of Treasury bills (Treasury bills were last issued in 2003–04) 
and bonds, the use of repo, and other financial instruments, including derivatives.

• Carry out similar operations to maintain and capitalize a Secondary Liquidity Reserve to 
cope with situations of financial instability affecting the availability of resources for the 
implementation of the budget or the liquidity of the credit and securities markets that the 
Treasury ordinarily uses to raise funds.
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As a result, Treasury bills have been issued since 2013, when changes in the tax law put them 
on the same footing as the BCRP’s certificates of deposit. They have been used to develop the 
market, but not for short-term financing needs. The MEF also decided to issue Treasury bonds, 
intercalating their issuance with that of Treasury bills.4

In addition, a Repo Law approved in June 2013 allows for the use of repos by the Treasury for 
cash smoothing and for investment of cash surpluses. The DGETP has also produced action 
plans to develop the money market and the secondary bond market, with a number of important 
initiatives, one of which is to widen the category of primary dealers/market makers. Also, in May 
2015 the Treasury conducted the first auction of resources (excess cash) to be placed in the finan-
cial system.

Work has been done as well to identify the target minimum daily cash buffer to be maintained 
at the BN. Referred to as the “security deposit,” the buffer is designed to provide coverage against 
the risks of cash flow deficits resulting from greater payment execution and/or lower revenue col-
lection. The security deposit is maintained in the BN, and its objective is to minimize the 
expected value of overdraft costs (the BN offers an overdraft line of credit to the DGETP) and 
the opportunity costs of maintaining funds in an account at the BN that are remunerated at a 
lower rate than in other options.

The Secondary Liquidity Reserve mentioned above was also established to assist in program-
ming and monthly cash management, and also to serve as a liquidity buffer when there is a 
substantial decrease in ordinary taxes, the liquidity of securities, or credit. The maintenance of 
this reserve is an obligation of the DGETP.5

Finally, the DGETP has prepared an annual multiyear strategy for financial asset and liability 
management and created a committee to manage assets and liabilities. The Strategy for Global 
Asset and Liability Management for 2014–17 established the following financial policy guide-
lines: (1) deepen the government domestic bond market and increase the share of public debt in 
nuevos soles and implement a repo market, (2) maintain liquidity reserves to be prepared for 
situations of economic and financial instability, (3) increase the return on public funds, and 
(4) improve the infrastructure required for the government domestic bond market. In addition, 
an MEF Committee for Asset and Liability Management started operating in 2014. Its main task 
is making decisions on financing and investment of excess cash.

Coordination between the DGETP and the Central Bank 
and Agreements with the Banco de la Nación

Active cash management requires strong coordination between the BCRP and the Treasury, as 
any operation undertaken by the Treasury can affect money supply, the money and capital mar-
kets, and the effectiveness of monetary policy. It also requires clear and sound agreements with 
the BN and the commercial banks, because they provide banking services to the Treasury and the 
Treasury can invest excess cash in bank deposits.

4 The Treasury is currently issuing Treasury bills at 3, 6, 9, and 12 months. Treasury bills at 3 and 9 months are issued the 
first Tuesday of each month and those for 6 and 12 months are issued the third Tuesday of each month. The Treasury 
bills were offered initially at rates higher than those on term deposits and with similar expirations. Stockbrokers agreed 
to charge very low fees for buying Treasury bills during the initial years. Also, the minimum amount to be purchased is 
low, favoring the participation of individuals in the market.
5 Three models were used to calculate the reserve level in order to reduce the risk of under- or overestimations: (1) a Monte 
Carlo simulation; (2) an econometric model (ordinary least squares [OLS] model) based on estimates of the elasticity of 
revenues to macroeconomic variables and on exogenous variables that were assumed to follow their behavior during the 
2008 crisis; and (3) an error correction model (MCE), where the residuals of the OLS model were used to capture the 
long-term relationship between the variables that explain the amounts collected. The exogenous variables were simulated 
using the same criteria as in the OLS model. According to the models, the lowest level of annual revenue that will be 
reached with a 95 percent confidence is between S/. 78.8 billion and S/. 87.6 billion.
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There is already a memorandum of understanding (MoU), formalized by a 2010 ministerial 
resolution, on the terms and conditions for the DGETP’s deposits held at the BCRP. There are 
a number of other MoUs, or exchanges of letters, on detailed arrangements for the structure of 
accounts, among other things.

There is a separate MoU between the DGETP and the BN that covers only the rate of inter-
est that the bank pays on balances. It is defined as the rate on overnight deposits, as published by 
the BCRP, less an allowance for the additional reserve requirement applied to deposits. The BN 
provides a range of services to the DGETP.

OPERATIONAL RISK MANAGEMENT AND BUSINESS 
CONTINUITY PLANNING
Peru has one of the best business continuity plans in Latin America covering operations related 
to public finances. Following the restructuring of the MEF in 2012, a Risk Management 
Department was established.

Business continuity means maintaining the uninterrupted availability of all key business 
resources required to support essential MEF activities. Business continuity planning is therefore 
that part of operational risk management that establishes cost-effective measures in case a disrup-
tive event occurs. The plans address the subset of operational risks where environmental factors 
or poor operational controls raise the potential for loss of or damage to essential operations 
(including people, information, infrastructure, premises).

The operations of a finance ministry are critical to the entire government because this minis-
try bears responsibility for the management of substantial government assets and liabilities, and 
is responsible for the bulk of revenue collection and payment of budget expenditures. The large 
sums involved mean that any risk exposure can have damaging financial consequences and cause 
severe reputational and political damage. These situations are even more acute in countries with 
potential risks from natural disasters. The Peruvian government has serious concerns about a 
possible sizable earthquake affecting the capital of Lima and its surrounding areas, given the loca-
tion of the fault line and the time period since the last significant earthquake. The main concern 
centers on the ability of the MEF, the central bank, and the BN to mobilize and operate if such 
a disaster occurs.

A number of notable achievements have been made in this area since 2011 based partly on 
what the BN and BCRP have done in this area. Both the BN and the BCRP have fully imple-
mented business continuity plans to cover their operations if a major disruption happens at their 
respective primary sites. For example, the BCRP has an alternate site for 80 to 100 staff. Also, 
the BCRP has developed a system for internal control to ensure the security of information and 
a continuity plan, with three-month reporting on readiness to handle any adverse event. The 
MEF is confident that both institutions will be able to cope with a major incident to ensure the 
continuity of their services to the government payment system.

Regarding the MEF, a risk committee was established in May 2013, chaired by the Minister 
of Economy and Finance, and periodic meetings have already been held. The business continuity 
plan is documented in the DGETP’s Transactions Continuity Plan. The DGETP and the BN 
have a joint alternate site located about 15 minutes from their primary site, where critical pro-
cesses/activities can be managed remotely. The site provides for positions for each of the Treasury, 
Debt, and Risk Management Divisions, plus has space for an IT office and command center with 
laptops operated when critical staff members are relocated to the site. The Transaction Continuity 
Plan has been tested many times in the past couple of years and has worked very well.

An initiative to expand the business continuity plan, including extending it to cover the 
entire MEF, is under way. The Risk Management Department has established a team, assisted 
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by  consultants, to prepare an operational risk management matrix for the entire MEF. The 
MEF has determined that an alternate site providing scope for close to 200 people or around 
10 percent of total staff is needed. Such a facility was identified by the MEF not far from the 
Army Headquarters and the main offices of the BN.

PUBLIC INVESTMENT MANAGEMENT
Peru’s SNIP, created in 2000, is the main instrument to manage the country’s investment projects.
SNIP is comprehensive and is mandatory for all projects implemented by the central and subna-
tional governments and public enterprises (the nonfinancial public sector). The system allows for 
all phases of the project (feasibility, implementation, ex post assessment) to be controlled in a 
centralized way. During the feasibility phase, alternatives are studied, and project selection is 
based on the highest expected socioeconomic return. During the implementation phase, the 
project is further detailed through final studies and the preparation of executive projects. Then, 
as the project enters the operational and maintenance phases, an ex post assessment is performed.

SNIP is supported by an IT system, the Investment Project Bank, which registers each phase 
of investment projects from the feasibility study to the ex post evaluation. Project Bank is avail-
able to the public for consulting on the status of ongoing projects. The MEF’s Directorate 
General of Investment Policy is responsible for SNIP management, and there is a unit in each 
ministry and subnational government responsible for operating the SNIP. The system controls 
five stages of each project: (1) feasibility study, (2) feasibility statement, (3) implementation, 
(4) monitoring, and (5) assessment. The feasibility phase covers preparation of the project profile 
and the prefeasibility and feasibility studies. The preparation of the project profile is mandatory. 
The prefeasibility and feasibility studies may not be required, depending on the characteristics of 
the project. Provided that the project meets technical and legal requirements, a feasibility state-
ment is issued. At this stage the project is included in the Investment Project’s Bank if it is 
declared viable. Prioritization is done only in relation to projects with a positive feasibility state-
ment. During the implementation phase, the final studies and detailed execution plans are pre-
pared and the project is executed.

Several units are involved in the project approval process: (1) the implementation units pro-
pose the projects, (2) sectoral programming and investment offices or regional and local govern-
ments evaluate and prepare the feasibility statement,6 (3) authorities at the different levels of 
government are responsible for project identification, and (4) implementation units at the differ-
ent levels of government are responsible for implementation, monitoring, and assessment.

The SNIP IT system provides the following information: (1) project identification, and the 
SNIP code, location, and unit responsible for managing the project; (2) information on the fea-
sibility study, project objective and justification, area of influence, and targeted beneficiaries; 
(3) project alternatives recommended for implementation, sustainability analysis, and risk and 
disaster assessment analysis; (4) identification of project components, project cost, financial plan, 
and identification of operational and maintenance costs; and (5) funding sources and other infor-
mation. The project code in the SNIP is the same used in the budget to facilitate monitoring 
during execution.

The Multiannual Public Investment Program details the implementation of investments for 
the budget year and projected expenditure for the following three years. Information is recorded 

6 In certain cases, the evaluation of projects depends on the MEF, as in the case of projects proposed by subnational 
 governments that need a central government guarantee.
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on the total cost of each project and the amount invested to date. Information on projects is 
partially available to the public on the SNIP website.7

MODERNIZATION OF THE FINANCIAL 
MANAGEMENT INFORMATION SYSTEM
Public financial management in Peru relies on a robust set of information systems that are moving 
toward a more integrated approach. The effort to integrate aims to improve the consistency, 
opportunity, and reliability of financial information.

The Peruvian public sector financial management information system (SIAF-SP or SIAF I) was 
implemented in 1999. The system was developed in-house, and the main objective was to integrate 
the budget, Treasury, and accounting operations related to the execution of revenue collection and 
budget expenditure. However, the accounting procedures are not completely automated.

There are multiple information systems for public expenditure management that are not 
always fully interconnected but have been instrumental in improving public financial manage-
ment as a whole. Among the major systems are the SNIP webpage and its multiple applications 
(such as SNIP-BP, FONIPREL, etc.), Multiannual Public Investment Program, Budget 
Execution, Electronic System for Procurement and Contracting (Sistema Electrónico de 
Contrataciones del Estado) and the Administrative Management System (Sistema Integrado di 
Gestion Administrativa). These systems support budget preparation and execution at the 
national, regional, and local levels. At present, there is a good degree of integration with the SNIP, 
Sistema Electrónico de Contrataciones del Estado, and Sistema Integrado di Gestion 
Administrativa; however, further integration is needed with other systems.

Since 2010, the MEF, with IDB support, has been implementing SIAF II to modernize the 
technology platform, increase integration, and improve performance of SIAF I. The first stage is 
to develop the budget preparation module, which has been operational since 2014, and the 
 second stage will cover budget execution and accounting. 

The MEF also developed a module in SIAF I to provide program information for the period 
2013–16. The Accounting and Treasury Departments worked together on the convergence of the 
respective chart of accounts and budget classifiers.

REORGANIZATION OF THE MINISTRY 
OF THE ECONOMY AND FINANCE
The MEF was restructured in March 2011. The new organizational structure was put in place 
with three objectives: (1) modernize the ministry in line with international practices; (2) cope 
with rapid changes in fiscal decentralization and, as a consequence, increase the MEF’s capacity 
to oversee and better control the finances of local governments; and (3) strengthen the MEF’s role 
in the financial markets and in pension systems.

Before 2011, the MEF was organized basically in two vice ministries (Economy and Finance), 
with four directorates under the authority of each of them. Under the Vice Ministry of Finance 
were the General Directorates of Budget, Treasury, Debt, and Accounting; and under the Vice 
Ministry of the Economy were the General Directorates of Economic and Social Affairs, 
Multiyear Programming, Revenue Policy, and International Economics, Competitiveness, and 
Private Investment.

7 See http://www.snip.gob.pe/.

©International Monetary Fund. Not for Redistribution

http://www.snip.gob.pe/


148 Modernization of Peru’s Public Financial Management Systems

The reorganization merged the Treasury and Debt Directorates (creating the DGETP), 
 created a General Directorate of Public Resources (in charge of personnel and pension issues) 
under the Vice Ministry of Finance, separated the Directorate of International Economics, 
Competitiveness, and Private Investment into two directorates, and created three General 
Directorates under the Vice Ministry of the Economy (Macroeconomic Policy and Fiscal 
Decentralization, Public Investment, and Financial Markets and Private Pensions). In addition, 
the internal organization of the Budget Directorate was significantly modified. The next sections 
focus only on describing the reorganization of the Budget, Treasury, and Debt Directorates.

Reorganization of the Budget Directorate

The reorganization of the General Budget Directorate was largely due to the need to align it with 
the strategy to implement results-based budgeting and strengthen budget preparation, monitor-
ing, and evaluation. Six directorates were established: Executive, Legal Issues, Budget Programming 
and Monitoring, Quality of Public Expenditure, Articulation of the Budget of the Territories, and 
Thematic Budget.

The main function of the Budget Programming and Monitoring Directorate is the  preparation 
of the public budget in coordination with all directorates. It is also in charge of implementation 
of a multiyear budget and of expenditure control to maintain fiscal discipline. The functions of 
the Quality of Public Expenditure Directorate are to methodologically guide and support the 
entities in designing their budget programs; track the performance of the programs; organize, 
analyze, and use independent evaluations; and determine management incentives.

The Directorates of Thematic Budget and of Articulation of the Budget of the Territories 
apply the guidelines issued by the above-mentioned directorates and direct the budget process 
with a national and a regional development perspective. The different entities have to present and 
justify their budgets and additional demands of resources to these directorates (supported by the 
Quality of Public Expenditure Directorate), and they are responsible for verifying the proper 
prioritization of resources using performance information.

Reorganization of the Treasury and Public Debt Directorates

The DGETP was reorganized into six main directorates: Analysis and Strategy, Treasury 
Operations, Risk Management, Market Management, Credit and Budgets, and Programming 
and Accounting. The structure of the debt management side of the new directorate is broadly in 
line with international practice, with front, middle, and back offices (that is, the Directorates of 
Market Management, Analysis and Strategy and Budget, and Programming and Accounting, 
respectively). In many debt (and cash) management units, the responsibilities of the Risk 
Management Directorate would be integrated with the debt strategy, financing policy, and 
reporting responsibilities of the middle office. But it is equally important to give adequate status 
to the risk management function, which was achieved with the decision to establish a separate 
directorate for that purpose. In practice, the new directorate works closely with the Analysis and 
Strategy Directorate, particularly on market and credit risks. Both are also involved in the devel-
opment of a fully integrated asset and liability management approach to the management of the 
government’s balance sheet.

There are still a few organizational changes that could be pursued in the medium term. For 
example, the investment of cash resources is currently the responsibility of two directorates, 
Treasury Operations and Market Management. This is not ideal, considering that it may compli-
cate interaction with the markets.

In addition, lead responsibility for developing cash flow forecasts (revenue and expenditure) 
should continue with the Directorates of Treasury Operations and Market Management. But the 
forecast prepared should then be passed to the Directorate of Analysis and Strategy.
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The merging of the two directorates had to be accompanied by the creation and reform of 
several coordination committees, a process that is still in progress. The new committees include 
a Cash Committee and a Risk Committee. The latter should set policies for the full spectrum of 
risks as well as establish a policy framework within which individual decisions are taken. This 
would also include identifying the DGETP’s “risk appetite.” In practice, that will mean setting 
risk limits where appropriate (e.g., for credit risk and for some exposures to market risk); estab-
lishing a framework for managing operational risks; and, more generally, developing techniques 
to assess risk trade-offs (e.g., against business or cost objectives) and mitigation priorities.

TECHNICAL ASSISTANCE PROVIDED BY THE IMF
The IMF’s FAD has provided extensive technical assistance to Peru since 2010. Technical assis-
tance projects have also been strongly supported by Japanese (Japan International Cooperation 
Agency) and Swiss (State Secretariat for Economic Affairs) financial cooperation. The main 
results of these technical assistance projects are outlined below.

• Restructuring the MEF: The FAD advised on the restructuring of the MEF that took place 
in 2011. The MEF merged the Debt and Treasury General Directorates by creating the 
DGETP, which is organized under a front, middle, and back offices structure, as described 
above. In addition, the restructuring created a Risk Management Division, reformed the 
Cash Management Committee, and created an Asset and Liability Management Committee 
and Risk Management Committee.

• Cash planning: Technical assistance has been provided to improve cash forecasting and 
planning, develop a programming model to ensure implementation of the budget and 
reduce the costs of financing the Treasury, and provide advice on liquidity management. A 
new model for cash planning to improve the quality of the cash flow forecasts prepared by 
line ministries has also been developed.

• Treasury single account: The FAD has provided considerable technical assistance in this area. 
The consolidation of the TSA has progressed significantly. The government reached a 
consensus regarding the importance of pooling all resources in the TSA. In 2013, the entities’ 
own revenues were included in the TSA, which represented a major achievement in this area. 
The SIAF system has also been modified to address Treasury needs to improve the TSA.

• Business continuity plan and risk management: The FAD has also provided much technical 
assistance on preparing a business continuity plan. The Risk Management Division, which 
has been operational since 2011, defined an operational risk management methodology and 
a risk management policy in 2012. The risk assessment report was completed in 2014. The 
division has also prepared a risk assessment matrix on contingent liabilities that was 
integrated into the MEF’s 2012 operational plan. The Risk Management Committee was 
created by law in 2013 and operational procedures were prepared.

• Active cash management: Significant improvements have been made in the area of active cash 
management, an area where the FAD has provided abundant technical support. In 2011, the 
DGETP’s Director General was appointed as a permanent member of the Cash Committee. 
The government also passed a law authorizing the Treasury to issue short-term bills and have 
more active cash management. The purpose is to define a cash buffer for cash management 
purposes and invest the remaining cash surplus. A study to identify and register contingent 
liabilities was prepared and the government is also working on the measurement of structural 
balance sheet risk. A comprehensive asset-liability management strategy was approved, an 
information system to manage the auctions has been developed, and a new regulation was 
approved to allow the Treasury to issue short-term bills and undertake repo operations.
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• Medium-term budget framework: An IMF mission in 2012 provided advice on the 
preparation of a medium-term budget framework (the MMM). It was recommended that 
the calendar for preparation of this document be changed to better align it with the budget 
calendar.

• Government accounting: Peruvian authorities are involved in a plan to adopt International 
Public Sector Accounting Standards (IPSAS). Two IMF missions provided advice on 
accounting in Treasury operations in accordance with the IPSAS. Peru has already included 
many IPSAS standards in its national accounting standards, but implementation has not 
been uniform.

• Study tours: Treasury officials have visited the Treasury departments of Colombia, Brazil, 
Mexico, Spain, Chile, New Zealand, and Argentina as part of study tours to exchange 
information and learn about international experiences on Treasury reforms in more detail. 
These visits were important to expand the capacity of Treasury staff and to bring successful 
experiences to the attention of public financial management reformers.

• Development of the new Public Sector Financial Management Information System (SIAF II): 
The system’s conceptual model consists of three macro processes: budget preparation, 
budget execution, and government accounting. The development of the budget preparation 
module has been concluded. Technical assistance was provided by the FAD through several 
long visits by an expert on Integrated Financial Management Information Systems 
development. The IDB is financing the development of SIAF II. Initially planned to be 
developed by a software firm, the system is currently being developed through a combination 
of an in-house and externally developed system.
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CHAPTER 10

Fiscal Decentralization: Progress and 
Challenges for the Future

ADRIENNE CHEASTY AND JUAN PICHIHUA

Launched in 2002, Peru’s decentralization reform has succeeded in making important changes but is 
not yet complete. Spending has been significantly decentralized, but with great variation in quantity 
and quality across the country. This is partly explained by the assignment of unevenly distributed 
natural resource revenues to fund spending, and partly by the diversity of Peru’s subnational govern-
ments, many of which are small (Table 10.1) and have limited capacity. The decentralization of 
nonmineral revenue has been much slower than the decentralization of spending. Subnational borrow-
ing, while not large enough to be a macroeconomic threat, has led to serious debt problems in some 
governments. The next round of reforms should consider revisiting the assignment of natural resource 
revenues, strengthening the efficiency of subnational investment, and addressing the fragmentation of 
jurisdictions.

INSTITUTIONAL FRAMEWORK
Peru has traditionally been politically and administratively centralized, with its economic 
 structure and population concentrated in the capital. Decentralization has long been on the 
political agenda. An initial attempt was made in 1987, when the country was divided into 
regions and regional governments were created. These were short-lived, however, and were dis-
solved in 1992. Almost a decade later, in March 2001, the Congress approved a constitutional 
reform for decentralization, which again established regional governments with political and 
administrative autonomy.

This reform organized the country into regions, departments, provinces, and districts. The 
amended constitution defines Peru as a unitary and decentralized state with three levels of 
 government: national, regional, and local. To date, however, no departments have grouped 
together to form regions.1 The regional level currently consists of the departments, in addition to 
the Constitutional Province of Callao, which has the status of a department. The local level has 
two sublevels: provincial municipalities and district municipalities.

To fund subnational government responsibilities, the reform provides for regional and local 
governments to share in transfers from the national government, license fees (canons) and com-
pensation funds (the Regional Compensation Fund, Foncor) for regional governments, and the 
Municipal Compensation Fund (Foncomun) for municipalities.

Fiscal rules were established for regional and local governments to ensure fiscal sustainability. 
Law No. 27958, which amended the Law on Fiscal Prudence and Transparency enacted in 2003, 
permitted regional governments to borrow abroad, though only with a national government 
guarantee, and introduced two quantitative rules on subnational borrowing and a rule on the 

1 The constitution provides that, by passing a referendum, two or more contiguous departments may join to form a 
region; contiguous provinces and districts may also change the configuration of their regional administrative units.
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primary balance.2 The law provided for the temporary suspension of the Regional and Municipal 
Compensation Funds as corrective measures in the event of noncompliance with these rules. The 
Law on Fiscal Decentralization added other fiscal rules to limit spending and short-term subna-
tional borrowing. In all, eight rules were put into place. However, many local authorities were not 
aware of the existence of the rules, and there were no mechanisms for applying sanctions. Hence 
compliance has been low, particularly with the spending limits.

Against this backdrop, the recent Law on Strengthening Fiscal Responsibility and Transparency 
(Law No. 30099), which replaced the Law on Fiscal Responsibility and Transparency, reduced the 
number of subnational fiscal rules to two. The first rule controls regional and local spending, 
while the other regulates the amount of subnational borrowing. Sanctions are primarily reputa-
tional but also include a restriction on transfers from the Fund for the Promotion of Regional 
and Local Public Investment (Foniprel). In addition, the subnational governments are required 
to prepare and submit a Multi-Year Report on Fiscal Management.

After more than a decade of decentralization, there is a perception that the outcomes of the 
process remain unsatisfactory. Ahmad and Garcia-Escribano (2011), for example, characterized 
the Peruvian decentralization as incomplete.

Territorial Fragmentation

The fragmentation of Peru’s political and administrative units is a major constraint to achieving 
effective decentralization, both at the intermediate level (departments) and at the local level 
(municipalities). Based on the country’s current organization in terms of territorial divisions, 
further progress in decentralization is not feasible. Among the main obstacles are that regional 
governments in departments have not reached a critical size that would enable them to have a tax 
base sufficient to facilitate tax decentralization, and that fragmented municipalities have weak 
management capacity to deliver local services.

Departments are small relative to the size of the country itself and are sparsely populated. Hence, 
tax decentralization will not be possible until regions with greater fiscal capacity have been formed 
from existing departments. Not counting Loreto, which has its own specific characteristics due to its 
location, the average size of a department is 39,800 square kilometers. The smallest department is 
Tumbes, which has a surface area of just 4,600 square kilometers and approximately 200,000 inhab-
itants. In addition, population density is fairly low. Excluding the Department of Lima, the depart-
ments have an average of 24 inhabitants per square kilometer, with no large cities in Peru’s interior.

The local level in Peru is one of the most fragmented in Latin America. Most of the 1,842 districts 
are sparsely populated, with municipalities averaging fewer than 15,000 inhabitants on average, 

2 The rules are as follows: (1) the annual ratio of the stock of total debt and current revenue of subnational governments 
should not exceed 100 percent, (2) the ratio of annual debt service to current revenue should be less than 20 percent, and 
(3) the average primary balance for the last three years reported by each regional and local government may not be  negative. 

TABLE 10.1

Size of Local Jurisdiction by Population, 2012

Population

Districts Provinces

Number
Cumulative 

(percent) Number
Cumulative 

(percent)

0–1,000 195 11.9 0 0.0
1,000–5,000 739 56.8 33 16.9
5,000–10,000 337 77.4 23 28.7
10,000–50,000 298 95.5 92 75.9
>50,000 74 100.0 47 100.0

Total 1,643  195  

Source: National Institute of Statistics and Information Technology.
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the smallest average in Latin America. More than half of districts have fewer than 5,000 inhabitants, 
and there are even some municipalities with fewer than 200 people. Further, nearly 29 percent of 
provinces have fewer than 10,000 inhabitants.

Given these numbers, further decentralization to municipalities would be incompatible with 
maintaining any economies of scale in the local delivery of services. In a country with Peru’s 
income level, it is a struggle to provide funding for municipalities with fewer than 1,000 inhabit-
ants. Nonetheless, although it is clear that some of the municipalities are not viable, in the past 
two years 15 new municipalities were created, and 14 draft laws were presented in 2013 with the 
aim of establishing new districts, most in Cajamarca. In contrast, municipalities in Colombia and 
Chile, which are pursuing similar decentralization processes, have an average size of 41,000 and 
47,000 inhabitants, respectively.

DECENTRALIZATION OF SPENDING, SERVICE DELIVERY, 
AND INVESTMENT
Peru’s decentralization of government spending, especially public investment, has been significant 
over the past decade. Table 10.2 shows how the shares of the three levels of government have 
changed, both for primary spending and public investment. Local spending has expanded most 
rapidly, with local governments’ share increasing from 12 percent of primary spending in 2004 
to around 22 percent in 2013, a 77 percent increase. The national government’s share fell by 
around 15 percent over the period. In 2004, spending was concentrated at the national level 
(68 percent), although this figure has since dropped to less than 58 percent.

Public investment spending was decentralized even more rapidly. The national government 
saw the largest decline in investment (–45 percent) between 2004 and 2013, implying an increase 
in the share of investment undertaken at regional and local levels, which grew by 68 percent and 
48 percent, respectively.

The importance that public investment spending by local governments has taken on is a 
 distinguishing feature of Peru’s decentralization. It now exceeds investment by regional govern-
ments and accounts for more than 45 percent of total public investment. Its growth is largely 
explained by the rapid expansion of revenues from license fees and royalties during the commod-
ity price boom of the last decade. These revenues are transferred primarily to local governments 
in extractive areas, with their use restricted to investment spending, as described below.

These changes have turned subnational governments into important players in the delivery of 
public services and public investment. The transfer of spending authority has meant that regional 

TABLE 10.2

Changes in the Decentralization of Spending, 2004–13 (Percent)

Year

Primary Spending Public Investment Spending

National Regional Local National Regional Local

2004 67.9 19.8 12.3 55.4 13.7 30.9 
2005 66.7 20.2 13.1 52.7 15.5 31.8 
2006 63.3 20.4 16.3 38.8 17.4 43.8 
2007 60.8 23.2 16.1 38.2 20.7 41.1 
2008 56.0 22.6 21.4 34.2 18.6 47.2 
2009 58.7 20.1 21.2 33.0 20.2 46.8 
2010 59.6 19.5 20.9 37.7 20.6 41.7 
2011 61.2 19.7 19.0 42.4 20.4 37.2 
2012 56.4 21.2 22.5 30.9 24.3 44.7 
2013 57.8 20.4 21.8 31.2 23.1 45.7 

Percent Change 
2004–13

−15 3 77 −44 69 48

Source: Integrated Financial Management System/Ministry of the Economy and Finance.
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and local governments have been assigned, and begun to exercise, sector-specific functions that 
were previously the responsibility of national-level ministries.3 This process, which was initially 
regulated by the then National Council on Decentralization and subsequently by the Decentralization 
Secretariat under the Office of the Chairman of the Council of Ministers, was accelerated by the 
“decentralization shock” in 2006, which made it possible to compress the previously set timetable 
and speed up the transfer of spending authority for health and education. As a result, 93 percent 
of all sector-specific functions have now been transferred to regional governments.

Spending responsibilities generally follow the principle of subsidiarity. Spending that is the 
exclusive responsibility of the national government includes national defense and security, foreign 
affairs, judicial services, legislative functions, and management of public debt. The national gov-
ernment accounts for more than 95 percent of total spending in each of these areas.

The regional level is now responsible for the execution of a large share of the budget in educa-
tion and health. Regional governments account for 54 percent and 47 percent, respectively, of 
total government spending on these services. Almost all regional governments have seen increases 
in these shares, to varying degrees. Tacna’s regional government, for example, accounts for 
84  percent of spending on health in that department, while Cajamarca accounts for only 
49 percent. Similarly, progress in the decentralization of education spending has been most pro-
nounced in San Martín, where the regional government accounts for 78 percent of spending, as 
opposed to Arequipa, where the regional government accounts for only 46 percent of such spend-
ing. An exception is Lima,4 where these functions are still under the responsibility of ministries.

Although spending on education and health appears in the budgets of the regional govern-
ments (Figure 10.1), in practice the regional authorities have little discretion in the use of these 
funds. The use of the education budget is determined at the national level based on budget 
programs and strictly earmarked expenditures (primarily wages and salaries). The regional gov-
ernments, which account for 54  percent of education spending, are responsible primarily for 
salary expenditures (77 percent), while the national government, which accounts for 37 percent 
of spending in the education budget, is responsible primarily for expenditures on goods and 
services (31 percent). Low spending by local governments on education mainly refers to infra-
structure, particularly in municipalities where the resources in question are substantial.

For sector-specific functions other than education and health, funding has not yet been estab-
lished, despite the nominal transfer of spending authority from the national level. The functions 
affected include environmental regulation, land-use planning, and the promotion of industry, 
tourism, and fisheries. This is due to the absence of a clear delineation of functions between 
national-level ministries and the regional level (Ahmad and García-Escribano 2006). It is not 
clear which level of government is responsible for what, since the functions established by the 
regulatory framework (especially in the Organic Law on Regional Governments and the Law on 
the Principles of Decentralization) are not clear regarding who delivers which services. This lack 
of clarity could result in a duplication of effort, with a consequent waste of resources, or in failure 
to provide certain services altogether.

Shortcomings in Local Public Investment

At the local level, decentralization of spending is tied to the delivery of general local services 
such as public sanitation, maintenance of parks and gardens, and local road construction and 
maintenance. To a large extent, investment spending at the local level is concentrated primarily 

3 Law No. 28237 on the System for the Accreditation of Regional and Local Governments established criteria and proce-
dures for the transfer of these responsibilities.
4 In the Department of Lima, the regional level is comprised of the Metropolitan Municipality of Lima, which has the 
status of a region, and the regional government of Lima Province.
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among a small group of local governments that receive enormous resources from license fees 
and  royalties, without consideration of their spending responsibilities or capacity. In other 
words, the financing has come before the function, contrary to best practices in decentraliza-
tion. The abundance of resources, sometimes in very small and managerially ill-equipped 
jurisdictions, has in many cases resulted in suboptimal project choices, waste in outlays, slow 
execution rates, a buildup of idle balances in the banking system, and temptations for corrup-
tion. These problems were noted years back by Prud’homme (1995) and currently pose chal-
lenges to the national government’s efforts to stimulate the economy and improve infrastructure 
by boosting investment.

As shown above, the decentralization of public investment has been significant, especially at 
local levels. Peru’s share of subnational investment (64  percent) is now around the average 
(66 percent) among countries in the Organisation for Economic Co-operation and Development. 
However, this investment is inefficient and poorly distributed across subnational  jurisdictions. 
The efficiency problems can be traced to local government choices that do not attempt to meet 
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Figure 10.1 Spending on Education and Health Care in the Departments by Level of Government 
(Percent)
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needs and fail to align with national priorities. Often, local governments choose to invest in 
 sectors that will generate little welfare gain to the public—even when there is citizen participation 
in the design. Since the investment is financed mainly by transfers, the public has little incentive 
to participate or to require accountability for the investment.

Horizontal Expenditure Imbalance

Peru, like other Latin American countries, has serious horizontal imbalances (Letelier 2012). The 
uneven distribution of tax bases in Peru—because of the concentration of canon revenues and 
because economic activity is concentrated in the Department of Lima—implies a high degree of 
horizontal fiscal imbalance. While the extent of the imbalance cannot be quantified in the 
absence of information on the fiscal capacity of the subnational jurisdictions, the geographical 
distribution of spending in departments offers an approximation (Table 10.3). Moquegua, the 
department with the highest GDP per capita, also has the highest level of government spending 
per capita (S/. 5,591 per person)—three times higher than the department with the lowest spend-
ing level, La Libertad.

The coefficient of variation5 shows that disparities in departmental spending are most pro-
nounced at the local level (0.64), and somewhat smaller at the regional level (0.40)—with less 

5 The coefficient of variation is a basic measure of dispersion of a probability distribution. It is the standard deviation 
divided by the mean.

TABLE 10.3

Distribution of Spending among Departments by Level 
of Government in 2012 (Nuevos soles per capita)

Department National Regional Local General

Amazonas 1,153 1,252 554 2,959
Ancash 699 1,360 1,119 3,177
Apurimac 1,225 1,269 728 3,221
Arequipa 1,036 868 863 2,767
Ayacucho 1,978 1,224 893 4,095
Cajamarca 953 796 913 2,661
Callao 2,292 1,051 489 3,831
Cusco 1,208 1,151 2,063 4,422
Huancavelica 796 1,296 1,073 3,165
Huanuco 691 899 696 2,286
Ica 874 809 769 2,451
Junin 754 736 500 1,990
La Libertad 584 564 683 1,832
Lambayeque 852 611 468 1,931
Lima 2,842 97 478 3,417
Loreto 614 1,163 578 2,356
Madre de Dios 2,787 1,925 421 5,133
Moquegua 693 1,802 3,097 5,591
Pasco 788 1,277 1,215 3,280
Piura 591 666 683 1,939
Puno 772 743 719 2,234
San Martin 683 1,027 618 2,327
Tacna 765 1,361 1,708 3,835
Tumbes 937 1,956 967 3,860
Ucayali 615 958 839 2,413

Average 1,087 1,074 925 3,087
Maximum 2,842 1,956 3,097 5,591
Minimum 584 97 421 1,832
Coefficient of Variation 0.61 0.40 0.64 0.33

Source: General Account of the Republic, 2013.
Note: Does not include spending on defense, public debt, and foreign affairs.
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variation if the Department of Lima is excluded. At the national level, spending tends to be more 
homogeneous (0.33). While the gap between the departments with higher and lower spending 
levels has narrowed, the position of departments within the distribution has remained the same. 
Departments with high spending tend to be those with lower poverty rates (Madre de Dios, 
Moquegua, Tacna, Tumbes, and Lima). Those with lower spending per capita are not necessarily 
the poorer departments, but those with a high demographic burden.

ALLOCATION OF SUBNATIONAL REVENUES
Government revenues have remained centralized. The national government continues to generate 
95 percent of revenue. The subnational governments that collect their own revenues are mainly 
local (Table 10.4)—even before the constitutional reform, municipalities had powers allowing 
them to collect their own revenues. At the regional level, although the regulatory framework 
provides for revenue-sharing (coparticipación) of major national taxes, regional governments’ own 
revenues are currently limited to fees for their services and some other charges. Thus, there has 
been only a slight decline in the share of revenues collected by local governments since the begin-
ning of decentralization, from 5 to 4.2 percent. Regional governments continue to collect no 
more than 0.7 percent of total revenues.

Local Taxes

Local financing is governed by the Law on Municipal Taxation. Local taxes are broken down into 
tax assessments, charges, and user fees (levies, excise taxes, and contributions for public works).

A particular feature of local finances is that charges and tariffs constitute a significant share of 
local governments’ own revenues, exceeding local taxes in terms of the amount collected. In other 
words, local governments are more efficient when it comes to the collection of taxes that they 
impose themselves, such as levies, contributions, charges, and the like. Their collection of own 
revenues of this kind was double the amount of local taxes collected in 2000 (Alvarado and oth-
ers 2003). The gap has narrowed since then, but remains significant.

The property tax continues to be the most important local tax, but its share declined 
 considerably from 62  percent in 2004 to 44  percent in 2012. In contrast, there has been a 
 significant increase in the share of the excise tax, which applies to real estate transactions and is 
easier to collect. The rise in the excise tax is related to growth of the construction industry in 
major cities, especially in the Lima metropolitan area.

A number of factors contribute to the poor performance of property tax collection. On the 
one hand, local governments do not have the technical and administrative capacity needed to 
properly administer and oversee this tax. In light of this, local administrations frequently resort 
to tax amnesties as a strategy to boost collection rates, although this practice is not sustainable 
over the long term since it rewards delinquent taxpayers and provides a disincentive for those who 

TABLE 10.4

Distribution of Own Revenues by Level of Government 
in 2004 and 2012 (Millions of nuevos soles)

Level of 
Government 

2004 2012

Amount Percent Amount Percent

Local 2,079 5.0 4,816 4.2
Regional 303 0.7 643 0.6
National 39,110 94.3 108,333 95.2

General 41,493 100.0 113,793 100.0

Sources: Integrated Financial Management System; and Ministry of the Economy 
and Finance.
Note: Tax revenues, contributions, and other current revenues.
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pay their taxes on time. On the other hand, local governments lack the basic tools to manage this 
tax; it is quite rare to find local administrations that have land and property registers, and the few 
that do exist are out of date and incomplete (Rühling 2008). This is a crucial area for future 
improvements in the collection of the property tax.

In addition, institutional limitations in the current regulatory framework hinder the improve-
ment of tax collection. The most visible limitation is in determining the tax value of property. 
This is the responsibility of the Ministry of Housing, which establishes the values for each district 
depending on the location of the property. This valuation always lags behind values in the real 
estate market, which results in a substantial reduction in local fiscal capacity. Another limiting 
factor is the setting of tax rates at the national level without leaving local governments any room 
to maneuver, even though they have more information about the taxpayers and the ability to use 
this tax as an instrument for the regulation of urban growth (De Cesare and Smolka 2013). Tax 
exemptions are another factor limiting collection rates; a number of taxpayers are granted exemp-
tions from payment of all or part of the tax in spite of their ability to pay.

As a result of these various limiting factors, overall tax collection in Peru is fairly low compared 
to that of other decentralized countries in the region. According to De Cesare (2012), property 
taxes collected in Peru are around 0.17 percent of GDP, which is quite low when compared to 
Colombia, for example, even though Colombia’s institutional framework for decentralization and 
intergovernmental organization is fairly similar to Peru’s. Colombia’s property tax collection is 
equal to more than 0.7 percent of GDP, or four times that of Peru’s. Chile has the best perfor-
mance in the region, which is related to the central administration of this tax.

User Charges and Fees

These levies and/or charges are paid for the delivery of an individual public service to a taxpayer. 
Local governments usually charge levies for services related to public sanitation, such as street 
cleaning and trash removal, public safety, and the maintenance of public parks and gardens. At 
the regional level, these revenues are the sole source of the governments’ own revenues,6 and they 
involve charging levies and tariffs for the delivery of services for which regions are responsible, 
such as health care, which accounts for 42 percent of the revenue. The income comes primarily 
from payments by users of regional health care centers and hospitals. Fees for educational services 
also account for a relatively large share.

To collect these payments at the local level, municipalities have to determine the fee for ser-
vices, taking into consideration the specific characteristics of each taxpayer. This involves the 
annual approval of a technical report that explains in detail the cost structure of each service and 
the methodology to be applied to distribute these costs among taxpayers, thereby establishing the 
basis for the allocation to each taxpayer. In practice, this exercise is complex and costly.

Financial Autonomy and Regional Fiscal Space

Given the limited tax decentralization, subnational governments generally have little fiscal 
autonomy. The greatest autonomy is at the local level: 22  percent of local revenues are these 
governments’ own revenues. The local governments of highly urbanized departments, such as 
Lima and Callao, have particularly high percentages (65 percent and 39.7 percent, respectively). 
At the regional level, fiscal autonomy is almost nonexistent, with only 3 percent of revenues com-
ing from regional governments’ own sources. The greater local fiscal autonomy can be explained 
by the fact that local governments have more own sources of financing than at the regional level, 
and also the power to collect taxes allocated to them.

6 In the budget terminology, these are referred to as Resources Collected Directly.
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The Law on Fiscal Decentralization envisages a gradual allocation of taxes to regional 
 governments and has identified two stages. During the first stage, resources are to be allocated on 
the basis of budget transfers through the Regional Compensation Fund, which have been 
approved under the Law on the Public Budget. The second stage, which awaits the formation of 
regions, calls for the allocation of 50 percent of the effective collection of the following national 
taxes in departments: the general sales tax (GST), the selective consumption tax (SCT), and the 
personal income tax (PIT), which does not include third-category income.

This reallocation would not, in general, improve horizontal tax disparities. The current 
 coefficient of variation across departments, which is equal to 4.2, could decline to just 3.1 (under 
a hypothetical distribution scenario), but a highly heterogeneous regional distribution of the tax 
base would remain. Taxpayers continue to be concentrated in Lima Province (with their share 
falling from 83 to 63  percent). Furthermore, although the department that collects the least 
(Amazonas) could increase its collection by a factor of more than 10, this figure is fairly low in 
terms of financing a share of the budget of its regional government. The departments that 
improve their collection of these taxes are those that account for the largest share of the national 
GDP: Arequipa, La Libertad, Piura, Lambayeque, and Cusco.

The second stage of decentralization, which provides for revenue-sharing, first requires the 
formation of regions from the merger of two or more departments. The failure of the referendum 
in 2005 means that no regions were created, hence the transfer of sources of own revenues 
remains pending. This is equivalent to keeping the process in its first stage, with regional financ-
ing based mainly on fiscal transfers from the national level. The next referendum was initially 
scheduled for December 2009 but was postponed indefinitely.

INTERGOVERNMENTAL FISCAL TRANSFERS
Intergovernmental fiscal transfers, which are allocated from the national government to both subna-
tional levels, are the principal source of financing for subnational governments. The proportion of 
national taxes earmarked for transfer to subnational governments in recent years has been growing. 
In 2003, intergovernmental fiscal transfers represented 29 percent of total national tax collection, 
but since 2009 this figure has edged up to around 40 percent (Figure 10.2). This means a growing 
role of regional and local governments in public spending and consequently in macrofiscal policy.
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Since the beginning of the decentralization process, intergovernmental fiscal transfers have 
taken on unusual importance in subnational public finances. At the regional level, conditional 
transfers account for around 80 percent of total revenues. Transfers from license fees and royalties 
(which include various types of canons and canon surcharges, the Camisea Socioeconomic 
Development Fund, and mining royalties) are the second largest source of financing, accounting 
for 12.1 percent of total revenues. These transfers are almost three times higher than they were 
in 2004. Other intergovernmental fiscal transfers, such as customs revenue, which are transferred 
only to the regional government of Callao, are of marginal importance.

At the local level, intergovernmental fiscal transfers have also become more important, espe-
cially as a result of the increase in transfers of canons and royalties. These resources, which are 
transferred primarily to local governments, accounted for 4.6 percent of total transfers to the local 
level in 2004. By 2012, their share had risen to more than 42 percent of total transfers. The share 
of the Municipal Compensation Fund, which represented 86 percent of the transfers to the local 
level in 2004, has declined, even though its allocation has grown. Other intergovernmental fiscal 
transfers that have become more important at the local level include transfers of conditional 
transfers, especially those designated for investment spending, which represent almost 20 percent 
of the total.

License Fees (Canons) and Royalties

The canon refers to the transfer of license fees to subnational governments in areas where natural 
resources are extracted. They start out as a 50 percent share of the income tax paid by extraction 
companies. There are various types of canons—such as the mining license fee, natural gas license 
fee, forestry license fee, fishing license fee, and hydroelectric power license fee—and their distri-
bution is regulated by the Law on License Fees. These resources are transferred only to the depart-
ments where the production takes place, as provided in Article 77 of the Constitution: “[I]n 
accordance with the law, the respective districts shall receive an appropriate share of the total 
revenues and income earned by the state from the extraction of natural resources in each zone in 
the form of license fees.” The distribution within a department is as follows: the regional govern-
ment receives 25  percent, local governments within the department receive 40  percent, local 
governments within the province receive 25 percent, and the local government in the area where 
the extraction takes place receives the remaining 10 percent.7 The concentration of the distribu-
tion means that the license fee is a resource that is very inequitably distributed.

Revenues from extractive industries have mushroomed over the past decade. Between 2004 and 
2013, revenues from license fees and royalties more than tripled as a share of GDP (from 
0.4 percent of GDP to 1.4 percent). The most significant increase occurred among local govern-
ments in producer departments, which receive the largest share of the transfers (they received 
1.2 percent of GDP in 2013). The increase means that local governments depend on these resources 
for more than half of their total revenues (57.9  percent). This dependency makes subnational 
finances highly vulnerable to developments in commodity markets—a potentially serious problem, 
given the high volatility and procyclicality in international prices for metals and hydrocarbons.

The increase in these transfers has also created enormous inequalities in terms of access to 
public resources, especially for public investment. By prioritizing the departments where the 

7 The percentages for the sharing of the petroleum license fees and additional license fees vary by department. In Loreto, 
52 percent of these resources are transferred to the regional government, and part of this transfer is determined by the use 
of credits for regional producers (12 percent). In other departments, the regional governments receive 20 percent, the 
provincial municipalities receive 20 percent, and the district municipalities 50 percent. Puerto Inca Province in Huánuco 
is a special case, with the funds being distributed equally among district municipalities in this province, where production 
takes place.
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production takes place, the current distribution rules mean that the resources cannot be shared 
with other departments. The department receiving the most transfers is Cusco, with a total allo-
cation of S/. 2,658 billion, which is equal to the allocation going to the 18 departments that 
receive the least. The per capita numbers illustrate the magnitude of these inequalities. 
Departments where production takes place, such as Moquegua and Cusco, have allocations in 
excess of S/. 2,432 and S/. 2,044 per person, respectively, compared to departments with 
extremely small allocations or no allocations at all, such as Lambayeque and Amazonas, which in 
both cases receive no more than S/. 1 per person.

Inequality in the distribution of the canon and royalties is also pronounced at the local level. 
Just 12 of the 195 provinces receive 50 percent of mining license fees, with the rest shared among 
the other 183 provinces (Del Valle 2013; Figure 10.3). Furthermore, among the 12, 3 receive 
25  percent of total license fees: Arequipa receives 11  percent, Huari receives 9  percent, and 
Mariscal Nieto 4 percent. These figures show that even within the departments where production 
takes place, the mining license fees are concentrated in just a few territories, meaning that the fees 
are a major cause of inequality.

Besides the inequity of these revenues, their volatility is a problem. The absence of stabiliza-
tion mechanisms for canons and royalties means that these revenues have been highly procycli-
cal—which represents an argument for not using them to finance subnational governments 
(Brosio and others 2012). Moreover, the small and unpredictable allocations mean they are ill-
suited to financing long-term subnational investments. And the dependence of any local govern-
ment’s canon distribution on the production and profits of enterprises makes revenue projections 
difficult. Regional and local governments see it as impossible to plan their future resources.

All of this points to problems in the management of local investment due to the atomization 
of projects, the volatility of income flows, and the lack of capacity needed to bring meaningful 
projects to completion.

The unexpected jump in mineral resources has meant that regional and local governments in 
producing areas have not been able to fully spend their revenues. Hence, besides investing in 
low-quality projects with low social rates of return, subnational governments have been building 
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up large idle balances—income not used during the fiscal year and thus accumulated in their 
Treasury accounts.8 These resources could be assigned to other governments with stronger insti-
tutional capacity that can deliver higher-return projects.

Figure 10.4 shows the accumulation of balances from 2009 to 2013. In 2011, balances at the 
end of the year amounted to nearly 90 percent of all of the resources transferred to the jurisdic-
tions that year.

Compensatory Transfers

The Municipal Compensation Fund is the principal mechanism for equalizing transfers at the 
local level; allocations are made to all municipalities in Peru as provided by the constitution. The 
transfers are distributed in accordance with criteria based on equity and compensation, with the 
aim of ensuring the functioning of all municipalities, and toward this end a minimum allocation 
amount has been set. It is based primarily on the municipal promotion tax, which is derived from 
2  percent of the general sales tax.9 This is one intergovernmental transfer that does not have 
conditions for its use, which means that it can pay for either current spending or capital spending 
depending on the purposes defined by the local governments.

Municipalities’ dependence on the Municipal Compensation Fund has declined in recent 
years. In 2007, 148 municipalities relied on this transfer for more than 75 percent of their total 
revenues; in 2012, only 12 municipalities were in this position. For most municipalities, the 
Municipal Compensation Fund represents between 25 percent and 50 percent of their total rev-
enues. The decline in the number of municipalities dependent on this transfer could be linked to 
improvements in the collection of municipalities’ own revenues and an increase in conditional 
transfers from the central government to small municipalities.

The Municipal Compensation Fund is also to some extent a procyclical transfer, as it is 
dependent upon the national economic cycle. This has an impact on municipal finances, espe-
cially on local governments that rely heavily on the transfer, and on the smallest municipalities 
in particular.

At the regional level, the Regional Compensation Fund provides for transfers intended to 
equalize the resource base across regional governments. Its purpose is to distribute resources to 
regional governments based on criteria of compensation and equity. These transfers have a fixed 
component and a variable component. The fixed component corresponds to public investment 

8 This accumulation of balances was more common in local than in regional governments.
9 Other national taxes that contribute to the Municipal Compensation Fund are the vehicle tax and the tax on pleasure 
boats.
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projects of the former Regional Administration Transitional Councils, while the variable compo-
nent is comprised of 30 percent of resources earned from privatization and concessions, and an 
additional annual allocation by the national government. The variable component of the Regional 
Compensation Fund transfer is distributed on the basis of compensatory criteria that take into 
account poverty indicators and per capita allocation of other noncompensatory transfers (primar-
ily license fees and royalties). The distribution process gives priority to regions in the lower half 
of the ranking in terms of transfers and in the upper half of the ranking in terms of poverty.

Since 2005, transfers from this fund have been allocated to regional-level public investment 
spending. For departments, especially those without revenues from license fees and royalties, this 
transfer finances a considerable share of their public investment. This is the case in Madre de Dios 
(38.3 percent), Apurímac (30 percent), Amazonas (27 percent), and San Martín (23 percent). 
The departments receiving smaller allocations from the Regional Compensation Fund are those 
that bring in more revenue from license fees and royalties (including the customs revenue earned 
by Callao). In departments such as Cusco, Ancash, Cajamarca, and Tumbes, the share of public 
investment financed by the Regional Compensation Fund is 2 percent or less. It is clear that this 
transfer is compensatory, allocating funds to departments that have lower revenue from other 
types of transfers.

Despite its importance for investment in some regions, the Regional Compensation Fund has 
become a relatively minor instrument and its distributive capacity is quite limited. This is because 
the resources assigned to it have dried up. The investment resources that were inherited are almost 
nonexistent, and the same is true for the revenues from privatization, since this process has come 
to a halt.

Other Fiscal Transfers

Other transfers are also allocated to subnational governments, but they are of minor importance, 
and in some cases temporary. The most significant is the Fund for the Promotion of Regional and 
Local Public Investment, which was created in 2007 to replace an Intergovernmental Fund for 
Decentralization that was established under the Law on the Principles of Decentralization but 
never became operational. The purpose of the Fund for the Promotion of Regional and Local 
Public Investment is to provide cofinancing for public investment projects of regional and local 
governments. The funding, which is allocated on a competitive basis, is aimed at narrowing gaps 
in service delivery and in basic infrastructure. Therefore, poverty levels are an allocation criterion 
in the project selection process.

Customs revenue is considered a transfer earmarked for the provincial and district munici-
palities of provinces with customs offices. It is a share of the taxes collected by the customs offices 
(2 percent of revenues) and is distributed across the municipalities. The Constitutional Province 
of Callao, which houses the country’s main customs office, has a special procedure under which 
the regional government also shares in these funds. In this case, 45 percent of the transfer is dis-
tributed among the districts, 45 percent is allocated to the regional government of Callao, and the 
remaining 10 percent is transferred to the Education Fund in accordance with Law No. 27613.

SUBNATIONAL BORROWING
Regional and local governments in Peru may borrow, within the framework of a set of fairly 
restrictive regulations.10 The conservative framework was established at a time when public debt 

10 Subnational borrowing is regulated by Law No. 28563, the General Law on the National Borrowing System; the new 
Law No. 30099, the Law on the Strengthening of Fiscal Responsibility and Transparency; and the organic laws on 
regional governments and municipalities, among others.
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was nearly 50 percent of GDP (Llempén, Morón, and Seminario 2010), so it was of paramount 
importance to guarantee prudent management of subnational finances without compromising 
their fiscal equilibrium or functionality.

Three general principles are applied:

• The “golden rule” states that borrowed resources may be used only for investment within 
the National Public Investment System and under no circumstances may be used for current 
expenditure.

• Subnational governments may borrow abroad only with a guarantee from the national 
government.

• The no-bailout clause, which states that the national government will not recognize debts 
assumed by subnational governments, except those with guarantees.

The stock of subnational debt has grown steadily since 2006. This increase has been driven 
primarily by regional debt, which has grown as a share of subnational debt since 2009, and by 
December 2013 exceeded the share of local debt (Figure 10.5). External debt represents 
8.7  percent of total subnational debt and 23.6  percent of local debt. The Metropolitan 
Municipality of Lima is the only local government with external debt.

No domestic private market has yet developed to meet the financing needs of subnational 
governments (World Bank 2006). As of December 31, 2013, the main lenders were the Ministry 
of the Economy and Finance and Banco de la Nación, both of which are public entities. Banco 
de la Nación has become the principal bank lender to subnational governments, providing some 
18.6  percent of borrowing. The private national banking sector accounts for 20.2  percent of 
loans, with just one transaction between the Metropolitan Municipality of Lima and the 
Continental Bank accounting for more than 50 percent of this lending. International financial 
institutions such as the World Bank and the Inter-American Development Bank hold nearly 
9  percent of the total subnational debt. The only debtor to both of these institutions is the 
Metropolitan Municipality of Lima, which is the sole entity borrowing abroad.

Borrowing is fairly low compared to current revenues, both at local and regional levels. 
Taking December 31, 2013, as a reference point, the ratio of financial debt to current revenues 
at the local level is just 4.5 percent, and at the regional level it is 5.7 percent (Figure 10.6). The 
geographical distribution of subnational debt shows that local governments have low borrowing 
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in terms of this ratio. Excluding the Department of Lima (with a ratio of 11  percent, due 
 primarily to its debt to the Metropolitan Municipality of Lima), which is the principal local 
government engaged in borrowing, other local governments have an average indicator of no 
more than 3 percent. Clearly, those that have the lowest levels of debt with respect to current 
revenues are the departments with transfers of license fees and royalties (canons and royalties), 
such as Moquegua (0.1 percent), Ancash (1 percent), Tacna (1 percent), and Puno (1.2 percent). 
At the regional level, debt is higher compared to regional current revenues—with conditional 
transfers treated as part of their current revenues. Regional governments with debt-to-revenue 
ratios above 20 percent are Cajamarca, Loreto, and San Martín. By contrast, 14 (more than 
half ) of regional governments report no debt.

Although debt is technically fairly low, there are nevertheless some subnational governments 
with serious debt problems when other liabilities not included in the debt measure are taken into 
account, primarily outstanding social security payments, such as health care and pensions, and 
taxes withheld but not paid.11 The increase in this other type of debt has come mainly from pen-
alties and interest related to delays in paying the liabilities, a problem that points to shortcomings 
and precarious financial management in many subnational governments. According to the Report 
of the Technical Commission for Improvement of the Macrofiscal Framework (Government of 
Peru 2013), these debts are concentrated among approximately 100 municipalities and two 

11 In accordance with Law No. 30099 (the Law on Strengthening Fiscal Responsibility and Transparency), which replaced 
the previous Law No. 27245 (the Law on Fiscal Responsibility and Transparency), total debt is the sum of all short-, 
medium-, and long-term external and domestic liabilities, the disbursements for which have been received and have been 
documented or, if not, have been recognized and formalized through a corresponding legal standard, excluding deferred 
income and the provision for social benefits. Total debt also includes liabilities from various operations guaranteed by 
future revenue streams, whether with or without a guarantee by the national government, such as trust funds, securitization 
of assets, and the like. The repayable debt applies to balances due both in terms of principal and interest, as well as penal-
ties, that the regional and local governments owe to public entities (SUNAT, the Social Health Insurance, the National 
Housing Fund, and the Social Security Office). Finally, real debt includes contributions that have not been paid by the 
subnational governments to pension fund administrators, for which there is a reliable document confirming the existence 
of both an employment relationship and the withholding of the unpaid social security contribution (e.g., paycheck stubs, 
payrolls, payments for length of service, unpaid statements, and affidavits acknowledging debt that were required for access 
to benefits related to installment payments on social security debts in the private pension system).
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regional governments. Subnational debt (including other liabilities) is growing as a share of GDP. 
In 2003, this debt already represented 3 percent of GDP, an amount higher than what was calcu-
lated by the World Bank (2006), which placed it at between 1 percent and 1.5 percent.

The New Fiscal Rule on Subnational Debt

The recent reform of the macrofiscal framework in the Law on Strengthening Fiscal Responsibility 
and Transparency simplified the fiscal rules governing regional and local public finances. This 
represented significant progress, since it was a move away from a system with multiple rules and 
poor compliance to a system focused on greater oversight of subnational borrowing, with two 
fiscal rules, one of which limits subnational debt.12

The new debt rule tackles the problem of other liabilities by including them in its definition of 
total debt. Starting in 2014, application of the new rules will imply national control of the growth 
in subnational debt and greater transparency in subnational financial management. The Ministry 
of the Economy and Finance must report, on a quarterly basis, changes in local debt, including 
other liabilities and total current revenue of regional and local governments, as well as (aggregate) 
compliance with the fiscal rule on debt and with convergence targets. Subnational governments 
are to submit multiyear fiscal management reports to the Ministry of the Economy and Finance; 
this requirement will be applied gradually to all subnational governments. These reports, with 
information on the financial situation, will permit better monitoring of subnational governments’ 
fiscal management and the setting of convergence targets for compliance with the fiscal rules.

MAIN CHALLENGES FOR FISCAL DECENTRALIZATION
While progress with Peru’s decentralization agenda has been significant, especially on the spend-
ing side, this chapter points to an important agenda of additional reforms needed to complete 
the process envisaged by the 2002 constitutional reform.

Address subnational fragmentation. The most fundamental challenge to further effective 
decentralization arises from the atomization of subnational governments at both regional and 
local levels. The small size of jurisdictions makes service delivery difficult and rules out effective 
collection of own revenues. Moreover, the concentration of canon revenues in a few small low-
capacity local governments has impeded the development of infrastructure and in some cases 
been associated with waste and corruption.

International experience has provided lessons about how to address the fragmentation problem. 
The common response by countries with atomized municipalities has been to implement forced 
municipal merger programs. Australia, Sweden, Denmark, and the United Kingdom have imple-
mented this type of reform with positive results. A Law on the Rationalization and Sustainability 
of Local Administration, which makes provision for the forced merger of municipalities when they 
are not fiscally viable, is currently under discussion in Spain. Within Peru, consideration might 
also be given to pursuing the consolidation of departments into regions, in response to the findings 
of the Technical Commission for the Improvement of the Macrofiscal Framework. Of course, any 
strategy of this type would need to respect political economy considerations.

Resource-pooling of subnational governments could to some extent mimic the more drastic 
step of merging jurisdictions. Larger and better-run infrastructure projects could be financed by 
pooling the canon revenues of the local governments that would benefit from these projects. 
Consideration should be given to designing a governance structure for such a pooling arrange-
ment that would make it acceptable to local governments (that is, avoid any suggestion that their 
autonomy would be curtailed).

12 The new quantitative fiscal rule on subnational borrowing caps total debt and states that the ratio between total debt 
and average total current revenues over the past four years cannot exceed 100 percent.
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Delineate expenditure responsibilities. Notwithstanding the successes in devolving educa-
tion and health functions, further clarifications are needed in the assignment of spending respon-
sibilities. The assignment of other public functions besides education and health needs to be 
completed, determining which level of government is best positioned to provide each service, 
while respecting the subsidiarity principle. The right assignment of responsibilities is a prerequi-
site for the long-term viability of decentralization, because it achieves efficiency by bringing 
public spending decisions as close as possible to the beneficiary population, while strengthening 
accountability via a clear definition of the responsibilities of each subnational government. Work 
will also be needed to make Peru’s budgetary and financial management structures consistent 
with the chosen hierarchy of responsibilities.

Coordinate shared responsibilities across levels of government. Subnational governments, 
and in particular regional governments, have mostly shared responsibilities. This requires close 
coordination with the national government, which has control over policy-setting, in order to 
join forces for the efficient delivery of decentralized services. A clear delineation of who is respon-
sible for the regulation, financing, provision, administration, and production of services would 
make coordination much easier. There have been some early experiences in this area, including 
work done by the Intergovernmental Commissions on Education and Health Care, which are 
keeping in close contact with decentralized counterparts. More concrete coordination plans 
should also be studied—such as the planning contract model used in Colombia, France, and 
other countries—in order to align efforts at national and regional levels with goals for provision 
of decentralized public services.

Align resources with subnational spending needs. The allocation of resources to subna-
tional governments should reflect (and adequately fund) the spending assignments—that is, 
finance should follow function (Bahl 2008). Otherwise, resources will be wasted and inequities 
will build up. Such horizontal imbalances are not only expensive but eventually elicit political 
backlash. For Peru, this suggests the importance of a reassessment of subnational governments’ 
fiscal needs, in order to avoid an overallocation (in the case of subnational governments that 
receive canons and royalties) or underallocation.13 A costing exercise—although unavoidably 
imperfect—would help to quantify needs, taking into consideration that the cost of providing a 
public service will differ between, for example, a rural forested area and a coastal city.

Build subnational administrative capacity. The recommendations above to merge jurisdic-
tions and reallocate resources away from low-capacity districts originate from fundamental prin-
ciples of avoiding waste and seeking efficiency from economies of scale. A strengthening of 
subnational governments’ administrative capacity to more effectively manage their finances and 
deliver services would help achieve these goals, and could to some extent offset problems of small 
size. Peru’s government has been undertaking important efforts in this area and these should be 
expanded. Stronger capacity would be a prerequisite for further municipal fiscal autonomy.

Strengthen municipal fiscal autonomy. Empirical evidence shows that the efficiency and 
sustainability of decentralization is related to the extent to which subnational governments use 
own revenues to fund their spending responsibilities. For Peru, this means better exploitation of 
local tax bases. Local tax collection in Latin America, and especially in Peru, is highly inefficient. 
Peru is one of the countries with the lowest collection rates in terms of GDP. It would be useful 
to evaluate the scope for improvements, especially in urban municipalities (major cities), with a 
view to giving high-capacity jurisdictions greater flexibility to raise tax collection, for instance by 
modifying levies, tariffs, tax bases, and so on.

Strengthen the property tax as a major local tax. The property tax is perhaps the local tax with 
the most revenue potential, as evidenced by the improvement in these collections since implemen-
tation in 2010 of the Municipal Incentives Plan for Property Tax Collection (see Box 10.1). Two 

13 To some extent, a resource-pooling arrangement could substitute for reallocation, since it would reduce the  inefficiencies 
associated with misallocation to too-small jurisdictions.
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additional sets of reforms could improve property tax collection. The first, which does not depend 
on local governments, basically entails changing the regulations. It would be important to shift 
responsibility for the administration of this tax from district governments to the provincial level 
(Canavire-Bacarreza, Martinez-Vazquez, and Sepúlveda 2011). It would also be essential to impose 
penalties for harmful practices that undermine collection, such as repeated tax amnesties that 
reward delinquent taxpayers and deter those who pay their taxes on time. Establishment of a 
national authority responsible for the development of land and property registers with fiscal data 
files (as Chile has done) would help expand the tax base. Another option is to develop metropolitan 
land and property registers, as has been done in Colombia. At the local government level, the 
oversight of this taxation needs to be strengthened, which will require training personnel in this 
field. Consolidation of tax administration at the local level would help in that respect, whether 
these would be semiautonomous (von Haldenwang 2010) or controlled by the local governments.

Modify the criterion for the distribution of transfers linked to natural resources. The alloca-
tion of canon revenues to subnational governments is a main shortcoming of Peru’s decentralization 
framework. It not only leads to serious horizontal imbalances, it also leaves recipient jurisdictions 
exceptionally vulnerable to volatility in commodity prices. Any broadening of the distribution 
beyond the current narrow allocation to producer districts and regions would not only reduce 
inequality but reduce fiscal risks in producer areas. Moreover, some modification of the distribution 
criteria across departments will be necessary to reduce inequities in access to resources to finance 
investment. This is the most significant shortcoming of the current system of inter-governmental 
transfers that needs to be addressed. Other natural resource–producing countries that share this 
type of income with subnational governments (such as Colombia since 2012 and Brazil since 2013) 
have successfully undertaken reforms that have improved the equity of distribution.

Address the volatility and procyclicality of income from canons and royalties. Much of the 
financing for subnational investment is hostage to the volatility of income from canons and 

BOX 10.1. The Municipal Incentives Plan for Property Tax Collection1

In recent years, and especially since 2010, collection of the property tax in Peru has been improving. 
This improvement coincides with the implementation in 2010 of the Plan for Incentives to Improve Municipal 
Management and Modernization.2 This program, which uses a results-based budgeting approach, aims to 
improve property tax collection, among other things. Implementation of the incentives to improve collection 
has produced promising results: the municipalities of Peru’s principal as well as smaller cities increased 
 property tax collection by 13 percent in 2012, far above the target (4 percent).

An assessment of the program found all groups of municipalities reporting an increase in tax collection. 
These results have occurred mainly in the principal cities, where municipalities have seen a reduction in tax 
evasion and tax arrears following a broader dissemination of tax liabilities, an improvement in notification 
services, an expansion of the tax base, and an upgrading of the information technology platform. In large 
population centers, municipalities with more than 500 urban residences have exceeded the targets without 
having to carry out specific campaigns, suggesting that they are starting from a fairly low collection level. 
Taxpayers may also have been encouraged to pay the tax by seeing their benefits in some new municipal 
public works projects.

Despite the program’s positive impact, property tax collection in Peru is still quite shaky and at an early 
stage of development. The municipalities have identified limitations in collection related to weak oversight 
and control instruments, such as out-of-date data on taxpayer lists (the land and property register), 
 limitations on the use of credit bureaus for small taxpayers, a lack of specialized applications for collection, 
and the absence of a tax culture.

1This box is based on APOYO Consultoría S.A.C. (2013).
2It is worth noting that this improvement has also been taking place against the backdrop of the country’s sustained 

 economic growth and rising personal income, which in turn is linked with the payment of taxes.
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 royalties. Fluctuations in this income create problems for subnational finances such as 
 procyclicality in spending, a buildup of idle balances, and a lack of predictability in the financing 
of public investment. Dealing with the volatility of these resources calls for recourse to instru-
ments that have been successfully used elsewhere. For example, stabilization funds have been used 
successfully at the subnational level in the Canadian province of Alberta, and longer-term savings 
funds, as used in Norway, are options when accumulated funds become large. A pooled savings 
fund across Peru’s subnational governments could provide financing for those jurisdictions with 
the best investment projects. Those jurisdictions would borrow from the producer-regions 
 accumulating revenues from the canon.

Reconfigure the Municipal Compensation Fund to better equalize local  differences. The 
purpose of a compensatory policy at the local level is to guarantee that all inhabitants, regardless 
of their jurisdiction, have access to public services. The Municipal Compensation Fund 
(Foncomun) would better serve this purpose if two reforms were made, both of which would 
require changes to the Constitution. First, it should be specified that not all municipalities are 
entitled to such a resource, especially those able to finance the delivery of services and local invest-
ment by strengthening their own revenues. Second, the minimum allocation for low-population 
municipalities should be removed. It provides an incentive to create new municipalities without 
the fiscal capacity to provide services. In practice, it acts as a subsidy for jurisdictions that would 
be better served by a municipality with greater institutional capacity and with economies of scale 
in service delivery.

Strengthen the Regional Compensation Fund as a regional-level equalization transfer 
mechanism. The Regional Compensation Fund needs to be expanded if it is to fulfill its objec-
tives as a transfer mechanism to equalize access to public investment. There is also a case to extend 
it to current expenditures in order to close gaps in the delivery of services. This expansion could 
be linked to budget programs.
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CHAPTER 11

The Role of Public-Private Partnerships 
in Closing Infrastructure and Public 
Services Gaps

GIANCARLO MARCHESI AND ALVARO VALENCIA

There is a strong relationship between infrastructure and growth as well as a number of social variables. 
This chapter reviews the different infrastructure gaps in Peru, estimates the extent of those gaps at the 
sectoral level, and outlines policies and goals to close those gaps. Peru’s privatization program in the 
1990s constituted an initial effort to strengthen investment in general. More recently, the government 
has been relatively successful in using two investment approaches to address the country’s infrastructure 
and public services gap: (1) public-private partnerships (PPPs), and (2) the Public Works in Lieu of 
Taxes (Obras por Impuestos [OxI]) mechanism. Going forward, the government needs to prepare and 
adopt a national infrastructure plan in line with international best practices.

THE IMPORTANCE OF INFRASTRUCTURE
A significant amount of research shows the positive relationship between a country’s stock of 
infrastructure1 and its economic and social performance (Bonifaz and Urrunaga 2013). 
Infrastructure has a positive effect not only on economic growth, but also on development in 
terms of poverty alleviation and income distribution. Chong and Calderón (2001), using cross-
country and panel methods, found that both the quantity and quality of physical infrastructure 
(measured by roads, railways, telecommunications, and energy) are negatively linked with income 
inequality. The quantitative link tends to be stronger than the qualitative link in developing 
countries. According to the Asia-Pacific Economic Cooperation (2014), well-designed, sustain-
able, and resilient infrastructure enhances economic growth, boosts productivity, and promotes 
job creation. Regional infrastructure also facilitates the smooth flow of goods, services, and people 
across borders, improves regional connectivity, and promotes sustainable development.

In the case of Peru, Escobal, Saavedra, and Torero (2001) conducted an econometric study to 
analyze the determinants of poverty and evaluate the effect of the ownership of different assets 
(including the availability of public services) on the income level of low-income households. The 
study revealed a significant impact of water and sanitation, electricity, and telecommunications 
infrastructure on poverty alleviation. In addition, the study found that in urban areas, the avail-
ability of telephones had a larger impact on reducing poverty levels than did other types of infra-
structure. In rural areas, access to water and sanitation had the largest impact on poverty alleviation, 
while access to telecommunications was not relevant in explaining poverty levels. Vásquez and 
Bendezú (2006) found that transportation and telecommunications infrastructure are important in 
explaining inequality among regions in Peru, while energy infrastructure contributes to reducing 

This chapter was prepared with the assistance of Germán Ferreyra.
1 Infrastructure can be defined as the set of structures and facilities with a long useful life that serve as the basis for the 
production of goods and services needed for the development of productive, political, social, and personal activities 
 (Inter-American Development Bank 2000).
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regional inequality. Camacho and Sanborn (2008) maintain that because of the strong links 
between infrastructure, economic growth, development, and even democracy, Peru’s government is 
firmly committed to reducing the existing infrastructure gap in the country as quickly as possible.

QUANTIFICATION OF THE INFRASTRUCTURE AND PUBLIC 
SERVICES GAP IN PERU
The Peruvian economy has had solid growth rates since market reforms were implemented in the 
1990s, accompanied by strict fiscal and monetary discipline. Strong macroeconomic fundamentals 
allowed the country to attract significant flows of private investment, especially during the past 
decade, reaching historic levels (20.8 percent of GDP in 2013) (Figure 11.1a).Total investment 
(both public and private) also reached historic levels on a national and regional basis (Figure 11.1b).

Moreover, Peru has shown a significant improvement in terms of reducing barriers to business 
activity, as reflected in its latest position in the World Bank’s Doing Business Indicators, which 
measures the regulations that enhance and constrain business (World Bank 2014a). As 
Figure 11.2 shows, Peru has gone from ranking 58th (among 178 economies) in 2008 to 35th 
(among 189 economies) in 2015.

Despite the dynamism shown by private investment in recent years, especially through the 
PPP approach, along with significant improvements in the business environment, Peru still has 
an important infrastructure and public services gap that needs to be closed. According to the 

Sources: Central Reserve Bank of Peru (for panel a); and IMF, World Economic Outlook database, April 
2015 (for panel b).
Note: Data for Chile and Colombia are IMF staff estimates. Includes change in inventories.

Figure 11.1 Investment Performance in Peru
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World Economic Forum’s Global Competitiveness Report 2014-2015, Peru ranks 88th out of 
144 countries in terms of infrastructure (World Economic Forum 2014a) (Table 11.1).

On a national level, although there are no official estimates for the infrastructure gap, several 
studies commissioned or prepared by public entities have estimated the infrastructure gap in dif-
ferent sectors (Figure 11.3). Only some private studies have tried to estimate the national infra-
structure gap. For example, using a 10-year horizon, the Association for the Promotion of 
National Infrastructure (Asociación para el Fomento de la Infraestructura Nacional) estimated the 
national infrastructure gap to be about US$88 billion for 2012–21 (Centro de Investigación de 
la Universidad del Pacífico and Instituto de Regulación y Finanzas 2012). However, the study 
seems to underestimate needs in social sectors such as education, health, water and sanitation, 
and energy. Another study by Bonifaz and Urrunaga (2013)  estimates an infrastructure gap of 
US$200 billion until 2062.2 However, methodologies are not consistent across studies, so these 
estimations should not be taken at face value. An official  baseline study is needed.

To explain the infrastructure and public services gap in Peru, we use a classification of 
 infrastructure that is based on the main objectives being pursued by the country: economic and 
social development.3

2 Nonetheless, this estimate considers only four sectors: transportation, water and sanitation, electricity, and telecommu-
nication. It does not include broadband.
3 A study by the Economic Commission for Latin America and the Caribbean (2004) includes two additional objectives: 
environmental protection and access to information and knowledge. For the sake of simplicity, the analysis here focuses 
on economic and social development.
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Figure 11.2 Evolution of Peru in the Doing Business Ranking, 2008–15

TABLE 11.1

Global Competitiveness Index: Infrastructure, Peru

Indicator
Ranking Out of 144 

Countries

Infrastructure 88
Transport Infrastructure 94
 Quality of Overall Infrastructure 105
 Quality of Roads 102
 Quality of Railroad Infrastructure 90
 Quality of Port Infrastructure 87
 Quality of Air Transport Infrastructure 89
 Available Airline Seats km/week, millions 43
Electricity and Telephony Infrastructure 84
 Quality of Electricity Supply 71
 Mobile Telephone Subscriptions/100 Population 97
 Fixed Telephone Lines/100 Population 84

Source: World Economic Forum (2014a). 
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Infrastructure for Economic Development

One of the clearest objectives of infrastructure is to boost economic activity by improving the 
competitiveness of the trade sector. The transmission mechanism between investment in infra-
structure, trade, and economic activity is especially true for a country like Peru. According to 
the Organisation for Economic Co-operation and Development (OECD), the cost and quality 
of logistics have fundamental implications for sustainable economic growth in Latin America 
(Organisation for Economic Co-operation and Development, Development Bank of Latin 
America, and the Economic Commission for Latin America and the Caribbean 2013). If the 
logistics index (which ranges from 1 to 5) moves up one position, labor productivity gains 
could amount to 35 percent. In addition, because the share of exports that is logistics-intensive 
or time-sensitive is three times higher in Latin America than in Organisation for Economic 
Co-operation and Development economies, the trade and production structure in Latin 
America is affected considerably by the performance in logistics. Therefore, in order to have a 
more competitive trade sector, the country needs to invest in trade-related infrastructure such 
as roads, ports, and airports.

Transportation
According to the Ministry of Transport and Communications (2014), Peru’s estimated infrastruc-
ture gap in transportation is US$39.9 billion for 2011–31, including US$21.2 billion in invest-
ments in roads, US$12.0 billion in railroads, US$3.8 billion in ports, and US$2.9 billion in 
airports (Figure 11.4).

The current situation of the country’s transportation infrastructure is the result of a combina-
tion of multiple factors, including:

• Insufficient maintenance of highways. For example, Instituto Peruano de Economía (2008) 
points out that between 1992 and 2005 an estimated US$718.4 million was lost due to the 
deterioration of 1,357 kilometers of highways because of bad or partial maintenance work.

• The rapid rise in demand for efficient transportation infrastructure. During recent years, Peru 
has experienced strong economic growth that has fostered domestic consumption (the 
number of vehicles skyrocketed about 350 percent from 1992 to 2012) and foreign trade 
(from 2003 to 2013 the total value of exports and imports grew 371 percent and 
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415  percent, respectively). This has exerted tremendous pressure on the existing 
transportation infrastructure.

Because of the infrastructure deficit, some negative externalities have been generated, repre-
senting an obstacle to economic growth. These include:

• Increased traffic congestion in urban areas. Exponential growth in the number of automobiles 
in urban areas, which was not accompanied by a rapid improvement in road infrastructure, 
has caused congestion and, therefore, losses in productivity. According to Fundación 
Transitemos (2013), the average traffic speed in Lima is only 14 km/h, which generates 
economic losses equivalent to US$845 million a year.

• Loss of competitiveness for the country. As indicated by the latest Global Enabling Trade 
Report (World Economic Forum 2014b), Peru ranks 101st among 138 economies in terms 
of the availability and quality of transportation infrastructure.

To help remedy the above-mentioned problems, the Peruvian government has set the follow-
ing goals:

• Improve Peru’s rankings in the World Economic Forum’s Global Competitiveness Report 
by 2016. By then, Peru should be able to reach the following rankings:
 ° 60th in terms of quality of roads
 ° 70th in railroad infrastructure
 ° 50th in port infrastructure
 ° 40th in air transport infrastructure

• Double the length of the national and regional paved-road network from 13,075 kilometers 
in 2013 to 25,500 kilometers in 2021.

• Have an intelligent transportation system operating in 470 kilometers of highways by 2018.

Telecommunications
According to Centro de Investigación de la Universidad del Pacífico and Instituto de Regulación y 
Finanzas (2012), the necessary investment to close the telecommunications infrastructure gap is 
US$19.2 billion for 2012–21, including US$11.9 billion in investments in broadband, US$4.9 bil-
lion in mobile telephony, and US$2.4 billion in fixed telephony (Figure 11.5).

As indicated by APOYO (2010), the impact of telecommunication access on the public’s welfare 
has generated growing interest in recent years. Studies have proven the direct relation between the 
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availability of telecom services and economic activity. The main consequence of the telecom infra-
structure gap is an increased disparity between urban and rural areas. In that regard, in terms of 
broadband there has been a significant increase in the access of households to the Internet, although 
it is still quite low (only 33.7 percent of Peruvian households had Internet access in 2013).

The differences between urban and rural areas are of particular note. According to Peru’s super-
visory authority for private investment in telecommunications, 54.9 percent of households in 
Metropolitan Lima have Internet access, while in the rural areas the penetration rate is lower than 
6 percent (Organismo Supervisor de Inversión Privada en Telecomunicaciones 2014). The situation 
for fixed lines is not much different. As of September 2014, according to the Instituto Nacional de 
Estadística e Informática (2014), 26.6 percent of Peruvian households had a fixed-line phone at 
home. However, while Lima boasts a penetration rate of 52.8 percent, only 2.3 percent of house-
holds in rural areas have a fixed-line phone. The picture for mobile telephony is brighter. According 
to the Instituto Nacional de Estadística e Informática (2014), 85 percent of Peruvian households 
had mobile phones as of September 2014. Moreover, the difference between metropolitan Lima and 
the rural areas was not as significant as in broadband and fixed telephony: 91 percent of households 
in Lima had a mobile phone, compared to 69.8 percent of households in rural areas.

To remedy this situation, the Ministry of Transportation and Communications is implement-
ing a plan to extend the coverage of high-quality, relevant, and efficient telecom services. The 
target is to fully cover (100 percent) all districts with mobile and/or fixed telephony, as well as 
Internet service, by 2016.

Energy
The Ministry of Energy and Mining estimates that the necessary investment to close the 
infrastructure gap in the energy sector will be US$49.6 billion for 2014–25, including 
US$41.2 billion in investments for hydrocarbons and US$8.4 billion for electricity (Ministry 
of Energy and Mining 2014) (Figure 11.6).

According to Modi and others (2005), energy has a positive impact not only on productive 
sectors but also on education, hunger relief, health, gender equality, water and sanitation, and 
environmental sustainability. Conversely, Saghir (2005) indicates a strong link between lack of 
access to energy and poverty. One reason is that poor households tend to pay higher prices and 
use less efficient sources of energy. In Peru, according to data from the Ministry of Development 
and Social Inclusion, 92.1 percent of households in 2013 had access to electricity from a public 
network. This is an encouraging statistic, especially when one considers that in 1993 only 
54.3 percent of Peruvian households had access to electricity. However, the biggest challenge fac-
ing the country is providing access to electricity in rural areas. As highlighted in the National Plan 
for Rural Electrification for 2013–22, developed by the Ministry of Energy and Mines, factors 

Source: Centro de Investigación de la Universidad del Pacífico and Instituto de Regulación 
y Finanzas (2012).

Figure 11.5 Infrastructure Gap in Telecommunications, 2012–21 
(Billions of U.S. dollars)
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like distance, low accessibility, energy consumption per capita, and purchasing power in rural 
areas make most electrification projects economically and financially unfeasible. Nonetheless, the 
social return of those projects is actually quite high (Ministry of Energy and Mining 2012).

Irrigation
According to Centro de Investigación de la Universidad del Pacífico and Instituto de Regulación y 
Finanzas (2012), the necessary investment to close the infrastructure gap in irrigation is 
US$8.7 billion for 2012–21. This amount includes investments needed to increase agricultural 
lands. The main obstacle to increase the stock of agricultural land is the lack of water. In order 
to solve this problem, the Ministry of Agriculture and Irrigation is promoting a US$1.3 billion 
portfolio of irrigation megaprojects that includes Majes Siguas II, Chavimochic III, and the 
Olmos Tinajones Project.

Infrastructure for Social Development

Water and Sanitation
According to the Ministry of Housing, Construction and Sanitation, the necessary investment to 
attain universal water and sanitation coverage in the country is US$19.2 billion for 2014–21 
(Ministry of Housing, Construction and Sanitation 2014). Of that amount, US$13.9 billion is 
needed to expand coverage and repair  sanitation services, while US$4.8 billion is needed to 
expand coverage and repair potable water services. The remaining US$464 million is for invest-
ments to improve the performance of service providers (Figure 11.7).

There is a wealth of literature on the benefits for society derived from the availability of 
potable water and sanitation. As noted by the Ministry of Housing, Construction and Sanitation 
(2014), a 2010 declaration by the United Nations stated that access to potable water and sanita-
tion is a human right. This means that governments must guarantee access to those services for 
every person in their jurisdiction. In the case of Peru, there are still many challenges ahead. As of 
2013, 13.9 percent of the population did not have access to potable water, and 32.1 percent did 
not have access to a sewage system. The problem is particularly serious when the difference 
between urban and rural areas is considered: 6.7 percent of the population in urban areas does 
not have access to potable water, while that number goes up to 36.8 percent in rural areas.

The Peruvian government has established the following goals for 2021:

• Expand the coverage and improve the quality and sustainability of potable water services by 
investing up to US$3.7 billion. The target is to reach a 94 percent coverage rate for access 
to potable water.

Source: Ministry of Energy and Mining (2014).

Figure 11.6 Infrastructure Gap in Energy, 2014–25 (Billions of U.S. dollars)
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• Expand coverage and improve the quality and sustainability of sanitation services and 
residual water treatment by investing up to US$7.7 billion. The target is to provide 
sanitation services to 82 percent of the population and treat 95 percent of wastewater that 
ends up in the sewage system.

Education, Health, and Public Safety
According to the Ministry of Education (MINEDU), the necessary investment to close the infra-
structure gap in the education sector as of 2013 was US$23.3 billion (MINEDU 2013). In the 
health sector, Centro de Investigación de la Universidad del Pacífico (2010) estimates the neces-
sary investment to achieve universal health  coverage at US$1.1 billion for 2010–15. Finally, in 
the public safety sector, APOYO (2012) estimates the needed investment to close the deficit in 
prison infrastructure at US$480 million for 2012–16. In addition, the Ministry of the Interior 
and APOYO (2015) estimate the needed investment to close the deficit in police stations at 
US$1.5 billion (Figure 11.8).

The infrastructure gap in education can be traced to the quality of current infrastructure. 
According to MINEDU (2013), 15 percent of school buildings in the country need to be com-
pletely replaced, 75 percent of schools in rural areas do not have basic electricity or water and 
sanitation services, 56 percent of school buildings are in need of structural rehabilitation to avoid 
accidents caused by natural disasters, and 92 percent of elementary schools in rural areas do not 
have Internet access. To help narrow this infrastructure gap, MINEDU is carrying out the 
National Program for Educational Infrastructure to create incentives for the private sector to get 
involved in developing educational infrastructure through the PPP modality. MINEDU has a 
goal for 2021 to build more than 1,130 new schools nationally. Also worthy of mention is the 
ministry’s emphasis on creating what are called “high-performance schools” (Colegios de Alto 
Rendimiento), which provide an integral education to public school’s high-performance students 
from all over the country currently enrolled in the last three years of secondary school. MINEDU 
expects to invest over US$310 million in the construction of such schools in the Northern, 
 central, and Southern parts of the country.

The health sector faces many challenges as well. According to the Demographic and Family 
Health Survey (Encuesta Demográfica y de Salud Familiar), as of 2013, 17.5 percent of children 
under 5 years old suffered from chronic malnutrition, and 34 percent of children between the 
ages of 6 and 59 months suffered from anemia. Only 68.6 percent of children between 18 and 

Source: Ministry of Housing, Construction and Sanitation (2014).

Figure 11.7 Infrastructure Gap in Water and Sanitation, 2014–21 (Billions of U.S.  dollars)

13.93

B
ill

io
ns

 o
f U

.S
. d

ol
la

rs

4.79

0.46
0

2

4

6

8

10

12

14

16

Sewerage Potable water Others

©International Monetary Fund. Not for Redistribution



 Marchesi and Valencia 179

29 months old had their complete set of vaccinations, while 65.4 percent of the total population 
had access to health insurance. To address these daunting challenges, the Peruvian government 
has set the following ambitious goals for 2021:

• Reduce the child mortality rate from 20 to 15 per 1,000 live births
• Reduce the maternal mortality rate from 103 to 46 per 100,000 live births
• Ensure that 100 percent of the population has access to health insurance

To achieve these goals, the ministry plans to commit investments of US$2.8 billion by 2016, 
mostly in the construction of national, regional, and provincial hospitals and special projects.

Finally, Peru’s prison infrastructure also needs to be upgraded. As of 2013, the total capacity 
of the country’s prisons was 31,452 inmates (Instituto Nacional Penitenciario 2013), but 67,597 
people were incarcerated, which amounts to an overpopulation of 115 percent. In addition, 
according to the 2013 police station census (Ministry of the Interior 2014), more than half of 
police stations around the country are in poor condition.

To address issues of crime and incarceration, the Ministry of the Interior has set the following 
goals for 2016:

• Spend 100 percent of budgetary resources allocated to police stations
• Rehabilitate 100 percent of the existing infrastructure
• Interconnect 50 percent of police stations at a national level
• Reduce the incidence of crime from 5.3 per 1,000 inhabitants in 2008 to 3 per 1,000 

inhabitants by 2021

WHAT IS PERU DOING TO ADDRESS ITS INFRASTRUCTURE 
AND PUBLIC SERVICES GAP?
Since 2008, the Peruvian government has been actively using two investment approaches to 
address the country’s infrastructure and public services gap: PPPs and the Public Works 
in Lieu of Taxes (OxI) mechanism. These approaches are explained in more detail in the 
 following sections.

Sources: Ministry of Education (2013); Centro de Investigación de la Universidad del Pacífico (2010); Ministry of 
the Interior and APOYO (2015); and APOYO (2012).
Note: Estimates for 2012–16 are only for the health sector and prisons.

Figure 11.8 Infrastructure Gap in Education, Health, and Prisons (Billions of U.S.  dollars)
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Public-Private Partnerships

Known in Peru as Asociaciones Público-Privadas, PPPs are legally defined as modalities of private 
investment participation that incorporate experience, knowledge, equipment, and technology. 
Risks and resources, preferably from the private sector, are distributed. The objective of PPPs is 
to create, develop, improve, operate, and maintain infrastructure and services that the public sec-
tor must provide. Another goal of PPPs is to develop applied research and technological innova-
tion projects.4

Peru had its highest level of PPP activity in 2013–14 both in terms of volume and number of 
projects awarded (Figure 11.9). Also, of the 27 PPP projects awarded during the current admin-
istration (August 2011–December 2014) totaling US$20.4 billion (including the value-added 
tax) in investment commitments, 20 were projects that fell under the self-sustaining category. By 
sector, transport and energy and hydrocarbons concentrated the largest amounts of investment 
commitments (over US$6 billion for each sector), due to the 2014 concession of the Metro Line 
2 in Lima and Callao and the gas pipeline in southern Peru, respectively (Figure 11.10).

Before Public-Private Partnerships: Privatizations and Concessions
During the first half of the 1990s, the Peruvian government embarked on an ambitious privatiza-
tion program, recording the second largest volume of transactions in Latin America and pro-
foundly transforming the outlook of the Peruvian economy. Consequently, the weight of the 
public sector in the economy went from 18.2 percent of GDP in 1980 to 12.2 percent in 2007. 
The first stage of the program focused purely on privatizations (reaching a peak in the mid-
1990s) while the second stage focused on concessions. Privatizations and concessions were both 
concentrated in telecommunications (telephony), energy, hydrocarbons, finance, transportation 
(airports, highways, railroads, and ports), tourism, fishing, agribusiness, steel, and, to a lesser 
extent, water and sanitation (Analistas Financieros Internacionales 2009).

Available statistics show an improvement in the performance of the main privatized sectors. 
Service coverage improved significantly in the telecommunications, financial, transportation, and 
energy sectors. Quality indicators also show an improvement in those sectors, as well as mining 
and hydrocarbons. Both revenues and production increased in practically all privatized sectors, 
with the profit margins growing especially in energy, mining, and the financial sector. Productivity 

4 As defined by Legislative Decree 1012 and Law 30167. According to the World Bank, PPP is “a long-term contract 
between a private party and a government entity, for providing a public asset or service, in which the private party bears 
significant risk and management responsibility, and remuneration is linked to performance” (World Bank 2014b).

Sources: Ministry of the Economy and Finance; and PROINVERSION.
Note: Amounts in U.S. dollars include the value-added tax.

Figure 11.9 Projects Awarded through Public-Private Partnerships, 2006–14 (Millions of U.S.  dollars)
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also increased in telecommunications, roads, and ports. To cite just a few examples of 
 improvements in various sectors:

• The electrification rate increased from 48 percent at the end of the 1980s to 80 percent in 2007.
• The number of fixed telephone lines has increased more than 3.5 times since 1994, and the 

number of mobile telephones per inhabitant increased from 3 per 100 persons in 1998 to 
64 per 100 persons in 2007.

• Total investment commitments in the mining industry represented 4.6 times the transaction 
amounts.

• Actual investment amounts in the telecommunications and energy sectors surpassed by 
seven and three times, respectively, the initial investment commitments (Analistas 
Financieros Internacionales 2009).

When reviewing the evolution of the legal and institutional framework for the promotion of 
private investment, it is interesting to note that both in the 1970s and 1980s the Peruvian 
 government bet heavily on the nationalization of different multinational enterprises operating in 
the country. This process reached its peak in 1987, with the failed attempt to nationalize the local 
banking sector. Consequently, foreign corporations avoided investing in Peru. The new 
 government in 1990 understood it was necessary to foster private investment by creating an 
adequate legal and institutional framework (Figure 11.11).

In 1991, the Law of Private Investment Promotion in Public Enterprises (Legislative Decree 674) 
was enacted to promote private investment in enterprises that provided some type of public service. 
This vital law was the cornerstone for the privatization program, which generated  revenues equiva-
lent to US$9.2 billion during the1990s. At the same time, the government created the Commission 
for the Promotion of Private Investment (Comisión de Promoción de la Inversión Privada [COPRI]), 
as well as Special Committees in charge of conducting the privatization  program and assessing which 
state-owned enterprises needed private sector participation for their modernization. In 1996, the 
Commission for the Promotion of Private Concessions (PROMCEPRI) was created to promote 
concessions, which prioritized the development of  infrastructure through a bidding process. Taken 

Sources: Ministry of the Economy and Finance; and PROINVERSION.
Note: Amounts in U.S. dollars include the value-added tax.

Figure 11.10 Breakdown by Sector and Funding of Structure Public-Private Partnerships Awarded, 
2011–14 (Millions of U.S dollars; and percent)
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together, these measures had a positive impact on infrastructure development, economic growth, 
local industry, and job creation. In 1998, COFOPRI took over the role of PROMCEPRI.

In 2002, through Supreme Decree 027-2002, COPRI, FOPRI, and other special committees 
to promote private investment merged to form the Agency for the Promotion of Private 
Investment (Agencia de Promoción de la Inversión Privada [PROINVERSION]). Since then, 
PROINVERSION has been in charge of promoting the participation of private investment in 
public services and infrastructure for both public and private initiatives. It also has provided sup-
port and specialized technical assistance to public entities that have requested it.

In terms of results, the Peruvian government’s decision to promote private investment over the 
past 25 years paid off handsomely, as it transferred 407 projects that totaled approximately 
US$59 billion in investment commitments (Table 11.2). The strategy in the 1990s focused on 
the privatization of inefficient and unprofitable public enterprises. After a wave of privatizations 
that surpassed US$30 billion in transactions, the Peruvian government—which after a decade of 
market reforms had by then considerably improved its reputation and risk profile—changed its 
strategy by switching from privatizations to concessions.

Legislative Decree 1012: Streamlining the Process
In 2008, the government’s strategy shifted from traditional concessions to PPPs. With the enact-
ment of Legislative Decree 1012 that year, PPPs took center stage.5 To date, committed invest-
ments under PPPs have totaled over US$28 billion (including the value-added tax). Legislative 
Decree 1012 defines the criteria for risk allocation among parties, taking into account the public 
interest and nature of the project.

Legislative Decree 1012 outlines a broad scope both in the level of government involvement 
and the type of public services and economic sectors involved. Grantors are public entities that 
belong to the nonfinancial public sector, including the national government (with 18 ministries) 
and the 25 regional governments, as well as local/municipal governments, decentralized entities, 
nonfinancial public enterprises, and constitutionally autonomous organizations.

PPPs can be either public or private initiatives, and are classified as either self-sustaining or 
cofinanced proposals. The former require minimum or no guarantees from the government, or 
the nonfinancial guarantees have a null or minimal probability (that is, lower than 10 percent) of 
demanding public resources. Cofinanced proposals are the opposite.

5 Legislative Decree Number 1012, Decreto que aprueba la Ley Marco de Asociaciones Público Privadas para la generación de 
empleo productivo y dicta normas para la agilización de los procesos de promoción de la inversión privada. Published on May 
13, 2008, Diario Oficial El Peruano.

Source: Analistas Financieros Internacionales (2009).

Figure 11.11 Evolution of the Legal and Institutional Framework: Private Investment Promotion in Peru 
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A PPP is considered of national relevance when the total investment commitment is higher 
than 15,000 taxation units6 (approximately US$19 million), the project is multisectoral, and the 
geographical scope involves more than 1 of the 25 regions. The maximum term for a PPP 
 contract according to Article 16 of the PPP law is 60 years. Port concessions have a special legal 
status that establishes a maximum period of 30 years, extendable to an additional 30 years.7

The PPP law defines government guarantees under the financed modality as a way for the 
private investor to recover the investment in costs or in expenses incurred during the operation 
and maintenance phase of the project, or as an economic retribution granted by the government 
for services provided by the concessionaire. Moreover, guarantees can be classified as financial or 
nonfinancial. The former include total or partial payments that are assumed basically by the 
grantor. The latter include safeguards stipulated in the contract, derived from risks that are inher-
ent to a PPP project. There is also a limit to guarantees offered by the government. Article 13 of 
the PPP law stipulates that the present value of the cumulative stock of both the firm commit-
ments and quantifiable contingencies assumed contractually by the Peruvian government, net of 
revenues, cannot exceed 12 percent of GDP (raised from 7 percent of GDP in December 2014).

Cofinanced Private Initiatives
Legislative Decree 1012 allows for the possibility of receiving unsolicited proposals (or initiatives) 
from the private sector. These initiatives are also classified as self-sustaining or cofinanced.

Additional Provision 96 of the 2013 National Budget Law created the modality of the cofinanced 
private initiative (Iniciativa Privada Cofinanciada [IPC]). Supreme Decree 005-2013-EF specified 
its regulation. The main goal of creating IPCs was to foster more direct involvement of the private 
sector in the development of public infrastructure. The legal framework established in 2013 gave 
plenty of flexibility to the private sector, but the absence of adequate control mechanisms caused 
many initiatives to be declared nonviable from a budgetary or technical point of view (Figure 11.12).

Recent Modifications to Public-Private Partnerships: Law 30167 
and New Regulations
With the enactment of Law 30167 in March 2014, which modified Legislative Decree 1012 and 
its new regulation, Supreme Decree 127-2014-EF, a number of adjustments were introduced:

• The definition of PPPs was expanded to other services related to public services and 
infrastructure, as well as to projects in the field of applied research and technological innovation.

6 As of 2015, one unit of taxation (Unidad Impositiva Tributaria) is equivalent to S/. 3,850 (approximately US$1,240).
7 According to Article 10, Number 10.3 of the Port Law (Ley de Puertos) and Article 50 of its regulation (Reglamento de 
Ley de Puertos).

TABLE 11.2

Total Investment by Mechanism, 1990–2014

Mechanism
Number of 

Transactions
Total Investment 

(Millions of U.S. dollars)

Privatization 272 24,612
Concession 88 32,199
Transfer Options1 23 517
Unsolicited Proposals 7 406
FITEL Projects 11 217
Other 6 1,123
Total 407 59,075

Source: PROINVERSION.
Note: Amounts in U.S. dollars include the value added tax. FITEL = Investment Fund 
for Telecommunications (Fondo do Inversion en Telecomunicaciones).
1Exercised and unexercised.
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• One 45-day window at the beginning of the calendar year was established for submitting 
private cofinanced initiative proposals.

• Sectors are to send their prioritized list of IPCs to PROINVERSION, where a multisectoral 
list is consolidated and later sent to the Ministry of the Economy and Finance (MEF) for 
approval of budgetary adequacy.

• The MEF and PROINVERSION established mechanisms for technical assistance to public 
entities.

• A National Register of PPPs was created to ensure adequate follow-up of the contractual 
obligations assumed by each government entity.

In December 2014, additional adjustments were introduced as part of the new regulatory 
framework, Supreme Decree 376-2014-EF. The changes included:

• A better definition of the term “cofinancing,” which now refers to any use of public 
resources and involves the operation phase of the project.

• Optimization of admission, evaluation, and prioritization processes of IPCs with the goal 
of providing more predictability for the government.

In an effort to promote private investment, the MEF created the Directorate-General of 
Private Investment Policy and Promotion in May 2014 to design policy and provide technical 
assistance to public entities regarding the use of the PPP mechanism.

Benchmarking and Cross-Country Comparison
According to the 2014 Latin American and Caribbean Infrascope, Chile, Brazil, Peru, Mexico, and 
Colombia are the Latin American countries most able to carry out sustainable PPPs to develop 
infrastructure and increase access to basic services (Economist Intelligence Unit 2015) (Table 11.3). 
The 2014 Infrascope measures a country’s ability to mobilize private investment in infrastructure 
through PPPs. This report claims that the infrastructure PPP-readiness of Latin America and the 
Caribbean has improved since the first Infrascope benchmarking study in 2009. In the overall results 
of the 2014 Infrascope for the region, the country rankings were based on the weighted sum of six 
category scores: regulatory framework, institutional framework, operational maturity, investment 
climate, financial facilities, and subnational adjustment. The regulatory and institutional framework 
categories have had the most significant improvement, as many countries have updated their PPP 
and concession laws and set up new PPP agencies or specialized units within existing institutions. 
The regional climate for private infrastructure investment has also strengthened over time.

The results of the assessment suggest that countries can be grouped into four categories: 
nascent, emerging, developed, and mature (Table 11.4). No country in Latin America and the 
Caribbean can be strictly classified as “mature” in terms of PPP readiness and capacity (as are, for 
example, the United Kingdom and Australia). Peru falls under the “developed” category, along 
with Brazil, Chile, and Mexico, with Chile having the highest score.

Source: Ministry of the Economy and Finance.
Note: PPP = private-public partnership.

Figure 11.12 Evolution of Cofinanced Private Initiatives
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The Role of the Public Works in Lieu of Taxes Mechanism

The OxI mechanism was created by the government in 2008 through Law 29230 to promote the 
execution of public investment projects (PIPs) at the regional and local levels.8 It is a form of 
income tax payment. Rather than being paid in cash to the tax authority, it is paid through the 
implementation of a PIP. The mechanism is optional and allows regional and local governments 
and public universities to implement PIPs in their localities without the immediate disbursement 
of public funds. The private company finances the PIP against the payment of its income tax (up 

8 Law Number 29230. This law promotes public investment at the regional and local levels with the participation of the 
private sector. Published on May 19, 2008, Diario Oficial El Peruano.

TABLE 11.3

Overall Results of the 2014 Latin America and the 
Caribbean Infrascope

Rank Country Score1

1 Chile 76.6
2 Brazil 75.4
3 Peru 70.5
4 Mexico 67.8
5 Colombia 61.0
6 Uruguay 52.9
7 Guatemala 46.3
8 Jamaica 44.4
9 El Salvador 41.6

10 Costa Rica 39.0
11 Honduras 37.7
12 Paraguay 37.0
(…)
18 Argentina 16.0
19 Venezuela 3.2

Source: Economist Intelligence Unit (2015).
1The index scores countries on a scale of 0 to 100, where 100 represents the ideal 
environment for public-private partnership projects.

TABLE 11.4

Overview of 2014 Latin America and the Caribbean Infrascope and 2011 Asia Infrascope

Stage Nascent Emerging Developed Mature

Score Range 0–29.9 30–59.9 60–79.9 80–100

Latin America 
and the Caribbean

Argentina
Dominican Republic
Ecuador
Nicaragua
Venezuela

Costa Rica
El Salvador
Guatemala
Honduras
Jamaica
Panama
Paraguay
Trinidad and Tobago
Uruguay

Brazil
Chile
Colombia
Mexico
Peru

Asia-Pacific (and 
Benchmark Countries)

Mongolia
Papua New Guinea
Vietnam

Bangladesh
China
Indonesia
Kazakhstan
Pakistan
Philippines
Thailand

Gujarat state,
 India
Japan
Korea

Australia
United Kingdom

Sources: Economist Intelligence Unit (2013, 2015).
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to 50 percent of last year’s income tax) to be paid the next year. Subnational governments and 
public universities can finance a PIP now and start paying for it 1 year after the PIP is completed, 
for up to 10 years, with no interest. The financing obtained by subnational entities must be paid 
back to the national government, with the revenues derived from fees and royalties linked to the 
exploitation of natural resources such as mining and hydrocarbons.

In a context where revenues from fees and royalties grew at a faster pace than PIP execution, the 
government welcomed the private sector as a strategic ally to help finance and develop the projects. 
Viewed as a complement to PPP, the OxI mechanism has been an innovative program, unique in Latin 
America, due to its simplicity and effectiveness. It has generated a clear and tangible synergy between 
the subnational governments and private companies, which has ignited public investment, mainly in 
infrastructure. As a result, the mechanism had committed S/. 1,533 million (US$550 million) in 
153 PIPs as of December 2014 (Figures 11.13 and 11.14).

With the goal to further encourage the use of this mechanism, the government made several 
changes to the legal framework in 2013:

• Public universities were also included in the scope of the mechanism.
• Private companies could finance PIPs not related to infrastructure.
• PIPs could be financed with additional resources coming from social funds such as the 

Promotion Fund for Public Investment (Fondo de Promoción de la Inversión Publica Regional 
y Local), the Fund for Economic Inclusion in Rural Areas (Fondo para la Inclusión Económica 

Source: PROINVERSION.
Note: Number of signed agreements in brackets.

Figure 11.13 Evolution of Public Works in Lieu of Taxes, 2009–14
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Figure 11.14 Public Works in Lieu of Taxes: Breakdown by Sector, 2009–14 (Millions of U.S dollars; and 
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en Zonas Rurales), and the Promotion Fund for Irrigation in the Mountains (Fondo de 
Promoción del Riego en la Sierra).

• The Certificate for Regional and Local Public Investment–Treasury (Certificado Inversión 
Pública Regional y Local–Tesoro Público) was made negotiable. Issued by the MEF, this 
certificate acts as proof of the tax credit to be claimed by the private company in the future.

In addition, the government enacted Law 30264 in November 2014 to allow the use of the 
OxI mechanism at the national level in sectors such as health, education, tourism, agriculture and 
irrigation, and public safety, thus broadening the scope of the mechanism.

With regard to the performance of the OxI mechanism, it could be qualified as a success, 
considering that the goal for 2014 of S/. 500 million (as established in PROINVERSION’s 
Action Plan) was surpassed. In 2014, S/. 634 million (approximately US$220 million) in invest-
ments were committed to 85 public projects such as roads and sidewalks, hospitals, schools, water 
and sanitation, etc. The number of agreements executed in 2014 doubled in comparison to 2013. 
In addition, 20 private companies, 4 regional governments, and 35 local governments used the 
OxI mechanism for the first time to develop public projects.

Even given the progress in using this mechanism in recent years, the potential to use it even 
more in future years is still significant. In 2014, subnational governments and public universities 
had an overall limit of S/. 26,455 million (approximately US$8.8 billion) to be used under OxI. 
Thus, only 2 percent of available resources for OxI have been employed so far. Starting in 2015, 
it is expected that the inclusion of the national government will promote even further use of the 
OxI mechanism.

CONCLUSIONS AND LESSONS LEARNED
How can societal benefits be maximized under the current system? To maximize the benefits 
generated by PPPs, Peru needs to continue working on implementing structural reforms in areas 
such as taxes, labor, and capital markets in order to avoid falling into the middle-income trap.

Among the challenges ahead, the government needs to continue enhancing the legal and 
institutional framework for compulsory land acquisition, as the acquisition of land and property 
for the implementation of projects, mostly in transportation, is a recurrent problem. In addition, 
high-quality valuation practices and standards should be promoted, as they help create an envi-
ronment of trust for all stakeholders.

How should the current system be migrated toward consolidated models such as those in 
the United Kingdom and Canada? The Peruvian government has acknowledged the need to 
prepare a national infrastructure plan in line with international best practices. To put things in 
perspective, estimating the infrastructure gap and subsequently preparing and implementing a 
national infrastructure plan is a relatively new endeavor even for advanced economies. The UK 
Treasury, for instance, published its first-ever National Infrastructure Plan in 2010, with updates 
in the following years. With the National Infrastructure Plan, the government was able to outline 
its vision for the future of UK infrastructure by taking a holistic view of the challenges ahead and 
its approach to address them (HM Treasury 2013).

To date, Peru does not have an infrastructure plan per se, only some national plans like the 
National Development Strategic Plan (Centro Nacional de Planeamiento Estratégico 2015), the 
Competitiveness Agenda 2014–2018 (Consejo Nacional de la Competitividad 2014) and 
the Production Diversification National Plan (Ministry of Production 2014). In all these plans, 
infrastructure is just one component among different priorities. Starting in 2015, Peru will use a 
prototype of a Multiannual Infrastructure Investment Framework as part of its Report of Fiscal 
Impact of PPPs (a new report mandated by the modified PPP law in 2014), establishing a base-
line for the infrastructure gap and goals for key sectors to be met by the nation’s bicentennial 
(2021). Furthermore, the General Office of the Ministry of Economy and Finance is working on 
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developing a Greenbook and a standardized government guarantee policy, which will be progres-
sively rolled out in 2015 and 2016. Finally, the Peruvian government is working on reducing 
transaction costs and generating value-for-money by standardizing PPP contracts. By doing this, 
the government can introduce more accountability and transparency, bring more clarity to the 
roles and responsibilities of contracting parties, and better assess project risks.
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CHAPTER 12

Monetary Policy in a Partially 
Dollarized Economy: Peru’s Experience 
with Inflation Targeting

ADRIÁN ARMAS, ALEJANDRO SANTOS, AND MELESSE TASHU

Using empirical analysis, this chapter shows that Peru’s inflation-targeting framework has been success-
ful in anchoring inflation expectations, reducing the level and volatility of inflation, reducing the 
volatility of output growth, and weakening the pass-through of the exchange rate to prices and the 
pass-through of external interest rates to local interest rates. The design of Peru’s inflation-targeting 
framework, however, differs from conventional inflation-targeting frameworks in that it explicitly takes 
into account the risks of partial dollarization. The lessons from Peru’s experience are that (1) effective 
monetary policy can be challenging, but is possible in a partially dollarized economy; and (2) foreign 
exchange intervention can be consistent with and complementary to inflation targeting in a partially 
dollarized economy.

Peru has made significant progress in reducing partial dollarization in the 2000s through the use 
of a voluntary process. The economy became highly dollarized during the 1980s as a consequence 
of serious macroeconomic mismanagement (Armas and others 2001). By 2000, loans denomi-
nated in dollars exceeded 75 percent of total banking loans, but that proportion has declined 
significantly since then. Despite the progress, financial dollarization remains high, with about 
40  percent of credits and deposits at depository institutions denominated in U.S. dollars at 
 end-2013. Estimates also show that transaction dollarization—defined as the use of foreign 
 currency as a means of payments—stands at about 30 percent (Table 12.1). 

Partial dollarization—which occurs when some contracts are denominated, prices posted, or 
payments made in dollars while the local currency remains the exclusive legal tender—poses 
 challenges to the conduct of monetary policy due to its consequences on financial vulnerability. 
Partial dollarization exposes the balance sheets of firms and households to changes in the 
exchange rate, is more likely to increase exchange rate pass-through to consumer prices, and 
exposes the financial system to external shocks. In addition, the effectiveness of monetary policy 
is generally limited under partial dollarization because the stock of the monetary aggregate under 
the control of the monetary authority is only a fraction of the relevant monetary stock in the 
economy.

Notwithstanding these challenges, Peru has been able to stabilize prices through an 
 inflation-targeting regime. It has been more than a decade since Peru introduced an inflation-
targeting framework, which has successfully anchored inflation expectations. The design of Peru’s 
inflation-targeting framework, however, differs from that of conventional inflation-targeting 
frameworks in that it explicitly takes into account, and aims to overcome, the consequences of 
partial  dollarization.

This chapter documents the effectiveness of Peru’s inflation-targeting framework in anchoring 
inflation expectations, reducing the level and volatility of inflation, reducing the volatility of 
output growth, and weakening the pass-through of the exchange rate to prices and the 
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 pass-through of external interest rates to local interest rates. Through this analysis, the chapter 
aims to draw lessons for an optimal monetary policy framework for a partially dollarized  economy.

The chapter first discusses conceptual issues regarding the nature and consequences of partial 
dollarization. It then provides an overview of Peru’s experience with partial dollarization and the 
design of an inflation-targeting framework. The chapter assesses the effectiveness of Peru’s 
 inflation-targeting framework and draws lessons for an optimal monetary policy in a partially 
dollarized economy that may be useful to other partially dollarized emerging market economies.

PARTIAL DOLLARIZATION AND ITS CONSEQUENCES 
FOR MONETARY POLICY
In contrast to official dollarization, partial dollarization occurs when some contracts are denom-
inated, prices posted, or payments made in dollars while the local currency remains the exclusive 
legal tender (Ize 2013). Partial dollarization can be manifested in three forms: financial, transac-
tion, and real dollarization.

• Financial dollarization, also known as asset substitution, refers to the use of foreign currency 
as a store of value or a unit of account for financial contracts. Financial dollarization takes 
place as a response to high variability in inflation, which affects the differential in variability 
of returns between domestic currency–denominated assets and foreign currency–
denominated assets.

• Transaction dollarization, also known as currency substitution, refers to the use of foreign 
currency as a means of payment. It is common in economies with a high level of inflation, 
where there is a great opportunity cost of holding domestic currency.

• Real dollarization refers to the formal or de facto indexing of local wages or prices to changes 
in the exchange rate between the domestic currency and the dollar.

The process of dollarization in Peru began in the 1970s due to persistently high inflation and 
was aggravated during the 1988–90 hyperinflation episode (Quispe 2000). Hyperinflation was 
brought under control in the early 1990s through broad reform of the financial system and mon-
etary and fiscal policies, but the rate of dollarization remained in the range of 70–80 percent until 
the early 2000s.

The dedollarization process started in the early 2000s, in particular following implementation 
of the inflation-targeting framework (Figure 12.1). The process continues today at a steady but 
slow pace. In particular, financial dollarization, as measured by the ratio of dollar deposits and 

TABLE 12.1

Peru: Payment Means in Foreign Currency 
(Percent of total payments)

2011 2012 2013

Checks 29.0 30.2 28.3
Debit Card 22.7 24.1 21.6
Credit Card 12.9 16.6 18.6
Credit Transfers 33.0 34.6 29.7
Direct Debits 6.7 8.0 7.6
Automatic Teller Machines 17.3 19.4 18.0
Virtual Banking 34.5 38.2 35.0
Total 30.3 32.3 29.1

Sources: Central Reserve Bank of Peru; and authors’ calculations.
Note: At the 2012 average exchange rate.
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credits at depository institutions, fell from about 75 percent in 2000 to about 40 percent at end-
2013. Transactional dollarization, estimated by the ratio of dollar payments and withdrawals from 
the banking system, was at about 30 percent in recent years, mostly reflecting transactions among 
firms (historical data are not available).1 Although there are no direct data, the current rate of real 
dollarization in Peru is believed to be relatively low based on the estimated small size of the 
exchange rate pass-through to domestic prices, which is about 0.1 percent (Winkelried 2014).

Consequences of Partial Dollarization for the Conduct of Monetary Policy

Partial dollarization poses significant challenges to the conduct of independent monetary policy 
due to its consequences on the exchange rate, interest rate, and prices. The literature identifies at 
least four consequences of partial dollarization, which in turn pose challenges to the conduct of 
monetary policy: the balance sheet effect of large changes in the exchange rate, high exchange rate 
pass-through to domestic prices, high exchange rate volatility, and high pass-through of foreign 
interest rates to domestic interest rates (Armas, Batini, and Tuesta 2007; Baliño, Bennett, and 
Borensztein 1999; Leiderman, Maino, and Parrado 2006).

Balance Sheet Effect of Large Exchange Rate Depreciations
In an open nondollarized economy, exchange rate flexibility complements the central bank’s 
effort to stabilize inflation against demand shocks. Consider, for instance, a negative demand 
shock (leading to a negative output gap) in an inflation-targeting economy. The expected defla-
tionary pressure would prompt the central bank to reduce its policy interest rate in order to boost 
aggregate demand. The interest reduction would be expected to stimulate aggregate demand both 
directly and indirectly—that is, directly, through its impact on investment and consumption, and 
indirectly by encouraging capital outflows and inducing depreciation of the domestic currency, 
which in turn could complement the direct impact by boosting net exports.

For a financially dollarized economy, however, the indirect impact may not be positive or comple-
mentary to the direct impact due to the potential contractionary impact of large exchange rate 

1 A survey by the Central Reserve Bank of Peru (2013) found that about 58 percent of the value of transactions in inputs 
or supplies among firms as of December 2012 was denominated in foreign currency. The trade and mining sectors had 
the highest percentages of transactional dollarization, at 80 percent and 75 percent, respectively.

Sources: Central Reserve Bank of Peru; and authors’ calculations.
Note: At the December 2011 exchange rate.

Figure 12.1 Peru: Dollarization at Depository Corporations (Percent)
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 depreciations. Economic agents in a financially dollarized economy may find themselves unable to 
service their debt during large exchange rate depreciations due to currency mismatches in their balance 
sheets. As a result, large exchange rate depreciations may lead to credit crunches, which in turn can 
result in contractionary effects on output, offsetting the initial effects of interest rate cuts (Alvarez-Plata 
and García-Herrero 2008; Armas, Batini, and Tuesta 2007; Leiderman, Maino, and Parado 2006).

High Exchange Rate Pass-Through to Prices
Empirical evidence shows that exchange rate pass-through to domestic prices is higher for dollar-
ized economies than for nondollarized economies (Alvarez-Plata and García-Herrero 2008; 
Reinhart, Rogoff, and Savastano 2003). This is particularly true in the case of real dollarization, 
where changes in the exchange rate are directly reflected in domestic prices and wages, making it 
harder to anchor inflation expectations. In the case of full real dollarization, monetary policy 
would be effective only if prices and wages are sticky (Armas, Batini, and Tuesta 2007).

High Exchange Rate Volatility
The exchange rate tends to be highly volatile in partially dollarized economies, in particular if 
transactional dollarization is high. In that case, demand for foreign/domestic currency may shift 
easily, often for reasons that are not easily identifiable, due to the high substitutability of the two 
currencies (Baliño, Bennett, and Borensztein 1999). As a result, the exchange rate tends to be very 
volatile and inflation expectations are hard to anchor. In the extreme case, where dollars are the 
only accepted means of payment, monetary policy would be completely ineffective because the 
relevant interest rate for intertemporal consumption decisions (and thus for aggregate demand) 
would be interest rates paid on dollar savings (Armas, Batini, and Tuesta 2007; Batini, Levine, 
and Pearlman 2008). Peru does not have high exchange rate volatility in part because transac-
tional dollarization is relatively low, but also because of frequent foreign exchange interventions 
by the Central Reserve Bank of Peru (Banco Central de Reserva del Perú [BCRP]).

High Pass-Through of Foreign Interest Rates to Domestic Interest Rates
In an open and financially dollarized economy, the close substitution between dollar-denomi-
nated and domestic-currency-denominated assets strengthens the links among the international 
dollar interest rates, the domestic dollar interest rates, and the domestic local currency interest 
rates (Baliño, Bennett, and Borensztein 1999). The possibility of capital flight following an 
increase in international dollar interest rates would prompt immediate increases in domestic 
interest rates. The pass-through depends on the flexibility of the exchange rate; it would be com-
plete in the extreme case where the exchange rate is fixed. In any case, the high pass-through of 
foreign interest rates to domestic interest rates limits the central bank’s ability to influence inter-
est rates on domestic currency, which is key for a successful inflation targeting.

OPTIMAL MONETARY POLICY UNDER PARTIAL 
DOLLARIZATION
There is a broad consensus that the previously mentioned consequences of partial dollarization 
can be overcome and that price stability can be achieved through active monetary policy in par-
tially dollarized economies. The debate, then, is about the design of an optimal monetary policy 
framework, particularly the degree of exchange rate flexibility.

For highly dollarized economies that are at the initial stage of price stabilization, a fixed 
exchange rate arrangement is seen as a good choice (Baliño, Bennett, and Borensztein 1999; 
Batini, Levine, and Pearlman 2008). For partially dollarized economies that have already man-
aged to stabilize inflation, there is a broad consensus that an inflation-targeting framework with 
a flexible exchange rate arrangement is a better choice (Baliño, Bennett, and Borensztein 1999; 
De Nicoló, Honohan, and Ize 2003; Ize and Levy-Yeyati 2003). The optimal degree of exchange 
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rate flexibility is, however, not an easy issue to determine. On the one hand, the balance sheet 
effect of large changes in the exchange rate calls for the need to smooth exchange rate volatility. 
On the other hand, it would be difficult to reduce dollarization with a stable exchange rate, as 
economic agents would not internalize foreign exchange risk and the cost of dollarization.

Authors who emphasize the need to reduce dollarization strongly recommend a freely floating 
exchange rate. For example, to break the adverse dynamics between rising dollarization and 
exchange rate rigidities, De Nicoló, Honohan, and Ize (2003) recommend a switch to a freely 
floating exchange rate arrangement backed by a strong inflation anchor through adoption of full-
fledged inflation targeting. Using an analytical model, Ize and Levy-Yeyati (2003) show that for 
a given variance of inflation, an increase in the variance of the rate of depreciation reduces dol-
larization by limiting the hedging benefits of dollar assets. The authors conclude that inflation 
targeting combined with a freely floating exchange rate would reduce financial dollarization by 
increasing real exchange rate volatility relative to price volatility.2

However, other authors argue for exchange rate smoothing due to concerns over the adverse 
impact (balance sheet impact) of large changes in exchange rate volatility on the effectiveness of 
inflation targeting. Leiderman, Maino, and Parrado (2006) argue that foreign exchange interven-
tion can be consistent with, and even strengthen, an inflation-targeting framework, as long as the 
intervention does not target a specific trend for the real exchange rate. Evidence from analytical 
and empirical models also suggests that exchange rate smoothing is necessary under inflation 
targeting in partially dollarized or financially vulnerable emerging market economies (Batini, 
Levine, and Pearlman 2008; García, Restrepo, and Roger 2011).

Peru’s Experience with Inflation Targeting

Peru’s inflation-targeting framework, which has been in place since 2002, can best be described 
as a hybrid regime (Figure 12.2). The implementation of the inflation-targeting framework 
 followed a broad reform of financial, monetary, and fiscal policies in 19913 and a decade of a 
monetary-aggregate-targeting regime4 that succeeded in reducing and stabilizing inflation result-
ing from the hyperinflation of the late 1980s (Armas and others 2001). As a result, inflation was 
already stabilized and low when the inflation-targeting framework was implemented, but 
 dollarization was very high.

The inflation-targeting framework was uniquely designed to take into account the adverse 
impact of partial dollarization on the effectiveness of monetary policy and promote dedollarization 

2 This conclusion is conditioned on real dollarization being moderate.
3 The new Central Bank Organic Law, which clearly established maintaining monetary stability as the sole objective of 
the BCRP, was a key part of these reforms. The law also prohibits the central bank from financing the Treasury or the 
state development bank.
4 In particular, the growth of the monetary base was the intermediate target of monetary policy during 1991–2001. The 
final target of monetary policy evolved from eliminating high inflation during 1991–93 to achieving single-digit inflation 
during 1994–97, and further to reducing inflation to the international level during 1998–2001.

Source: Based on Quispe and Rossini (2010).

Figure 12.2 Peru: Hybrid Inflation Targeting
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over the long term. More specifically, the inflation-targeting system was implemented in conjunc-
tion with relatively active foreign exchange intervention and the use of reserve requirements on 
foreign currency liabilities. The inflation target was set at a relatively low level (at 2.5 ± 1 percent 
initially and 2 ± 1 percent since 2007) compared with other emerging market economies in order 
to anchor Peru’s level of medium- to long-term inflation to that of the United States (Armas and 
Grippa 2006). The purpose was to build public confidence in the local  currency against the U.S. 
dollar and promote dedollarization.

Operational Target
The operational target of the inflation-targeting framework is the overnight interbank rate, as is 
the case with other inflation targeters. In addition to its obvious advantage of simplicity for com-
municating the monetary policy stance to the public, targeting the interbank rate has the advan-
tage of promoting dedollarization over the medium to long term by stabilizing and anchoring the 
short-term interest rate around the policy rate and developing a local currency yield curve. In the 
absence of a stable and predictable short-term interest rate, there would either be no long-term 
operation in domestic currency, or its yield would be determined by the foreign interest rate and 
the expected changes in the exchange rate (Armas and Grippa 2006). The latter in turn implies 
that inflation expectations would be hard to anchor.

One of the ways in which the design of the inflation-targeting framework in Peru takes into 
account the risks of financial dollarization is through the escape clause, which allows a tempo-
rary closing of the standing facility. This enables the interbank interest rate to overshoot the 
standing facility benchmark (ceiling) rate in extreme situations when there is a significant 
exchange rate depreciation pressure that could trigger a balance sheet effect (Armas and Grippa 
2006). The objective is to let the interest rate absorb part of the shock and limit the necessary 
depreciation of the exchange rate, thereby avoiding potential balance sheet effects. In practice, 
this was implemented only once, in September 2002, following the herd behavior by interna-
tional investors during the Brazilian presidential election, which led to the first administration 
of President Luiz Inácio Lula da Silva (Figure 12.3). The accumulation of international reserves 
since then has allowed BCRP to rely more on sterilized foreign exchange operations during 
negative shock periods.

Source: Central Reserve Bank of Peru.

Figure 12.3 Peru: Interest Rates (Percent)
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The Inflation Forecasting System
The BCRP’s inflation forecasting model explicitly takes into account the effects of dollarization 
on the effectiveness of monetary policy (Armas and Grippa 2006; Quispe and Rossini 2010). 
This is done by specifying explicit equations for aggregate demand (IS curve) and the exchange 
rate in addition to the Phillips curve and monetary policy rule equations often used by 
 conventional inflation-targeting central banks. The description of these equations is summarized 
by Armas and Grippa (2006) as follows:

• The output gap equation, which reflects aggregate demand pressure, has the bilateral real 
exchange rate and foreign currency interest rate, among others, as explanatory variables. The 
rationale for including the bilateral real exchange rate is to capture the potential balance 
sheet effects of large movements in the exchange rate. On the other hand, the foreign 
currency interest rate is included to capture its impact on consumption and investment 
decisions in a partially dollarized economy.

• The exchange rate equation relates the spot exchange rate movements to the domestic 
currency interest rates and foreign currency interest rate, a risk premium, and an inertia 
term to capture the effects of foreign exchange interventions. Although the exchange rate 
has a separate equation, it is not directly included in the monetary policy rule equation, 
implying that monetary policy responds to exchange rate movements only to the extent that 
it has an impact on inflation (through imported inflation and the effect on the output gap).

Controlling the Risks of Financial Dollarization
The BCRP controls the risks of dollarization—that is, liquidity and foreign exchange risks—
through sterilized foreign exchange interventions and active management of reserve requirements 
on dollar liabilities.

Foreign exchange intervention. The BCRP states that the main purpose of its foreign exchange 
intervention is to contain exchange rate volatility and accumulate international reserves (Rossini, 
Armas, and Quispe 2014). This implies that the intervention is aimed at avoiding large changes 
in the exchange rate to prevent balance sheet effects in a partially dollarized economy. 
Interventions are conducted mostly by buying and selling dollars in the spot market, and in some 
instances by carrying out swaps and reverse swaps and selling dollar-indexed certificates of depos-
its. Empirical studies show that the central bank’s foreign exchange interventions are effective in 
containing volatility (Tashu 2014). As a result, Peru’s exchange rate has been the most stable 
among financially open large economies in Latin America (Figure 12.4a).

Foreign exchange intervention has also allowed the BCRP to accumulate the highest level of 
international reserves (in percent of GDP) in the region. At about 32 percent of GDP, and rep-
resenting more than five times short-term external debt at end-2013, Peru’s level of net interna-
tional reserves is adequate by any metric (Figure 12.4b). The BCRP considers this as an important 
self-insurance for the economy against risks associated with partial dollarization.

Reserve requirement. Peru has a long history of using reserve requirements. Differential reserve 
requirements on foreign currency deposits and local currency deposits (higher reserve require-
ments on foreign currency deposits) have been used since the 1990s to facilitate dedollarization 
by increasing the cost of financial intermediation in foreign currency. Reserve requirements on 
foreign currency liabilities are also used as a prudential instrument against foreign currency 
liquidity and credit risks in the context of partial dollarization. High reserve requirements on 
foreign currency liabilities have helped to create a liquidity buffer, which is important because the 
central bank cannot act as a lender of last resort in foreign currency. The buffer is part of the 
central bank’s international foreign currency reserves; it constitutes about 20 percent of total net 
international reserves (Armas, Castillo, and Vega 2014). The contribution of private banks to the 
international reserves also helps minimize the moral hazard problem often associated with banks’ 
suboptimal risk assessment in the presence of large international reserves.
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Sources: Haver Analytics; IMF, Reserve Adequency database; and IMF staff calculations.

Figure 12.4 Exchange Rates and Reserve Adequacy in Selected Latin American Economies
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In recent years, reserve requirements have also been used as a countercyclical credit-controlling 
tool in the face of surges in capital inflows.5 Faced with the challenges of the global financial cycle 
(easy money) from 2010 to early 2013, which threatened to compromise the independence and 
effectiveness of conventional monetary policy in emerging market economies,6 the BCRP used 
reserve requirements as the first line of defense. The use of reserve requirements has helped the 
central bank overcome the trade-off between managing capital flows and controlling inflation or 
overheating risks. Changes in the reserve requirement are expected to affect credit growth, and 
hence overheating risks, through at least two channels:

• First, reserve requirements affect supply for credit through their impact on banks’ loanable 
funds and liquidity.

• Second, reserve requirements affect demand for credit by raising lending rates. High reserve 
requirements reduce banks’ financial margin, and banks may in turn raise their lending rate 
(or reduce deposit rates) to preserve their margins. Empirical analysis by Armas, Castillo, and 
Vega (2014) provides statistical evidence that reserve requirement changes made in 2010 were 
successful in increasing lending rates, reducing deposit rates, and reducing credit growth.

Lessons from Peru’s Experience
Peru’s experience with inflation targeting shows that effective monetary policy is possible under 
partial dollarization. However, the design of the inflation-targeting framework needs to take into 
account the risks of dollarization. Armas and Grippa (2006) and Rossini, Armas, and Quispe 
(2014) argue that the BCRP’s success in controlling the foreign exchange and liquidity risks 
associated with partial dollarization through sterilized foreign exchange intervention and the use 
of reserve requirements is key to the effectiveness of Peru’s inflation-targeting framework.

ASSESSING THE EFFECTIVENESS OF PERU’S 
INFLATION-TARGETING POLICY
The success of an inflation-targeting framework can be assessed by its effectiveness in reducing 
the level of inflation, reducing inflation and output volatility, anchoring inflation expectations, 
limiting the exchange rate pass-through to consumer prices, and limiting the foreign interest rate 
pass-through to local interest rates. The empirical difficulty in making such assessments is finding 
a valid counterfactual. There are two options often used by empirical studies: the country’s own 
history prior to implementation of the policy, and other countries that have not implemented 
inflation targeting. Both of these comparators are used in this study.

For Peru’s preinflation-targeting history, the sample period is limited to 1992–2001, as the 
period prior to 1992 was characterized by high levels of macroeconomic volatility, including 
hyperinflation. Since the objective of monetary policy during 1992–2001 was reducing and sta-
bilizing inflation through the control of monetary aggregates, this analysis could be equivalent to 
comparing the effectiveness of the inflation-targeting regime relative to the monetary-targeting 

5 Surges in capital inflows are often associated with excessive credit growth and overheating risks. A monetary policy 
response to such overheating risks—by raising the policy rate—may not be effective because high interest rates can attract 
further capital inflows. Financial dollarization amplifies the ineffectiveness of conventional monetary policy during such 
episodes, as demand for credit can switch to foreign currency, which does not respond to changes in the monetary policy 
rate, as the depreciation of the foreign currency and the very low international interest rate make foreign currency credits 
cheaper.
6 Rey (2013) argues that exchange rate flexibility cannot insulate economies from the global financial cycle, and that 
independent monetary policies are possible if and only if the capital account is managed directly or indirectly. The author 
recommends capital controls, macroprudential policies, and limits on leverage by financial intermediaries as instruments 
to weaken the potency of the global financial cycle.
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regime. However, it is important to underline that some of the results could be biased because 
the starting point for the two regimes was different. While the monetary-targeting regime was 
introduced at a time of high inflation, the inflation-targeting regime was introduced at a time 
when inflation was already low and the central bank had an established reputation. In addition, 
the BCRP made changes in the design of its monetary framework in order to be able to adopt an 
inflation-targeting regime. For instance, the central bank began to announce an annual inflation 
target in 1994, and it started making changes in its monetary procedures in 1997 to allow for 
future stabilization of the interbank rate.

For noninflation-targeting comparator countries, the prevalence of financial dollarization 
around the time when Peru implemented the inflation-targeting framework is used as a key cri-
terion. The purpose is to assess the effectiveness of Peru’s inflation-targeting framework in the 
context of financial dollarization. In this regard, the selected economies are taken as a proxy for 
the counterfactual of Peru’s inflation-targeting implementation. Consequently, seven emerging 
market economies (Bulgaria, Croatia, Georgia, Macedonia, Paraguay, Turkey, Uruguay) were 
selected based on availability of quarterly data on inflation and growth and the closeness of their 
degree of financial dollarization in 2001–02 to that of Peru. None of these countries are inflation 
targeters except Turkey, which introduced an inflation-targeting framework in 2006, and 
Paraguay, which introduced inflation targeting in 2013.

In addition, the performance of Peru’s inflation-targeting framework is compared with other 
frameworks in the region, including those of Brazil, Chile, Colombia, and Mexico, to determine 
if financial dollarization affected the relative performance of Peru’s inflation-targeting framework.

Reducing the Level and Volatility of Inflation

Peru’s level of inflation was already almost at zero when the inflation-targeting framework was 
implemented. However, this was mainly due to an aggregate demand shock, reflecting the impact 
of successive external shocks (the Asian crisis in 1997, the Russian/Brazilian crisis in 1998–99, 
and the Argentine crisis in 2001). However, a comparison of the average level of Peru’s inflation 
in the decades before and after implementation of the inflation-targeting framework shows a clear 
indication of the effectiveness of the framework. Peru’s inflation during 1992–2001 averaged 
about 20 percent, second highest among regional comparators only to Brazil, which suffered 
hyperinflation in the first half of the 1990s (Table 12.2).

TABLE 12.2

Impact of Inflation Targeting

Percent of Deposit 
Dollarization

Average Level of 
Inflation Inflation Volatility Growth Volatility1

2001–02 2012–13 1992–2001 2002–13 1992–2001 2002–13 1992–2001 2002–13

Latin American 
Inflation Targeters

 Peru 71.3 39.0 19.9 2.9 3.1 0.7 9.7 2.8
 Brazil2 — — 268.8 6.0 … 2.2 5.1 3.6
 Chile — — 5.2 3.2 0.6 1.1 3.4 4.0
 Colombia — — 10.5 4.5 2.0 0.5 1.1 1.0
 Mexico — — 10.0 4.2 44.5 1.2 5.6 2.8
Financially Dollarized 

Economies
 Minimum 51.2 34.5 11.9 2.4 1.2 0.7 — 2.8
 Median 67.7 47.8 52.2 5.4 7.3 6.1 — 4.6
 Maximum 86.7 72.7 1,037.5 10.3 381.8 12.2 — 18.8

Source: Authors’ calculations based on data from various sources.
1 Many of the dollarized economies do not have sufficient data prior to 2001.
2 Inflation volatility was not computed for 1992–2001 due to the hyperinflation during the first half of the 1990s. Inflation volatility for 2002–13 is 
 computed based a generalized autoregressive conditional heteroskedasticity model on the sample 1996:Q1–2014:Q2.
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Following implementation of the inflation-targeting framework, Peru’s average yearly inflation 
fell to 2.9 percent in 2002–13, within the central bank’s target range, and has been the lowest in 
the region and one of the lowest among financially dollarized economies. Deviations of annual 
inflation from the central bank’s target have been limited to the effects of temporary supply-side 
and exogenous shocks.

Measured by the root mean square deviations of year-over-year monthly inflation from the 
central bank’s target rates during 2002–13, the performance of Peru’s inflation-targeting frame-
work is average by regional standards. The root mean square deviations of Peru’s inflation, both 
from the midpoint and band targets of the central bank, are lower than those of Brazil and Chile, 
but higher than those of Colombia and Mexico. The persistence or the half-life of inflation 
deviations in Peru is estimated at about 11 months for deviations from the target band and about 
12½ months for deviations from the midpoint target, which are shorter than that of Brazil and 
Chile but longer than that of Mexico (comparison with Colombia is mixed) (Figure 12.5).7

Comparing Peru’s volatility of inflation and output during the inflation-targeting period with 
its record during the decade prior to the introduction of the inflation-targeting framework, and 
with the records of comparator groups, also points to the potential effectiveness of Peru’s frame-
work.8 The volatility of both inflation and growth in Peru declined following the introduction of 
the inflation-targeting framework and were the lowest among regional inflation targeters and 
noninflation-targeting, financially dollarized economies after introduction of the framework 
(Table 12.2).

7 The half-life of inflation deviations is estimated from a vector autoregression model of each country’s inflation devia-
tions, following Murray and Papell (2002), over the sample period 2002–13 (monthly data). A vector autoregression 
model was used, instead of a simple AR(1) or an augmented Dicky-Fuller specification, due to a higher order of autocor-
relation in inflation deviations.
8 The volatility, of inflation and growth, was computed based on a generalized autoregressive conditional heteroskedasticity 
(1, 1) model for individual countries.

Source: Haver Analytics; IMF desk reports; and authors’ estimates.

Figure 12.5 Inflation Devations from Cantral Bank Targets in Latin America, 2002–13
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Following introduction of the inflation-targeting framework, another noticeable development 
in Peru was the significant reduction in the rate of financial dollarization. At the time when the 
inflation-targeting framework was introduced, Peru had one of the highest rates of financial dol-
larization among the group of selected financially dollarized economies. Following the introduc-
tion of the framework, however, Peru recorded the sharpest rate of reduction (45 percent 
decrease) in financial dollarization between 2001–02 and 2012–13. Today, it has among the 
lowest rates of financial dollarization among the same group of countries. Inflation targeting 
might have contributed to Peru’s relative success in reducing financial dollarization, although it 
is not possible to attribute the success solely to inflation targeting because other measures, includ-
ing the development of a local currency securities market and increased exchange rate flexibility, 
were implemented concurrently.

Anchoring Inflation Expectations

Peru’s inflation-targeting framework has successfully anchored inflation expectations. With the 
exception of 2008, following the global commodity price shock, inflation expectations have for 
the most part been well anchored within the central bank’s target range (Figure 12.6).

Containing Exchange Rate and Interest Rate Pass-Through
A vector autoregression model estimation of inflation with the exchange rate, the output gap, and 
international prices9 shows that the pass-through of the exchange rate to consumer prices abated 
following the introduction of the inflation-targeting framework. In particular, the exchange rate 

9 The sample period is 1992:Q1–2001:Q4 for the preinflation-targeting period, and 2002:Q1–2014:Q2 for the post-
inflation-targeting period. For the impulse response function, the variables were ordered as follows: international prices, 
exchange rate, output gap, and the domestic consumer price index. To ensure stationarity, all variables except the output 
gap are expressed as first differences (growth rates over the previous quarter). International prices refer to prices of oil and 
food. In the first sample (the preinflation-targeting period), the world price of oil was found to be statistically more 
important (significant), whereas the world price of food became more important in the second sample (the postinflation-
targeting period). Statistically insignificant world prices were dropped from the corresponding models to save degrees of 
freedom, since the sample sizes are already short.

Source: Central Reserve Bank of Peru.

Figure 12.6 Peru: Inflation Targeting and Expectations (Percent)
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had a positive and statistically significant impact on inflation in the sample prior to implementa-
tion of the inflation-targeting framework, but not in the sample after implementation of the 
framework (Figure 12.7). Using a rolling vector autoregression model, Winkelried (2014) also 
shows a significant reduction in the exchange rate pass-through after introduction of inflation 
targeting in Peru.

Although there is no sufficient interest rate data for a regression analysis prior to the inflation-
targeting framework, a graphical presentation shows a clear break in the relationship between the 
local currency and foreign currency domestic interest rates following implementation of the 
framework (Figure 12.8). Before implementation of the inflation-targeting framework, the local 
currency interbank interest rate was very volatile and comoved with the foreign currency inter-
bank interest rate, which in turn is driven by external factors. Following introduction of the 
inflation-targeting framework, however, the local currency interbank interest rate became very 
stable, comoving with the central bank’s reference rate, while the foreign currency interbank rate 
continued to be volatile and vulnerable to external shocks. This provides clear evidence of the 
effectiveness of Peru’s inflation-targeting framework in stabilizing local currency interest rates by 
providing an anchor, that is, the reference rate.

Source: Authors’ calculations.

Figure 12.7 Responses of Inflation to Cholesky One Standard Deviation 
Innovations of Changes in the Exchange Rate with a 95 Percent Confidence 
Interval

–0.4

–0.2

0.0

0.2

0.4

0.6

0.8

1.0

1.2

1 2 3 4 5 6 7 8 9 10

–0.4

–0.2

0.0

0.2

0.4

0.6

1 2 3 4 5 6 7 8 9 10

Quarter

a. Prior to Inflation Targeting (1992:Q1–2001:Q4)

b. After Inflation Targeting (2002:Q1–2014:Q2)

Quarter

©International Monetary Fund. Not for Redistribution



204 Monetary Policy in a Partially Dollarized Economy: Peru’s Experience with Infl ation Targeting

Source: Central Reserve Bank of Peru.

Figure 12.8 Peru: Interest Rates (Percent)
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CONCLUSIONS
This chapter has attempted to draw lessons for an optimal monetary policy design in a partially 
dollarized economy based on a literature review and the experience of Peru. The chapter also 
assessed the effectiveness of Peru’s inflation-targeting framework.

The empirical assessment shows that Peru’s inflation-targeting framework has succeeded in 
anchoring inflation expectations, reducing inflation and output volatility, and reducing the 
exchange rate pass-through to domestic prices and the foreign interest rate pass-through to local 
currency domestic interest rates. The performance of Peru’s inflation-targeting framework is 
comparable to that of nondollarized inflation-targeting frameworks in the region, indicating that 
the BCRP has successfully overcome the limitations of financial dollarization with regard to 
conducting independent monetary policy.

The design of Peru’s inflation-targeting framework, however, differs from conventional infla-
tion-targeting frameworks in that it explicitly takes into account the risks of partial dollarization. 
It has been implemented in conjunction with sterilized foreign exchange intervention and reserve 
requirements on foreign currency liability to contain the foreign exchange and liquidity risks 
associated with financial dollarization.

The lessons from Peru’s experience are that (1) effective monetary policy can be challenging, 
but is possible in a partially dollarized economy; and (2) foreign exchange intervention can be 
consistent with and complementary to inflation targeting in a partially dollarized economy.
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CHAPTER 13

Global Policy Spillovers and Peru’s 
Monetary Policy: Inflation Targeting, 
Foreign Exchange Intervention, and 
Reserve Requirements

RENZO ROSSINI, ADRIÁN ARMAS, AND ZENÓN QUISPE

This chapter provides an overview of the monetary policy actions undertaken by the Central Reserve 
Bank of Peru (Banco Central de Reserva del Perú [BCRP]) that combined its main inflation-targeting 
framework with sterilized foreign exchange interventions and reserve requirement measures.1 The aim 
was to overcome the spillover effects of global policies in order to counter the recessionary implications 
of the global financial crisis. The chapter provides a rationale for the use of these instruments, as well 
as empirical evidence on their effectiveness. In general, the results show that sterilized foreign exchange 
interventions and reserve requirement changes have had the desired effects in limiting spillover effects 
and smoothing out the interest rate and credit dynamics in dual monetary economies such as Peru.

As a policy response to the macroeconomic challenges brought about by financial dollarization and 
its implications for financial vulnerability, the BCRP adopted an inflation-targeting regime in 2002 
and became the first monetary authority to implement this framework under a dual monetary system.

Inflation targeting in Peru has a particular design. The BCRP actively intervenes in the foreign 
exchange market to smooth out exchange rate fluctuations and build international reserves as a 
self-insurance mechanism against negative external shocks. Since 2008, reserve requirements have 
been used as an active monetary control tool to moderate the impact of capital flows on domes-
tic credit conditions in both domestic and foreign currency. The BCRP has also set high reserve 
requirements on foreign currency liabilities as a prudential tool to address liquidity issues and 
foreign currency credit risk. These additional policy tools have eased the trade-offs that the BCRP 
faces when implementing standard monetary measures within an inflation-targeting regime that 
simultaneously takes into account financial dollarization considerations.

The prompt use of reserve requirements in Peru’s monetary policy framework has allowed the 
BCRP to induce the necessary quantitative tightening required to address the domestic spillover 
effects of the unprecedented quantitative easing (QE) policies implemented by developed countries.

This chapter describes the relevance of reserve requirements as a complementary instrument 
for monetary policy based on Peru’s experience. The chapter starts by providing an overview of 
Peru’s monetary framework, including standard interest rate setting. Next, it evaluates the general 
implications of the spillover effects of global quantitative monetary policy and examines sterilized 
foreign exchange intervention. The discussion then turns to the use of reserve requirements as a 
monetary policy tool, the transmission mechanism of reserve requirement changes, and the 
 control of financial dollarization risks as well as liquidity risks. Finally, the empirical evaluation 
of reserve requirements policies is carried out and conclusions are presented.

1 The reserve requirement overview and evaluation is based on Armas, Castillo, and Vega (2014).
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THE MONETARY POLICY FRAMEWORK
In place since 2002, Peru’s current monetary policy framework is best characterized as a full-
fledged inflation-targeting regime that explicitly takes into account the risks created by financial 
dollarization. Figure 13.1 shows Peru’s high level of financial dollarization. The inflation target is 
a 2 percent annual increase in the consumer price index, with a tolerance band ranging from 
1 percent to 3 percent. Before the adoption of inflation targeting, monetary policy in Peru was 
implemented through a monetary target framework that used the annual growth rate of the 
monetary base as an intermediate target and also included instruments such as foreign exchange 
intervention and high reserve requirements for deposits in foreign currency.

When inflation targeting was adopted, the aforementioned policy tools used to address finan-
cial dollarization risks remained in place (Figure 13.2). Webb and Armas (2003) and Armas and 
Grippa (2005) defined the implementation of the inflation-targeting framework in a financially 
dollarized economy as a combination of standard interest rate rule setting plus the active use of 
other instruments to control financial risks.

Since 2008, reserve requirements have been changed frequently to complement changes 
in the policy interest rate. The main reason for this new role for reserve requirements was the 

Source: Central Reserve Bank of Peru.
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unprecedented expansionary monetary policies launched in developed economies, which 
triggered the zero lower bound for their policy interest rates and the implementation of QE. 
The central banks of emerging economies had to respond with different actions to deal with 
the spillover effects of these ultra-easy policies, mainly capital inflows and low international 
interest rates. Figure 13.3 summarizes the different economic cycles and policy responses of 
both developed and emerging economies during the QE period.

Since 2008, changes in the marginal and average reserve requirement ratios have been used 
cyclically in tune with the challenges posed by the new international environment. Reserve 
requirements have been raised in response to capital inflow episodes, such as in the first quarter 
of 2008, and then in the second half of 2010, following the announcement of QE:2. Reserve 
requirements were tightened with the aim of offsetting the impact of capital inflows on credit 
(particularly in dollars), which also gave the BCRP increased capacity to inject foreign currency 
liquidity in case of sudden capital flight. Despite Peru’s high degree of financial dollarization, this 
policy framework has proven to be effective in dampening financial risks. In contrast to what 
happened during the Russian crisis, when a sudden stop in capital flows triggered a credit 
crunch, Peru’s BCRP was better prepared in 2008: high international reserves and higher reserve 
requirements allowed a massive injection of liquidity into the system and prevented another 
credit crunch.

Figure 13.4 illustrates how the use of nonconventional monetary policy tools complements 
the use of the policy rate. Interventions in the foreign exchange market aimed at offsetting exces-
sive exchange rate volatility reduce systemic risks associated with sharp exchange rate deprecia-
tions, whereas the use of high and cyclical reserve requirements in foreign currency contributes 
to curbing systemic liquidity risks associated with financial dollarization.

Source: Armas, Castillo, and Vega (2014).

Figure 13.3 Quantitative Easing and Quantitative Tightening
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Standard Interest Rate Setting under Peru’s Inflation Targeting, 2002–12

The operational target of monetary policy is the short-term interest rate. Like any other central 
bank with an inflation-targeting regime, the BCRP uses this operational target to deliver the 
monetary policy stance to the market. A central bank tends to increase its policy interest rate to 
fight inflationary pressures during periods of high inflation or output gap levels; conversely, 
when inflation is below the central bank’s target and the output gap is negative, the central bank 
tends to cut its policy rate. However, in a financially dollarized economy, interest rate setting 
also has to take into account how financial dollarization affects the transmission mechanism of 
monetary policy. The BCRP addresses this issue by using an inflation forecasting model (Modelo 
de Proyección Trimestral ) that explicitly takes into account the impact of dollarization on credit 
market conditions and on the dynamics of the exchange rate and inflation (Winkelried 2013). 
In this model, dollarization reduces the impact of monetary policy on inflation and the output 
gap, since a large depreciation not only typically generates a positive impact on exports, but also 
triggers a negative impact on the financial position of firms with currency mismatches. Thus, 
with financial dollarization, the typical expansionary effect of the exchange rate channel after 
the implementation of a policy-easing measure is considerably reduced when there is a sharp 
depreciation. The expansionary net export effect will prevail over the balance sheet effect when 
depreciation is low. The Modelo de Proyección Trimestral takes into account the impact of both 
reserve requirement changes and interventions in the foreign exchange market on the dynamics 
of interest rates and the exchange rate.

Figure 13.5 shows the evolution of the policy rate, the output gap, and core inflation since 
2004. As can be seen, the policy rate has actively responded to the evolution of both inflation and 
the output gap. In particular, this has been the case for indicators such as core inflation and infla-
tion expectations during episodes characterized by important changes. Estimations of the policy 
rule for 2002–09 show that the policy rate not only meets Taylor’s principle, but also that the 
central bank gives more importance to reducing inflation volatility than output gap volatility. The 

Source: Central Reserve Bank of Peru.

Figure 13.4 Peru’s Monetary Policy Framework
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estimations reported by Salas (2011) show that the interest rate response to inflation is close to 
1.9 and the response to output is close to 0.5.2

Two episodes clearly highlight the BCRP’s active response to changes in the expected rates of 
inflation and the output gap. The first started in July 2007, when the central bank began to raise 
interest rates in response to a persistent rise in inflation. During that period, the BCRP increased 
its reference interest rate eight times, from 4.5 percent to 6.5 percent (a total of 200 basis points). 
The second episode followed the collapse of Lehman Brothers in the United States. The BCRP 
cut the policy interest rate aggressively, from 6.5 percent to 1.25 percent in six months. The 
policy rates cuts were effective in reducing interest rates not only in the money market, but also 
in the rest of the financial system. For example, the average interest rate on loans with maturities 
up to 360 days fell from 15.5 percent to 11.1 percent between January and December 2009.

GLOBAL POLICY SPILLOVERS AND THE PERUVIAN 
CAPITAL MARKET
The collapse of Lehman Brothers ushered in the spread of the subprime crisis to emerging 
economies, first through higher yields on emerging sovereign bonds, which in the case of Peru 
were around 10 percent for a few weeks (Figure 13.6). That was the first stress test for sovereign 
bonds, which began to be used in Peru at the same time as the inflation-targeting scheme.

2 These values correspond to the mode of the posterior distribution of the parameters. The corresponding confidence 
intervals located these parameters between 1.23 and 2.4 for the case of the interest rate response to core inflation and 
between 0.3 and 0.6 for the case of the output gap.

Source: Central Reserve Bank of Peru.
Note: QE = quantitative easing.

Figure 13.5 Evolution of the Policy Rate, Output Gap, and Core Inflation
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The QE policy led in the developed world by the Federal Reserve generated capital flows 
toward emerging market economies, attracted by the nominal rates on domestic Treasury bonds. 
This trend was clear in Peru starting in October 2010, with the Federal Reserve’s QE:2, and then 
even clearer with QE:3 (Figure 13.7). For the first time in Peru’s history, most of the holders of 
Treasury bonds denominated in domestic currency were foreigners.

In May 2013, with Chairman Ben Bernanke’s hint that the Federal Reserve would start taper-
ing its asset purchase program, the yield on Peru’s 10-year Treasury bonds jumped from around 

Sources: Central Reserve Bank of Peru; and the Federal Reserve System.
Note: QE = quantitative easing.

Figure 13.6 Ten-year Sovereign Bond Yield Curves in Peru and the United States (Percent)
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Figure 13.7 Nonresidents’ Holdings of Peruvian Treasury Bonds, and Credit Default Swap Spreads 
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4 percent to 6 percent (Figure 13.6), with no restrictions in terms of nonresident holdings of 
Treasury bonds. However, after the tapering process started in January 2014, there was some 
movement away from sovereign bonds, despite the reduction of the corresponding credit default 
swap spreads (Figure 13.7).

Nonresidents’ shift away from Peruvian Treasury bonds did not imply a higher risk for Peru’s 
economy, as domestic institutional investors absorbed the remaining bonds and the fiscal position 
was sound (a fiscal surplus of 0.9 percent of GDP in 2013, the highest in Latin America) and 
very liquid (public sector deposits at the BCRP amounted to 12 percent of GDP). The govern-
ment continued issuing Treasury bonds that were widely accepted by capital markets. The stock 
of Treasury bonds increased from 6 percent of GDP in June 2013 to 6.3 percent in May 2014 
(Figure 13.8).

STERILIZED FOREIGN EXCHANGE INTERVENTIONS
In the case of Peru, the main purpose of foreign exchange intervention is to reduce exchange rate 
volatility and accumulate international reserves in order to prevent balance sheet effects, given the 
partially dollarized financial position of the domestic private sector. Dollarization magnifies the reac-
tion of financial intermediaries to sharp movements in their funding or high exchange rate volatility. 
As a result, the economy is prone to credit booms and busts associated with flows of foreign currency 
deposits, foreign credit lines, or other capital flows. It is also prone to exchange rate movements 
affecting the quality of the credit portfolio. Thus, dollarization distorts the transmission mechanism 
of monetary policy and increases liquidity and solvency risks within the financial system.

Foreign exchange interventions are carried out avoiding any signaling regarding the level of, 
or a possible ceiling or floor for, the exchange rate. They also help to reduce extreme volatilities 
of the exchange rate preventing balance sheet effects (Figures 13.9 and 13.10). Since the 

Source: Central Reserve Bank of Peru.

Figure 13.8 Nonresidents’ Holdings of Treasury Bonds in Percentages of Total Holdings and GDP
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Source: Central Reserve Bank of Peru.
Note: QE = quantitative easing.

Figure 13.9 Nominal Exchange Rate and Net Foreign Exchange Market Intervention (U.S. dollars)
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Source: Central Reserve Bank of Peru.
Note: QE = quantitative easing.

Figure 13.10 Latin American Nominal Exchange Rate Indices (December 31, 2008 = 100) 
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 beginning of the BCRP’s interventions under a floating exchange rate system (1990), these 
operations have been carried out in a discretionary manner. This approach seems to serve Peru’s 
economy well, as opposed to rules-based intervention.

Interventions are made by purchasing or selling dollars in the spot market and carrying out 
swaps and reverse swaps, which are used mainly when banks may be forced to translate pres-
sures from the nondeliverable forward market into the spot market. In this regard, a swap 
operation with the BCRP can provide temporary coverage against nondeliverable forward 
market risks.

In highly dollarized economies, it is convenient to build up international reserves to ring-fence 
the economy against risks associated with financial dollarization. Every economic crisis in Peru 
from the Great Depression until 1990 was initiated by balance of payment problems. Given that 
historical background, international reserves as a self-insurance mechanism against international 
liquidity shortages are a key element of monetary policy design. These cases fall into the category 
of structural conditions for reserve accumulation. However, the recent need for reserve accumula-
tion is partially associated with important short-term capital flows due to the very accommoda-
tive stance of monetary policy in the developed world, which in fact should be considered 
cyclical. International reserves help a country preserve economic and financial stability, as they 
guarantee foreign currency availability in unusual situations, such as possible significant with-
drawals from the financial system or temporary external shocks that could generate imbalances 
in the real sector and feed back into expectations. Additionally, adequate foreign exchange 
reserves help to reduce the country risk (and improve the associated credit ratings), thereby pro-
viding firms with better conditions to access international capital markets (Rossini, Quispe, and 
Rodríguez 2011).

As shown in the BCRP balance sheet, international reserves are funded mainly by public sec-
tor deposits and reserve requirements (Table 13.1). BCRP securities and currency in circulation 
also funded the international reserve accumulation, but to a lesser degree. To sterilize the liquid-
ity created by foreign exchange interventions, the BCRP issues its own certificates, currently with 
maturities of up to 18 months and auctioned on a daily basis. These certificates are comple-
mented by banks’ reserve requirements and Treasury deposits. Table 13.1 summarizes the 2013 
BCRP balance sheet in percentages of GDP. It shows that 11.9 percent of liabilities are repre-
sented by sterilization through Treasury deposits (associated with a solid fiscal position), 11 per-
cent by reserve requirements, 3.7 percent by BCRP certificates, and 5.1 percent by currency in 
circulation accounts (Rossini, Quispe, and Serrano 2013).

TABLE 13.1

Balance Sheet of Peru’s Central Bank as of December 2013 (Percentage of GDP)

Assets Liabilities

International reserves 31.8 Treasury deposits 11.9
 In domestic currency 6.7
 In foreign currency 5.3
Reserve requirements 11.0
 In domestic currency 4.1
 In foreign currency 6.9
Central bank instruments 3.7
Currency in circulation 5.1

Source: Central Reserve Bank of Peru.
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THE CENTRAL BANK’S USE OF RESERVE REQUIREMENTS
The BCRP uses reserve requirements mainly for monetary control, limiting dollarization risks, 
and increasing the maturity of banks’ external leverage.

Reserve Requirements as an Active Monetary Control Tool

Nonconventional instruments such as reserve requirements have been used in Peru since the 1990s 
to preserve the transmission channels of monetary policy and prevent systemic risks associated 
mainly with exchange rate mismatches and liquidity risks created by financial dollarization. The 
scope and use of reserve requirements have changed in recent years. Before the adoption of inflation 
targeting, and in response to high financial dollarization, reserve requirements on foreign currency 
obligations were higher than on domestic currency obligations. Differential rates encourage banks 
to internalize the risk of granting dollar-denominated loans to economic agents that do not gener-
ate dollar incomes, and to create a foreign exchange liquidity buffer to reduce systemic liquidity 
risks, given that the BCRP cannot act as lender of last resort in foreign currency. During this period, 
reserve requirements were not used cyclically and only targeted domestic sources of bank funding.

In recent years, reserve requirements have been used by the BCRP to complement its short-
term interest rate. As such, they have helped break the trade-off between macro and financial 
stability. In particular, the reserve requirement–induced quantitative tightening dampened the 
expansionary effects of capital inflows on domestic credit conditions and, through this channel, 
also reduced the output gap and inflationary pressures. In the presence of the reserve requirement 
policy, this quantitative tightening effect on the output gap implies that the policy rate may not 
need to rise as much. Therefore, the use of quantitative tightening in a situation where there are 
persistent capital inflows, and in a still underdeveloped local capital market, is analogous to fiscal 
policy tightening that also allows a lower policy rate and a less appreciated domestic currency. As 
such, it introduces a new dimension in the policy mix that must also take into account the rela-
tionship between reserve requirements and policy rates.

In addition, if there are massive capital inflows or very low international interest rates, finan-
cial dollarization strengthens the spillover from expansionary international monetary conditions 
to the domestic financial system, which weakens domestic monetary policy. This occurs because 
the demand for credit switches toward foreign currency credit. Under these conditions, higher 
reserve requirements on dollar liabilities contribute to moderating the spillover effect of interna-
tional financial conditions on domestic markets, thereby strengthening the transmission of 
domestic interest rate policy (Figure 13.11). The use of reserve requirements also contributes to 
monetary policy effectiveness. In credit market segments where the risk premium is high, lending 
rates are less sensitive to the policy rate, whereas changes in reserve requirements, which operate 
through changes in financial intermediation margins, have a larger impact on lending rates.

Countercyclical reserve requirements can help offset credit expansions by reducing the 
amount of banks’ loanable funds as a proportion of total bank assets. Massive capital inflows until 
April 2013 due to hitting the zero lower bound in advanced economies (including QE, Operation 
Twist, and the massive injection of liquidity by the European Central Bank at a rate of 1 percent) 
brought about new macroeconomic and financial stability challenges. This time, the preemptive 
use of nonconventional tools by the BCRP helped create a smoother credit cycle, as compared 
with the 2007–08 episode (Figures 13.12 and 13.13). The use of nonconventional policy 
 instruments such as reserve requirements and foreign exchange market interventions not only 
helped mitigate the foreign currency–induced credit and liquidity risks created by financial 
 dollarization, it also contributed to breaking the trade-off between reducing domestic demand 
pressures and attracting capital flows. The trade-off takes place when the policy rate is increased 
to face domestic demand pressures amid episodes of strong capital flows.

An increase in the reserve requirement ratio implies that banks must raise liquid assets to meet 
the new policy requirement. This tends to reduce credit growth, particularly when banks cannot 
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Source: Central Reserve Bank of Peru.
Note: QE = quantitative easing.

Figure 13.11 Reserve Requirements in Domestic and Foreign Currency (Percentage of total liabilities sub-
ject to reserve requirements)
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Source: Central Reserve Bank of Peru.
Note: QE = quantitative easing.

Figure 13.12 Banking System Domestic Currency Credit to the Private Sector and Average Reserve 
Requirements in Domestic Currency (Percent)
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Source: Central Reserve Bank of Peru.
Note: QE = quantitative easing.

Figure 13.13 Banking System Foreign Currency Credit to the Private Sector and Average Reserve 
Requirements in Foreign Currency

Annual growth of credit in foreign currency (left scale)
Average reserve requirement in foreign currency (right scale)
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replace liabilities subject to reserve requirements with other sources of funding, like long-term 
foreign liabilities (Figure 13.14).3 This is more likely the case for small financial institutions with 
limited access to international financial markets. Thus, by increasing reserve requirements during 
episodes of capital inflows and credit expansions, the BCRP seeks to reduce the probability of 
liquidity stress scenarios in the financial system. Higher reserve requirements induce private 
banks to increase their availability of liquid assets, which also reduces their capacity to expand 
credit, particularly in foreign currency. Hence, reserve requirements generate buffer stocks of 
liquidity in both domestic and foreign currency.

The quantitative effect of this mechanism depends both on the duration and intensity of 
reserve requirements increases and on the way this policy is implemented (Céspedes, Chang, and 
Velasco 2012). Figures 13.12 and 13.13 show a different behavior of credit and liquid assets dur-
ing 2007 and 2008, when credit growth accelerated and liquid assets decreased despite the 
increase in reserve requirements in both domestic and foreign currencies. During this period, the 
increase in reserve requirements was much milder and shorter-lived than the increase since 2010. 
The effectiveness of reserve requirements was rather limited during this episode. Also during this 
period, the increase in reserve requirements was implemented only through increases in marginal 
rates and not through increases in the average reserve requirement rate. This distinction is impor-
tant because an increase in the average reserve requirement rate has a stronger impact on banks’ 
credit supply than an increase in the marginal rate, because the former is not contingent on the 
growth of bank deposits, as is the case for marginal reserve requirements. Tovar, García-Escribano, 
and Vera-Martin (2012) provide empirical evidence on the effectiveness of average over marginal 
reserve requirements. This implies that when the BCRP increases average reserve requirements, 
banks must increase their liquid assets even when deposits are not increasing.

3 In Peru, long-term foreign liabilities are not subject to reserve requirements up to a limit of 2.2 times the bank’s net 
worth.
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The Transmission Mechanism of Reserve Requirement Changes
Reserve requirements affect money and credit conditions through a number of channels. 
A  simple mechanism is described here. As Figure 13.15 shows, the first aim of reserve require-
ments is to reduce financial entities’ primary loanable funds. Lower loanable funds imply lower 
liquidity and credit, which in turn has an impact on aggregate expenditure and inflation. This 
mechanism is more effective when the balance of liquid assets held by financial entities is low.

Second, higher reserve requirements reduce banks’ financial margins. Banks will seek to preserve 
them by widening the spread between lending and deposit rates (León and Quispe 2010; Montoro 

Source: Central Reserve Bank of Peru.
Note: QE = quantitative easing.

Figure 13.14 Banking System Foreign Liabilities (Percent of GDP)
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Figure 13.15 The Transmission Mechanism of Changes in Reserve Requirement Ratios 
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and Moreno 2011). They can achieve this by raising lending rates, reducing deposit rates, or both 
(Terrier and others 2011). Higher market interest rates induce economic agents to reduce their 
expenditure, thereby attenuating inflationary pressures.

Regarding empirical evidence, there are virtually no references to Peru before 2008, given that 
reserve requirements were not an active monetary policy tool. The initial approach when the 
BCRP started to use reserve requirements actively was to calibrate their impact through an 
accounting procedure that operated through banks’ financial margins (León and Quispe 2010). 
In particular, the prior was that the demand for credit was relatively inelastic to changes in the 
interest rate, mainly for small and medium firms.

It was also clear that the effectiveness of the reserve requirement tool would depend on the 
degree of liquid substitute assets or external funding from foreign financial institutions. Data for 
the 2008–12 events showed that this prior was not far from actual figures. The inflation forecast-
ing model (Modelo de Proyección Trimestral) assumes that changes in this instrument increase bank 
lending rates. The estimated impact of a 1 percent rise in the average reserve requirement ratio is 
about 0.3 percent on average domestic currency lending rates and 0.1 percent on foreign currency 
lending rates. The low pass-through from reserve requirements to foreign currency lending rates 
is explained by the larger set of alternative sources of funding available to corporate firms in 
foreign currency.

In practice, the implementation of monetary policy within a dual currency economy not only 
requires forecasting of inflation conditional on the policy rate instrument, it also needs a continuous 
assessment of risks and vulnerabilities created by financial dollarization under the baseline scenario. 
Nonconventional policy instruments are then set to curb those risks. For instance, if the baseline 
scenario assumes a period of capital inflows and persistent low international interest rates, then two 
risks arise: (1) the risk of a rapid expansion of dollar-denominated loans and (2) a more intense use 
by local banks of short-term loans from foreign banks. In this case, a rise in reserve requirements 
on foreign currency liabilities is also considered as a policy option in the baseline scenario.

Controlling Dollarization Risks with Reserve Requirements

The discussion on the relevance of nonconventional policies as tools to prevent systemic risks and 
preserve financial stability has become more intense as a result of the global financial crisis. In 
developed economies, financial asset prices such as stocks and bonds are an element in the policy 
transmission mechanism. In contrast, emerging economies’ shallow capital markets limit the role of 
financial asset prices in monetary policy transmission. In this group of economies, the most impor-
tant asset price is the exchange rate. This is the case of financially dollarized economies like Peru.

Financial dollarization generates systemic risks in at least two crucial dimensions. First, by 
reducing the central bank’s ability to act as lender of last resort, financial dollarization increases 
the likelihood of a liquidity shortage in the financial system. Second, since banks lend in foreign 
currency to nontradable firms, financial dollarization also creates currency mismatches, which 
magnify foreign currency–induced credit risks. A common feature of these two additional sources 
of financial vulnerability implied by financial dollarization is that both generate negative exter-
nalities that justify policy intervention. They can also trigger potential nonlinear dynamics with 
undesirable consequences for financial stability that in turn require the introduction of precau-
tionary policy measures. In this regard, the availability of adequate international reserves is key to 
providing liquidity to the markets during episodes of financial stress. As shown in the BCRP 
balance sheet (see Table 13.1), the international reserves are funded by deposits from the public 
sector, reserve requirements, central bank securities, and currency in circulation.

The key externality at play with financial dollarization is a nonpecuniary one (which was com-
mon before the creation of central banks). When banks intermediate in foreign currency, they do 
not take into account the fact that they are operating under a system without a lender of last 
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resort in that currency. Banks assume that when they need foreign currency, they will be able to 
obtain it from the interbank market (local or international) at the market interest rate (related of 
course to the policy rate of the foreign currency issuer). However, this may not be the case, par-
ticularly if all banks experience the same type of liquidity shortage.

Liquidity Risk and the Lender of Last Resort in Foreign Currency
This was the case in Peru during the 1998 Russian crisis, when the shock triggered a sudden stop 
and quickly damaged banks’ foreign currency positions, particularly those banks that took con-
siderable short-term loans from the international financial system. During this episode, banks 
were not able to obtain foreign currency even at very high short-term interest rates. As a conse-
quence, several banks had to abruptly curtail credit. The average local interbank rate in dollars 
was 8 percent in July 1998 (240 basis points over one-month Libor) and soared to 12.9 percent 
by October (760 basis points over one-month Libor).

The rationale for the need for high reserve requirements on foreign currency deposits, which 
strongly emphasizes the need to provide adequate international liquidity to the financial system 
during periods of financial distress, was fundamental in diminishing the impact of the sudden 
stop during the late 1990s financial crisis. Thus, under financial dollarization, preventive policy 
is required because private banks hold too little foreign currency liquidity. Higher reserve require-
ments on foreign currency liabilities, along with the accumulation of international foreign 
reserves, contribute to reducing the adverse impact of this externality. A historical reference of a 
financial system operating without a lender of last resort (like the financial dollarization case) was 
in the nineteenth and early twentieth centuries, when bank-run episodes were frequent across the 
world. In the United States, banks were required to keep a 25 percent reserve against deposits 
(National Bank Act of 1863). However, the role of reserve requirements decreased over time after 
the creation of the Federal Reserve in 1913 (Goodfriend and Hargraves 1987).

Reserve requirements on foreign currency liabilities have three desirable effects that help deal 
with financial distortions. First, reserve requirements send a signal to financial intermediaries that 
foreign currency liabilities are riskier than their domestic currency counterparts and, thus, reserve 
requirements help banks internalize dollarization risks. By setting higher reserve requirement 
ratios on foreign currency liabilities, the BCRP increases the cost of providing foreign currency 
loans, thereby reducing the incentives for banks to intermediate in foreign currency, particularly 
in those credit market segments where borrowers have few alternative sources of funding. Second, 
reserve requirements reduce the likelihood of bank runs because economic agents realize that the 
banking system has a large pool of foreign currency–denominated liquid assets. Reserve require-
ments on foreign currency deposits amount to about 20 percent of total international reserves, 
50 percent of total foreign currency credit, and 44 percent of overall liabilities subject to reserve 
requirements. And third, reserve requirement policy contributes to increasing the amount of 
international liquidity in the financial system when necessary. This level of liquidity allows the 
central bank to act as lender of last resort in foreign currency by providing foreign currency 
whenever it is needed. By cutting reserve requirements, the central bank can inject liquidity into 
the financial system and reduce pressures on the interest rate.

Credit Risk Induced by Currency Mismatches
The existence of currency mismatches in the balance sheet of domestic agents generates an 
 externality to the financial system, because agents either do not properly internalize the foreign 
currency–induced risk or engage in moral hazard behavior. Even nontradable firms that set prices 
in foreign currency do not realize that the nature of the mismatch is a real one. In other words, a 
negative shock to the economy that results in a depreciation of the real exchange rate increases the 
real debt of nontradable firms (net present value of cash in dollars will fall). There is also an 
 externality that operates through the payments system: by taking dollar-denominated loans, an 
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individual firm increases its default risk. However, it also increases the default risk of other firms 
that are linked to the first firm through the payments system. Banks do not properly internalize the 
complex degree of links between firms, and consequently do not charge the right risk premium 
when granting dollar-denominated loans to firms in the nontradable sector. In this case, a sharp and 
unexpected depreciation of the exchange rate can trigger negative balance sheet effects that spill 
across the payments system to a large set of firms, unduly affecting the credit quality of banks’ assets.

It is worth mentioning that it is not only a sharp depreciation of the domestic currency that 
generates systemic risks in a financially dollarized economy, but also a strong and transitory 
appreciation. A persistent and sharp appreciation of the domestic currency reduces the real value 
of firms’ debt and may also encourage further appreciation expectations. As a result, firms may 
perceive that borrowing in foreign currency is cheaper, leading them to increase their currency 
mismatches and, through this channel, the cost of a sudden exchange rate reversal. Policy mea-
sures such as additional provisioning for dollar-denominated loans, higher reserve requirements 
for foreign currency liabilities, and foreign exchange intervention to smooth out exchange rate 
fluctuations contribute to dampening this type of credit risk.

Reserve Requirements as an Instrument to Increase Maturities 
and Moderate Banks’ External Leverage

Higher reserve requirements on both foreign currency short-term external liabilities and deposits 
not only increase the cost of dollar-denominated loans, but also induce banks to lengthen the 
maturity of their external liabilities and increase the availability of international liquidity. In 2007, 
the BCRP extended the use of reserve requirements to banks’ short-term foreign liabilities.4 As a 
result, banks had the incentive to lengthen the maturities of their foreign currency liabilities, which 
reduced their vulnerability to sudden capital stops. Currently, a 50 percent special reserve require-
ment is in place for local banks’ obligations to foreign banks with maturities of less than two years. 
Moreover, banks increased the average maturity of their foreign liabilities from two years in 2007 
to four years in 2009. This special reserve requirement has also been used cyclically. The BCRP 
raises its level in periods of abundant capital inflows and reduces it in response to capital outflows.

Crucially, after the collapse of Lehman Brothers, the limited exposure of local banks to sudden 
stops of capital flows allowed banks to maintain their supply of credit, which limited the impact 
of this shock on the local financial system. More recently, as a result of greater international 
financial integration and historically low world interest rates, short-term capital flows5 as well as 
firms’ and banks’ foreign liabilities (particularly bonds) have increased their share in the capital 
account. In order to limit overborrowing, the BCRP set an additional reserve requirement 
(1) when the stock of long-term foreign liabilities and bonds exceeds 2.2 times a bank’s net worth, 
and (2) when credit growth in foreign currency exceeds a given limit established by the BCRP. 
Furthermore, in 2013, with the aim of reinforcing credit dedollarization, the BCRP introduced 
additional reserve requirements for financial institutions that grant foreign currency loans above 
certain prudential limits.

MEASURING THE EFFECTS OF RESERVE REQUIREMENTS
This section presents the effect of reserve requirement policy applied to both domestic and 
 foreign currency bank liabilities on interest rates and credit. There has been an active stance in 
policies aimed at reducing currency and term mismatches in the public sector, as well as in the 

4 The BCRP had extended the use of reserve requirements to banks’ foreign liabilities in 2004.
5 Nondeliverable forward operations with nonresident investors and purchases of public debt instruments denominated 
in domestic currency.
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financial and nonfinancial private sector. The different indicators of vulnerability to external 
capital account events shown in Table 13.2 indicate that active fiscal and central bank policies 
have aimed at reducing the impact of credit and exchange rate risks.

Econometric evaluation of policy is difficult due to the identification problem. The usual tool 
in the monetary policy literature is to identify monetary policy through structural vector autore-
gressions. The vector autoregression procedure is sound in a conventional monetary policy setting 
where the policy rate dynamically interacts with inflation, economic activity, and the exchange 
rate. In the analysis of unconventional monetary policy, however, it is important to account for 
episodes of policy interventions characterized by policy on-off situations. For those cases, Pesaran 
and Smith (2012) propose a policy evaluation exercise where the effectiveness of policy changes 
can be directly measured. The idea is to compare observed outcomes after a policy change against 
a counterfactual generated by an econometric forecast conditional on the policy not being imple-
mented. Pesaran and Smith (2012) show that the conditional forecasts can be generated by a 
reduced-form equation linking outcomes to both policy and controls invariant to policy.

All that is required to follow the policy assessment exercise by Pesaran and Smith (2012) is to 
define outcomes and instruments. The choice must have the special feature that the instrument 
needs to be “off ” and then “on” for a reasonable amount of time. Three such episodes are identi-
fied by Armas, Castillo, and Vega (2014): (1) the increase in the marginal reserve requirement for 
domestic currency deposits from 6 percent to 25 percent since July 2010; (2) the increase in the 
marginal reserve requirement for foreign currency deposits from 30 percent to 55 percent since 
July 2010;6 and (3) the increase in reserve requirements on banks’ short-term external debt from 
30 percent to 60 percent since July 2010. According to Pesaran and Smith (2012), what is needed 
is a reduced-form equation such as:

π + ′π +′ υy x= π W ,txπ t y+ υ t2+ πxtx  (13.1)

where yt is an outcome variable, xt is the policy instrument, and Wt is a vector of control variables 
invariant to ad hoc policy changes. The set of outcome variables is given by the levels of outstand-
ing credit denominated in domestic and foreign currency, lending and deposit interest rates in 

6 An initial tightening episode started in February 2008 and went until May 2008. However, this tightening was quickly 
reversed after the Lehman Brothers collapse, and thus it cannot be used in this exercise.

TABLE 13.2

Indicators of Macro Vulnerability

Unit 2003 2008 2013

Ce
nt

ra
l 

Ba
nk

1 GDP/international reserves Number of times 6.0 4.1 3.2
2 M2/international reserves Number of times 1.0 0.9 1.2
3 (Short-term foreign liabilities + 

amortization on external debt)/NIR
Percent 13.6 27.0 12.7

Ba
nk

in
g 

Sy
st

em

4 Dollarization of banking credit Percent 76.0 54.8 45.3
5 Short-term banks’ foreign liabilities/

banking credit
Percent 4.9 5.3 2.7

6 Short-term banks’ liabilities (deposits 
+ credit lines)/required reserves

Number of times 3.1 2.5 1.7

Pu
bl

ic
 S

ec
to

r 7 Dollarization of public debt Percent 84.9 62.5 44.5
8 Nonresidents’ holdings of local 

 public debt/public sector deposits 
in the central bank

Percent 0.0 21.7 31.0

9 Average maturity of the public 
 sector debt

Years 7.6 11.2 12.5

Source: Central Reserve Bank of Peru.
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both currencies, and the ratio of short-term to long-term external debt of banks. Candidates for 
control variables include, first, a set of external variables including the U.S. federal funds rate, the 
VIX, the trade-weighted U.S. dollar index, the 10-year U.S. Treasury bond yield, and the slope 
of the U.S. yield curve. A second set of control variables includes variables affected mostly by 
external conditions (terms of trade, the Emerging Market Bond Index, domestic primary output) 
or by the trend financial development (number of employees, number of branches). The key 
assumption is that these sets of control variables are invariant to policy. To make inferences, a 
mean effect quantity is constructed through the following equation:

∑( )= π
=

d
H

ˆ ˆ 1
,H ∑(= πd

H h

H

1

 (13.2)

where π̂1 is the estimated policy coefficient, H is the number of periods over which the  specific 
level of policy tightening has been effective, xT+h represents the observed policy trajectory from 
period T onward, and xT h

0  is the counterfactual policy trajectory from period T onward. The 
number of periods the policy stance lasted is H = 22 months.

Next, Pesaran and Smith (2012) propose a policy-effectiveness test statistic given by

 P ( )=
σ
d

N
ˆ

ˆ ~ (N ,HPP
Hd

v

a

y

 (13.3)

where σ̂v y
 is the standard error of the policy reduced-form regression. Namely, if the mean effect 

d̂Hd  is relatively large compared to the standard error of the forecasting equation, then it is likely 
that the policy effect is significant.

Results

The main empirical results of Armas, Castillo, and Vega (2014) are presented in Table 13.3. In 
general, the effect of reserve requirement changes that took place in 2010 proved to have indeed 
increased lending interest rates and reduced deposit rates. The effect on bank interest rates implies 
that an increase in reserve requirements induces bank interest rate spreads to widen, as described 
earlier in this chapter, and consistent with effects generally expected in the literature (Montoro 
and Moreno 2011; Terrier and others 2011).

Furthermore, there is evidence that the effect on credit works as expected. This is inconsistent 
with the results obtained by Pérez and Vega (2014), who show that a 1 percentage increase in the 
reserve requirement ratio has a 0.4 effect on credit growth within six months. The last empirical 
result presented here (Table 13.4) relates to the impact of an increase in reserve requirements on 
banks’ short-term external debt. The evidence shows that this policy produced a shift in banks’ 
external debt toward long-term maturities and away from short-term ones.

TABLE 13.3

Pesaran-Smith (2012) Policy Effectiveness Statistics

Mean Effect (d Ĥ)
Policy Effectiveness 

Statistic (PH) P-value Expected Sign

Bank Lending Rates in Nuevos Soles 0.001 6.47 0.00 Yes
Bank Lending Rates in U.S. Dollars 0.006 1.57 0.06 Yes
Bank Deposit Rates in U.S. Dollars −0.009 −3.19 0.00 Yes
Bank Lending in Nuevos Soles −0.019 −0.57 0.28 Yes
Bank Lending in U.S. Dollars −0.008 −0.49 0.31 Yes
Banks’ Short-term External Debt as 

a Ratio of Total External Debt
−0.300 3.20 0.00 Yes

Source: Armas, Castillo, and Vega (2014).
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CONCLUSIONS
Nonconventional policy tools such as reserve requirements are being used actively by many 
 central banks in emerging market economies. The evidence provided by Peru’s experience shows 
that this is an effective tool to reduce the trade-offs that expansionary monetary policies in devel-
oped economies are creating in emerging market financial systems. In particular, reserve require-
ments can dampen the credit cycles in periods of capital inflows and reduce their expansionary 
effects on domestic aggregate demand. Also, when reserve requirements are applied to foreign 
currency bank liabilities, they can contribute to increasing the availability of international liquid-
ity in the financial system, and consequently help to reduce the impact of capital outflows on the 
domestic financial system.

This chapter has presented counterfactual exercises by Armas, Castillo, and Vega (2014) and 
following Pesaran and Smith (2012) to quantify the effect of a marginal reserve requirement 
tightening over the period July 2010 to April 2012. The effects on interest rates and credit levels 
are measured. As with any other form of tax, reserve requirements generate efficiency costs, which 
can affect the degree of financial development. However, when financial frictions pervade, these 
costs are of second-order magnitude compared to the benefits of active use of reserve require-
ments that reduces the probability of a financial crisis. In this regard, reserve requirement calibra-
tion needs to take into account these costs to define both the magnitude and the duration of this 
type of nonconventional policy instruments. In economies like Peru, where domestic capital 
markets are not well developed, reserve requirements can also speed up the development of these 
markets by increasing the cost of financial intermediation through the banking system. However, 
they can also increase the incentives for firms to use more external funding.

The aforementioned costs can be reduced by spreading out the burden of prudential regula-
tion among a larger set of instruments, such as cyclical capital requirements and dynamic provi-
sioning, and, in the case of financially dollarized economies, additional capital requirements for 
loans in dollars. The central bank has to continuously assess the efficacy of reserve requirements 
as prudential instruments and revert them when necessary. For instance, in Peru, reserve require-
ments on short-term bank liabilities were reduced in 2012 for liabilities related to trade finance 
so as to avoid a replacement of banking credit with offshore credit lines. Peru’s experience also 
shows that central banks need to closely monitor the impact of this type of instrument in order 
to minimize its potential costs. Close coordination with the regulatory authority is also necessary 
so as to complement reserve requirements with the use of other instruments aimed at reducing 
systemic risks, such as countercyclical provisioning and capital requirements, as well as a higher 
capital requirement for foreign loans.
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 CHAPTER 14

Capital Flows, Monetary Policy, and 
Foreign Exchange Intervention in Peru

RENZO ROSSINI, ZENÓN QUISPE, AND DONITA RODRÍGUEZ

This chapter explains the main features of sterilized interventions in the foreign exchange market by 
the Central Reserve Bank of Peru (Banco Central de Reserva del Perú [BCRP]), in a context of an 
economy with a financial system that operates with two currencies.1 The interventions took place in an 
environment in which the BCRP developed a policy framework based on a risk management approach 
that balanced the vulnerabilities associated with partial dollarization of the banking system with the 
incorporation of nonconventional policy tools such as intervention in the foreign exchange market, 
accumulation of international reserves, application of different forms of reserve requirements, and dif-
ferent forms of liquidity sterilization. This policy framework controlled the risks of deterioration in the 
quality of bank assets linked to the balance sheet effects of sharp movements in the exchange rate on the 
partially dollarized nonfinancial private sector portfolio of assets and liabilities. The policy framework 
also kept the conventional transmission mechanism with the short-term interest rate as the operational 
instrument to control inflation, and isolated the Peruvian economy from the effects of the global finan-
cial crisis in such a way that Peru was able to recover growth with low inflation and avoid major 
disruptions from the surge of capital inflows.

In an environment of partial dollarization, the possibility that local banks can extend credit in 
foreign currency complicates the normal transmission mechanisms of monetary policy. On the 
one hand, the policy rate cannot affect these flows and their interest rate. On the other hand, a 
sharp depreciation can produce a credit contraction resulting from deterioration in the quality of 
bank assets linked to balance sheet effects on the partially dollarized nonfinancial private sector 
portfolio of assets and liabilities.

As a result of the risks and vulnerabilities related to partial dollarization, the BCRP has adopted 
a policy framework that adds several instruments to the conventional policy rate as a tool. These 
instruments can be grouped as quantitative or nonconventional. For example, higher reserve 
requirements on short-term foreign exchange liabilities are used to modulate this source of credit, 
and the BCRP also intervenes in the foreign exchange market, sterilizing excess liquidity with its 
own instruments that are restricted to local participants. Foreign exchange intervention aims to 
reduce the volatility of the exchange rate and accumulate international reserves, without any type 
of signaling or commitment about the level or tendency of the exchange rate.

This policy framework allowed the BCRP to prevent major disruptions and maintain the flow 
of credit during the global financial crisis. The conventional transmission mechanism is also in 
place, with the interest rate as the instrument to control inflation.

This chapter discusses four issues related to this policy framework, with the first issue being 
the selection of a discretionary type of foreign exchange intervention vis-à-vis a rule-based one. 

1 This chapter was first presented at the Bank for International Settlements Meeting of Deputy Governors, Basel, February 
17–18, 2011.
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Second, the chapter examines sterilization with respect to its cost, the instruments used, and the 
degree of access to nonresidents. The chapter then looks at the use of reserve requirements as a 
complement to the conventional policy rate tool, before turning to the issue of competitiveness 
in an environment marked by strong capital flows.

MONETARY POLICY UNDER PARTIAL DOLLARIZATION
Persistently high inflation and severe macroeconomic imbalances in Peru during the 1970s and 
1980s, along with the lack of inflation-adjusted instruments, led households to hold foreign cur-
rency as a store of value. This process of financial dollarization increased significantly during the 
hyperinflation of 1988–90. In the years that followed, a wide-ranging package of financial system 
and monetary and fiscal policy reforms were introduced to stabilize the economy. After achieving 
macroeconomic stabilization during the 1990s, the BCRP implemented a fully fledged inflation-
targeting regime in 2002 with an initial point target of 2.5 percent, and since 2007 a continuous 
point target of 2 percent, both with a tolerance range of ±1 percent. As a result, during the past 
decade the average annual inflation rate has been 2.3 percent. However, despite improved eco-
nomic conditions and stable macroeconomic fundamentals during the past 20 years, inertia, 
transaction costs, and still-underdeveloped capital markets explain the slow but continuous 
decline of the share of deposits and credits in dollars, from a peak of 82 percent in 1999 to 
44 percent in 2010 (Figure 14.1).

Dollarization magnifies the reaction of financial intermediaries to sharp movements in their 
funding or to high exchange rate volatility. As a result, the economy is prone to credit booms and 
busts associated with flows of foreign currency deposits, foreign credit lines, or other capital flows. 
It is also prone to exchange rate movements that affect the quality of the credit portfolio. 

Source: Authors’ calculations.

Figure 14.1 Peru: Credit Dollarization, 1993–2010 (Percent of total credit)
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Dollarization therefore alters the transmission mechanism of monetary policy and increases the 
liquidity and solvency risks of the financial system because:

• The maturity mismatch generated in foreign currency introduces higher liquidity risks.
• Solvency risk increases when the assets of nonfinancial economic agents are mainly 

denominated in domestic currency, while their liabilities are denominated in dollars.

After various external shocks, especially the Russian crisis of 1998, the BCRP designed an 
action plan to prevent a credit contraction during events of financial stress. Thereafter, the mon-
etary policy framework in Peru, in addition to the common features of an inflation-targeting 
regime, began to include a set of measures to deal with the risks of financial dollarization. The 
strategy included three levels of liquidity: accumulation of international reserves by the BCRP, 
high liquidity requirements of financial intermediaries, and a solid public sector financial posi-
tion resulting from disciplined and coordinated fiscal policy. In line with this strategy, interna-
tional reserves increased from 12.9 percent of GDP in December 1994 to 28.8 percent in 
December 2010 (Figure 14.2).

The set of monetary policy instruments can be separated into the normal price instrument of 
the interest rate and nonconventional quantitative instruments such as the reserve requirement 
or the structure of the central bank balance sheet. The importance of the latter group of policies 
has gained attention with the innovative actions performed by central banks during the subprime 
financial crisis aimed at avoiding or limiting a collapse of credit. The motivation to consider 
measures that act more directly on credit flows—rather than waiting for the more indirect impact 
through changes in interest rates—is that during credit booms or crunches, short-term interest 
rates became less effective in signaling the stance of the monetary policy to financial intermediar-
ies. These intermediaries become insensitive to policy actions based on movements in the interest 
rate, but more inclined to react to changes in expectations and risk appetite.

The quantitative instruments are part of a more ample risk management approach of mone-
tary policy that includes preventive and corrective measures oriented toward avoiding a credit 

Source: Central Reserve Bank of Peru.
Note: NIR = net international reserves.

Figure 14.2 Peru: Net International Reserves (Millions of U.S. dollars and as a percent of GDP)
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boom or crunch and preserving the transmission mechanisms of monetary policy and financial 
stability. Figure 14.3 illustrates the common transmission mechanism of monetary policy that 
uses changes in the short-term interest rate to control inflation by influencing the output gap, 
but adding the effect of nonconventional quantitative policies affecting banking credit, and in 
this way also affecting the output gap and the inflation rate.

FOREIGN EXCHANGE INTERVENTION
Interventions in the foreign exchange market by the BCRP aim to reduce the volatility of the 
exchange rate without signaling or committing to a certain exchange rate level. A predictable 
exchange rate would in practice transform the exchange rate system into a type of pegged 
 system, thus ensuring success of one-sided bets by speculators and negating the value of the 
intervention. One way to avoid predictability and to reinforce the central bank’s commitment 
only to price stability is to use a rule-based type of intervention based, for example, on prean-
nounced amounts of foreign exchange purchases in the market. However, it is possible that 
different events can make intervention either unnecessary or insufficient, forcing the bank to 
abandon or change the rule. An alternative type of intervention is one that is more discretionary. 
Under this approach, having a clear idea that it is important to avoid signaling an exchange rate, 
the central bank is able and willing to engage in foreign exchange operations without a prean-
nounced amount of operations.

The main type of foreign exchange intervention is through direct operations with commercial 
banks in the spot market and at the prevailing exchange rate (Armas 2004). The BCRP can also 
make swaps through temporary purchases or sales of foreign currency, using an auction  procedure. 

Source: Central Reserve Bank of Peru.

Figure 14.3 Monetary Policy Transmission Mechanisms
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The latter instrument is used when the forward market in foreign currency is putting pressure on 
the exchange positions of local banks. It is also important to consider that at maturity the swaps 
can either be renewed or exercised, with both possibilities having the same characteristics as an 
intervention in the market.

Figure 14.4 illustrates the momentum and types of foreign exchange intervention of the 
BCRP together with the evolution of the exchange rate since 2007. Three clear episodes can be 
identified: before the collapse of Lehman Brothers, after the collapse, and after the announcement 
of the second round of quantitative easing by the Federal Reserve. The figure also identifies direct 
intervention in the foreign exchange spot market and placements or maturing swap operations. 
During these three stages, the BCRP did not attempt to reverse the tendencies, but rather to 
reduce the degree of volatility. It can also be seen that the daily amount of interventions does not 
follow any particular type of rule.

Table 14.1 shows the three recent stages of surges and contractions of capital flows, how they 
materialized in the exchange markets, and the amount of foreign exchange intervention by the 
BCRP. The amount of purchases was US$8.7 billion before the Lehman Brothers collapse. 
During the period of acute crisis in the last quarter of 2009, following the collapse of Lehman 
Brothers, the BCRP sold US$4.8 billion (or US$8 billion if we include the US$3.2 billion in 
balances at maturity of swaps). The amount of purchases then rose to US$6.5 billion (including 
US$200 million in swaps) with the arrival of signals of normalization and the announcement and 
implementation of the second round of quantitative easing.

The BCRP’s foreign exchange intervention has been effective in reducing the volatility of the 
nuevo sol. As Figure 14.5 shows, the Peruvian currency has been very stable in comparison with 
those of other countries in the region. The coefficient of variability has been close to 5 percent, 
whereas for other economies it has reached values between 8 percent and 13 percent.

Source: Authors’ calculations.
Note: QE = quantitative easing.

Figure 14.4 Peru: Exchange Rate and Central Bank Net Foreign Exchange Intervention (Exchange rate 
in nuevos soles per U.S. dollar; foreign exchange interventions in millions of U.S. dollars)
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TABLE 14.1

Peru: Spot and Forward Exchange Markets (Millions of U.S. dollars)

Pre–Lehman 
Brothers Post–Lehman Brothers

Capital Inflows to 
Emerging Markets 

(Jan 2008–Apr 2008)

Deepest Stage of the 
Crisis and QE:1 

(Oct 2008–Mar 2009)

Full Recovery in Emerging 
Markets and QE:2 

(Jun 2010–Dec 2010)

Pension Funds –1,596 2,541 –768
 Spot –171 968 332
 Forward –1,425 1,573 –1,100
Nonresident Investors –1,013 1,944 –1,871
 Spot –2,388 1,604 –1,932
 Forward 1,376 339 61
Other Residents –6,119 3,499 –3,830
 Private, Nonfinancial –6,119 2,489 –4,450
 Financial Institutions –1 1,010 619
Central Bank Interventions 8,728 –7,984 6,469

Source: Authors’ calculations.
Note: Positive figures imply net demand; negative figures imply net supply positions. QE = quantitative easing.

Source: Authors’ calculations.

Figure 14.5 Nominal Exchange Rate (Variability coefficient, standard deviation/average)
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STERILIZATION
To avoid side effects of foreign exchange intervention on the ability to control inflation, the 
central bank needs a sufficient capacity for sterilization. There are two crucial factors that helped 
to accomplish this goal in the case of Peru: a solid fiscal position and the increasing demand for 
a monetary base. Table 14.2 presents a simplified balance sheet of the BCRP that shows that fis-
cal deposits in the central bank represent 10 percent of GDP, which is close to 35 percent of 
international reserves. The fiscal contribution to sterilize the liquidity created by intervention in 
the exchange rate market also helps reduce pressure on the real exchange rate.

Sterilized interventions should not affect the ability to use the short-term interest rate as a 
policy tool. To assess the impact of foreign exchange intervention on the variability of the interest 
rate, we computed a ratio indicating the volatility of the interbank interest rate relative to the 
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variability of the exchange rate in different economies with floating exchange rates. Figure 14.6 
indicates that Peru has the lowest ratio.

Another concern about sterilization is the financial cost from the carry cost or interest rate 
differential from returns of international reserves with the interest rate paid to the different lia-
bilities of the central bank (Rossini, Quispe, and Gondo 2008). In a situation with higher local 
interest rates, the central bank could face financial losses. One component that eases this burden 
is the currency, which is a liability free of interest rate. As shown in Figure 14.7, the return on 
foreign assets held by the BCRP exceeds the average cost of its liabilities.2

Finally, an important issue with sterilized interventions is that they can create an incentive to 
attract further capital inflows due to the interest rate differential between the local and interna-
tional interest rates. This possibility could neutralize monetary policy either by paralyzing the use 
of the policy rate or by attracting further foreign financing. These capital flows have an additional 
incentive, which is the expectation of appreciation of the local currency.

2 With respect to exchange rate losses that can be generated by a currency appreciation on international reserves valued in 
local currency, there is not a consensus about the accounting treatment of this valuation effect. Some central banks record 
it in their profit and losses report, while others record it in a separate item in the capital account. From an economic point 
of view, the change of valuation in local currency of international reserves is not relevant. For example, it would be 
meaningless to record and distribute dividends originated in a depreciation of the currency that increased the nominal 
amount of international reserves.

TABLE 14.2

Balance Sheet of the Central Reserve Bank of Peru as of January 2011 
(Percent of GDP)

Assets Liabilities

Net international reserves 28.8% Treasury deposits 10.3%
Central bank securities 1.8%
Term deposits of banks 4.2%
Reserve requirements 6.1%
Other liabilities 1.0%
Currency (notes and coins) 5.4%

Source: Central Reserve Bank of Peru.

Source: Authors’ calculations.

Figure 14.6 Volatility of Interest Rates Relative to Volatility of Exchange Rates
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The surges of capital inflows before the collapse of Lehman Brothers and the effects of the 
second round of qualitative easing in Peru resulted in the growth of demand for different finan-
cial instruments in local currency by nonresident participants, including the sterilization papers 
of the central bank. To avoid the circularity of sterilized intervention attracting more capital 
inflows, the central bank implemented three measures: (1) imposition of a 4 percent fee for the 
purchase or sale of BCRP paper to participants different than local financial institutions in order 
to reduce resale to nonresident players, (2) an increase to 120 percent of the reserve requirement 
on deposits in local currency to nonresident agents, and (3) substitution of certificates for term 
deposits as an instrument of sterilization to avoid the resale of other instruments in local currency 
to nonresident agents, and their subsequent replacement by BCRP paper.

Other macroprudential measures were put in place by Peru’s Superintendency of Banking, 
Insurance, and Private Pension Funds and by the Treasury. The former cut the limit for the long 
position in net foreign position for banks from 75 percent to 60 percent, limited the amount of 
daily and weekly foreign exchange operations by pension funds, and recently prepublished a 
norm that limits the long position in derivatives for banks to 40 percent of their net worth.

For its part, the Treasury has taxed the capital gains generated by forward contracts with a rate 
of 30 percent, and recently issued bonds in the international markets denominated in domestic 
currency but paid in foreign currency. This operation increased the demand for foreign currency 
by domestic agents that purchased those bonds. The BCRP increased the limit on foreign invest-
ment of pension funds from 17 percent to 30 percent in 2010.

RESERVE REQUIREMENTS
The accumulation of liquid foreign currency by financial intermediaries has been determined 
mainly by macroprudential policies. In particular, the BCRP uses reserve requirements to manage 
capital flows and at the same time accumulate a buffer stock of international reserves. For 
instance, during the capital-inflow episode of the first quarter of 2008, the central bank raised 

Source: Authors’ calculations.

Figure 14.7 Central Bank Net International Reserve Yields and Cost of Funds (Percent)
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TABLE 14.3

Peru: Monetary Policy Interest Rate and Reserve Requirement Ratios, 2002–11 (Percent)

Monetary Policy 
Interest Rate: 

Reference Rate 
for the Interbank 

Money Market

Reserve Requirements Ratios

Legal Minimum 
Required Ratio

Domestic Currency

Foreign Currency

General Regime
External 

Liabilities

Marginal 
Requirement 
for Deposits

Policy 
Increases in 
the Average 

Ratio

Required 
Ratio for 

Nonresidents

Marginal 
Requirement 
for Deposits

Policy 
Increases in 
the Average 

Ratio
Short 
Term

Long 
Term

I. Pre–Lehman Brothers: Capital Inflows and Inflationary Pressures in Emerging Markets

May 2006 4.50 6.00 30.00 30.00 30.00
Jul. 2007 4.75 6.00 30.00 30.00 30.00
Sep. 2007 5.00 6.00 30.00 30.00 —
Jan. 2008 5.25 6.00 30.00 30.00 —
Mar. 2008 5.25 8.00 15.00 15.00 40.00 40.00 —
Apr. 2008 5.50 9.00 20.00 40.00 45.00 45.00 —
Jun. 2008 5.75 9.00 20.00 40.00 45.00 45.00 —
Jul. 2008 6.00 9.00 25.00 120.00 49.00 49.00 9.00
Aug. 2008 6.25 9.00 25.00 120.00 49.00 49.00 9.00
Sep. 2008 6.50 9.00 25.00 120.00 49.00 49.00 9.00

II. Post–Lehman Brothers and QE:1
Post–Lehman Brothers: Deepest Stage of the Crisis and QE:1

Oct. 2008 6.50 9.00 120.00 35.00 — —
Dec. 2008 6.50 7.50 35.00 30.00 — —
Feb. 2009 6.25 7.50 35.00 30.00 — —
Mar. 2009 6.00 6.00 35.00 30.00 — —

Post–Lehman Brothers: Quick Recovery of Emerging Markets and QE:1

Apr. 2009 5.00 6.00 35.00 30.00 — —
May 2009 4.00 6.00 35.00 30.00 — —
Jun. 2009 3.00 6.00 35.00 30.00 — —
Jul. 2009 2.00 6.00 35.00 30.00 — —
Aug. 2009 1.25 6.00 35.00 30.00 — —
Dec. 2009 1.25 6.00 35.00 30.00 — —
Feb. 2010 1.25 6.00 35.00 30.00 35.00 —

III. Post–Lehman Brothers: Full Recovery in Emerging Markets and QE:2

May 2010 1.50 6.00 35.00 30.00 35.00 —
Jun. 2010 1.75 6.00 35.00 30.00 35.00 —
Jul. 2010 2.00 7.00 40.00 35.00 40.00 —
Aug. 2010 2.50 8.00 12.00 50.00 45.00 0.10 50.00 —
Sep. 2010 3.00 8.50 15.00 120.00 50.00 0.20 65.00 —
Oct. 2010 3.00 9.00 25.00 120.00 55.00 0.20 75.00 —
Nov. 2010 3.00 9.00 25.00 120.00 55.00 75.00 —
Dec. 2010 3.00 9.00 25.00 120.00 55.00 75.00 —

Sources: Authors’ calculations.

the reserve requirements in domestic and foreign currency, combining this policy with a series of 
other measures aimed at discouraging holdings of central bank instruments by nonresident inves-
tors. The rate of marginal reserve requirements in domestic currency was raised from 6 percent 
to 25 percent (Table 14.3), the rate of reserve requirements for deposits of nonresidents was raised 
to 120 percent, and the rate of marginal reserve requirements in foreign currency was raised from 
30 percent to 49 percent.3

3 During the intensification of the global financial crisis in the last quarter of 2008, the reserve requirements were reduced 
in order to avoid a credit contraction.
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In addition, due to the quantitative easing measures in the developed world, there was a 
 resurgence of capital inflows during the second half of 2010. In this case, the BCRP reinstated 
its reserve requirement policies, raising the requirement to 25 percent in domestic currency, 
55 percent in foreign currency, and 75 percent for external short-term liabilities of the financial 
system. It also reinstated the reserve requirement ratio for domestic currency deposits of non-
resident investors to 120 percent. Noting greater dynamism of lending to the domestic market 
from domestic bank subsidiaries abroad, the BCRP also included their liabilities within the total 
liabilities subject to reserve requirements.4

Rossini and Quispe (2010) describe the credit crunch in Peru in 1999–2001 as being caused 
by the combination of an initial surge of capital inflows and a subsequent expansion of banking 
credit, followed by a sharp contraction of credit produced by a sudden stop of capital flows and 
a sharp currency depreciation caused by the 1998 Russian crisis. Figure 14.8 shows the evolution 
of banking credit as a proportion of GDP, including a band of ±2 standard deviations of the 
credit-to-GDP ratio over the sample constructed around a series smoothed by a Hodrick-Prescott 
filter, which can be used to identify periods of excessive credit expansion or contraction. 
Following the recovery from the financial crisis, credit has been evolving within this band.

REAL EXCHANGE RATES
The nominal appreciation of the exchange rate caused by capital inflows raised concerns about 
the negative effect of this situation on the tradable sectors. To assess this impact, we studied data 
of the real exchange rate and evaluated the deviations from the equilibrium real exchange rate. In 
both cases, the surge of capital inflows has not involved a major negative effect on competitive-
ness for Peru.

4 In September 2007, the central bank eliminated the reserve requirements for external loans with two-year or longer 
maturities of commercial banks in order to extend their maturities. The longer-term external funding of banks increased 
from 17 percent of total external funding in October 2007 to 50 percent in December 2007.

Source: Authors’ calculations.

Figure 14.8 Peru: Credit/GDP Ratio, 1993–2010 (Annual ratios from quarterly data, in percent)
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Source: Authors’ calculations.

Figure 14.9 Effective Real Exchange Rate (Index based on 1993–2010 average = 100)

80

85

90

95

100

105

110

115

80

85

90

95

100

105

110

115

 1
99

3 94 95 96  9
7 98 99

 2
00

0 01 02 03 04 05 06 07 08 09 10

TABLE 14.4

Coefficient of Variability of the Real Effective Exchange Rate (Percent)

Country Dec 1994–Dec 2010 Jan 2001–Dec 2010 Country Dec 1994–Dec 2010 Jan 2001–Dec 2010

Brazil 21.3 22.7 United States 8.0 7.8
Czech Republic 20.9 11.5 Israel 9.2 6.3
South Africa 14.1 12.2 Thailand 10.2 7.0
Korea 11.9 11.9 Euro area 7.3 5.3
Indonesia 19.1 7.8 Chile 7.7 6.9
Philippines 11.6 11.3 Sweden 7.7 5.4
Australia 12.3 10.5 India 4.6 4.5
Canada 10.8 9.9 Malaysia 9.5 3.7
Japan 13.9 9.0 Switzerland 4.9 4.0
United Kingdom 9.3 9.7 Singapore 5.4 3.7
Mexico 12.7 8.4 Peru 5.1 3.6

Source: Bank for International Settlements.
Note: Calculations based on the Bank for International Settlements’ exchange rate indices.

Figure 14.9 presents the evolution of the index of the effective real exchange rate. The rate was 
around ±5 percent of the average level over 1993–2010. This relatively stable real exchange rate 
holds up in international comparisons. In Table 14.4, the comparative coefficient of variability 
among 22 countries shows that the real effective exchange rate (REER) of the Peruvian currency 
was the third least volatile from December 1994 to December 2010. Moreover, for a shorter 
period, from January 2001 to December 2010, Peru had the least volatile REER.

We use the behavioral equilibrium exchange rate method to estimate the equilibrium real 
exchange rate. Table 14.5 shows the estimated elasticities of the REER from its fundamental 
determinants.5 According to the estimations, this approach shows no major misalignments of the 
REER with respect to its equilibrium path (Figure 14.10).

5 The calculations are based on Rodriguez (2011).
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CONCLUSIONS
Peru’s central bank has developed a policy framework based on a risk management approach. In 
this sense, the vulnerabilities associated with partial dollarization of the banking system have been 
taken into account in adding nonconventional policy tools such as intervention in the foreign 
exchange market, accumulation of international reserves, and application of different forms of 
reserve requirements and liquidity sterilization. With this policy framework, the Peruvian econ-
omy was relatively isolated from the effects of the global financial crisis and able to recover growth 
with low inflation and avoid major disruptions from the surge of capital inflows.

TABLE 14.5

Empirical Results

Fundamental Variable Elasticity

Net Foreign Liabilities/GDP 0.20
Terms of Trade −0.24
Trade Liberalization (exports and imports)/GDP 0.14
Peruvian GDP/GDP of Peru’s Trade Partners −0.30
Public Expenditure/GDP −0.01
Credit Dollarization Ratio 0.08

Source: Authors’ calculations.

Source: Authors’ calculations.
Note: REER = real effective exchange rate.

Figure 14.10 Peru: Behavioral Equilibrium Exchange Rate
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CHAPTER 15

The Peruvian Financial System from 
1990–2014: Balancing Development and 
Financial Stability

JAVIER POGGI, LUCIA ROMERO, MANUEL LUY, AND NARDA SOTOMAYOR

After a period of severe financial turmoil in the late 1980s, the Peruvian economy stabilized in the 
early 1990s, which has allowed for healthy growth of the financial system over the past 25 years. This 
chapter analyzes the developments of the financial system over that period and explains the advances 
from the regulatory perspective. Enormous progress has been made in the areas of growth, diversifica-
tion, expansion of new markets, and financial inclusion, with some international best practices 
adapted to the Peruvian context. Progress was achieved in a stable environment of prudential regula-
tion, ensuring the sustainability of the gains and forming the basis for solid economic development. 
However, there remains considerable room for innovation, further development of new markets, effi-
ciency gains, and higher levels of financial inclusion.

The aim of the chapter is to review developments in Peru’s financial system over the past 25 years 
from two perspectives. First, a historical perspective describes the significant changes that have 
occurred in the scope and functioning of the financial system as well as its risk profile. This 
reflects a great capacity to deal with adverse scenarios, giving Peru an exceptional level of financial 
stability, which is an essential ingredient for sound and sustainable economic growth. Second, a 
regulatory perspective shows how a strong regulatory framework adapted to Peru’s circumstances 
has been built. The regulatory framework developed by the Superintendency of Banking, 
Insurance, and Private Pension Funds (Superintendencia de Banca, Seguros y  AFP [SBS]) has 
adapted international standards to the local risk environment and supplemented them with inno-
vative regulatory proposals to manage risks relevant to Peru’s markets, even though these risks 
have not been sufficiently addressed at the international level. The comprehensiveness of Peru’s 
regulations makes them a standard for prudential regulation in Latin America.

This chapter starts by describing the development of Peru’s financial system over the past 25 years, 
highlighting the major changes that have occurred in recent years in terms of diversified growth, 
development of new markets (particularly the dynamism of the microfinance sector), extension of 
investment portfolio maturities, and dedollarization of the economy. The chapter then covers regula-
tory issues, highlighting the adoption of international best standards reinforced with ad hoc pruden-
tial regulations tailored to the specific characteristics of the national financial system. The chapter 
describes the strengths of Peru’s current financial system and then provides some final comments.

DEVELOPMENT OF THE FINANCIAL SYSTEM
The Peruvian financial system was in a state of collapse in 1990. The system consisted mainly of 
the subsidized development bank and a mutual housing program, both of which were practically 
bankrupt as a result of hyperinflation and interest rate controls. Hyperinflation, together with the 
freezing of foreign currency certificates of deposit and the attempt to nationalize the commercial 
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banking system in the second half of the 1980s, led to massive capital outflows and a significant 
increase in financial informality. The financial system was reduced to a minimum, access to credit 
was almost nonexistent for most of the population, and there was a major credit crunch that 
prevented the financing of even the most important economic activities.

In 1991, the government launched a major process of economic reform, including reform of 
the financial system. The country’s new constitution and the revamped General Law on the 
Financial System and Insurance System sought to promote free competition, with the state play-
ing a secondary role, and establish a level playing field for domestic and foreign investment to 
encourage the entry of intermediaries with more advanced technologies. In addition, the public’s 
right to freely hold foreign currency was guaranteed and banks were given the freedom to set 
interest rates, commissions, and fees. This led to the development of efficient financial interme-
diation in line with the characteristics and needs of the Peruvian economy, and laid the founda-
tion for sound business growth.

Moreover, passage of a series of laws regarding the Central Reserve Bank of Peru (Banco 
Central de Reserva del Perú [BCRP]), the National Enterprises and Securities Supervisory 
Commission (now the Superintendency of the Securities Market), and the SBS allowed for the 
reorganization of these institutions and the creation of conditions to enable regulation and super-
vision to keep pace with new developments in the market.

In the past 25 years, Peru’s financial system has undergone a remarkable transformation. As a 
result of the new environment that began to take shape in the 1990s and has been continually 
improved since, the role of the financial system in the economy and the country’s development 
has changed dramatically. Examining what was accomplished will help us understand the evolu-
tion of the financial system both in terms of the country’s extraordinary growth and the multi-
faceted transformation that took place.

Exceptional Financial System Growth

Peru’s financial system has grown more than 10 times in the past 20 years. In 1994, the financial 
system had assets of S/. 21.6 billion (about US$9.8 billion), and by June 2014 those assets 
exceeded S/. 300 billion (about US$105.7 billion). This growth is equivalent to an average 
annual rate of 14.2 percent in nominal terms (when inflation was running at about 4 percent on 
average). Loans and deposits grew at a similar pace, with an average annual growth rate over the 
past 20 years of 14.9 percent and 13.3 percent, respectively. This growth occurred in a favorable 
economic environment in which the Peruvian economy grew at average annual rate of 4.7 percent 
and in which GDP per capita quadrupled.

Significant Growth in the Household Lending Market

In the first few years after the financial system reform, the loan portfolio was focused on provid-
ing  short- term financing for business activities. However, conditions were coming together for 
the expansion of financing to other segments of the market that had previously not been served. 
Thus, while in 1995, 92 percent of the loan portfolio was devoted to financing business activities 
and only 8 percent financed individuals and households (6  percent consumer and 2 percent 
mortgages), by 2005 household financing accounted for 30 percent of loans, chiefly as a result of 
the growth of mortgage lending. At present, the share of loans to individuals accounts for 34 per-
cent of all financial system loans (18 percent consumer and 15 percent mortgages). Consumer 
retail lending (by installments) accounts for 60 percent of consumer credit, the credit card market 
for 34 percent, and the vehicle lending market 6 percent. Two major factors are responsible for 
this change in the market niches served by the financial system. First, the corporate and large 
enterprise segments are now able to obtain financing on the international market, both by issuing 
paper and by borrowing directly from foreign banks. Second, a significant increase in income 
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per capita and employment levels has made it possible to finance households that were previously 
unable to obtain credit.

Becoming the World Leader in the Development of Microfinancing

The poor results in the past from direct government intervention in the financial system involved 
efforts to serve segments of the population not served by traditional banking (either because of 
geographic location or sector, or because of the size of the productive unit). This led to a different 
approach to promoting access to financing for  low- income segments of the population, especially 
microenterprises. It was understood that the government should not participate directly in finan-
cial intermediation, but that it had a responsibility to provide a legal and regulatory environment 
that would enable both public and private providers of financial services to develop relevant 
products and appropriate technologies to serve microenterprises in a profitable and sustainable 
manner. To that end, the political vision included two key elements: (1) promotion of the 
involvement of multiple actors and (2) emphasis on the regulation of microcredit activities.

The first element consisted of attracting to the regulated system interested financial service 
 providers— especially those providers with the required  know-  how— willing to serve the least 
favored segments of society. Thus, a microfinance sector began to take shape. Its origins date back 
more than 30 years to the creation of municipal savings and loan banks (the first in 1983) to 
promote equitable, decentralized growth in Peru. As those banks were not sufficient to serve rural 
and urban microenterprises throughout the country, specialized private entities started to be cre-
ated in the  mid- 1990s. This led to the appearance of rural savings and loan banks owned by local 
and regional investors, which were called upon to fill the vacuum created by the liquidation of 
the agricultural bank (Banco Agrario). The authorities later promoted the conversion of nongov-
ernmental organizations into regulated entities, the largest nongovernmental organization into a 
specialized bank, and others under the license of Micro- and Small Enterprise Development 
Entities. Initially, all these various types of entities were governed by special laws, but pursuant 
to the General Law on the Financial System and the Insurance System of 1996, microfinance 
institutions were incorporated into the financial system on the same terms as banking institu-
tions. Since then, they have been governed by the General Law, supplemented by specific laws. 
The microfinance system is now mature, with a market share slightly above 11 percent in terms 
of the size of its assets, although it finances 44 percent of financial system borrowers.

The microfinance institutions’ main activity has always been to grant loans to microenter-
prises. As a result of the microfinance institutions’ interaction with these enterprises, it was under-
stood that this was a different activity than commercial lending, which should be recognized in 
the regulations. Thus, for the first time, in August 1997 microcredit was defined in the regulations 
as a new credit category, covered by the Regulation on Debtor Assessment and Classification and 
the Provisioning Requirement.1 It was also specified that the regulation be generally applicable to 
all financial system enterprises engaged in that activity. The definition of microcredit was modi-
fied over time to better reflect market realities and characterize the risks involved, but the criterion 
of limiting risk was kept unchanged by establishing a debt ceiling for financial system borrowers. 
At present, microcredit and lending to small enterprises are distinguished from other types of 
business lending and both benefit from rules that allow for the use of appropriate technologies to 
serve the recipients of microcredit, who are typically informal borrowers with scant documenta-
tion and little or no credit history. The requirements governing the documentation that the cus-
tomer must submit are minimal, and the criterion for classifying debtor risk is very simple, based 
solely on the number of days a payment is late. These standards go hand in hand with the 

1 SBS Resolution No.  572- 97, amended by SBS Resolution No.  808- 2003 and, subsequently, by SBS Resolution No. 
 11356- 2008.

©International Monetary Fund. Not for Redistribution



244 The Peruvian Financial System from 1990–2014: Balancing Development and Financial Stability

provisioning requirements and with the strict monitoring of portfolio quality, according to which 
a delay in a microloan installment payment renders the entire microloan delinquent. This way, it 
is possible to define an adequate regulation for microcredit without sacrificing prudence, as the 
focus is on limiting risk and, consequently, defining rules consistent with the principle of propor-
tionality. These rules have not only simplified the process of evaluating and classifying loans to 
microenterprises, they have also expedited approval and reduced the costs of granting and moni-
toring loans, opening the door to a major expansion of the portfolio. From the regulatory amend-
ment of 1997 to date, the number of micro and small enterprises (MSEs) that have obtained 
credit from the financial system has grown considerably. Between  mid- 2002 and  mid- 2014, the 
number of MSE borrowers rose from 361,000 to more than 2 million.

In  mid- 2014, the MSE credit market was served primarily by 39 microfinance entities, as well 
as by commercial banks, and MSE loans totaled S/. 31,418.8 million. In general, the regulations 
and standards adopted by the SBS over the past two decades have promoted the democratization of 
credit, greater competition in the MSE credit market, improved risk management by enterprises, 
and greater market transparency, which has contributed to the growth of microfinance. This posi-
tive environment has been recognized internationally, and Peru has been selected six times in a row 
as the best environment for the development of microfinance, according to the Economist 
Intelligence Unit. Moreover, when the Economist Intelligence Unit study2 was expanded in 2014 
to analyze the environment for financial inclusion, Peru once again came out on top.

Notable Progress on Financial Inclusion

The SBS’s interest in microcredit is only the beginning of a more comprehensive vision of finan-
cial system development that has been taking shape over time, inspired by international experi-
ences and especially by interactions with the industry. It was understood that although the 
stability of the financial system is essential, it is also necessary to seek the participation of all 
segments of the population in the financial system. The benefits of financial  inclusion— including 
the accumulation and profitability of savings, investment financing, coverage, and diversification 
and reduction of  risks— make this a key instrument for achieving greater social inclusion and 
economic development. Consequently, in the process of seeking a balance between the objectives 
of stability, integrity, and inclusion, an overall strategy was  fine- tuned to promote financial inclu-
sion. This included changes and refinements in the regulatory and supervisory environment as 
well as specific actions to improve the financial culture of the population.

The objective was to make improvements in the regulatory framework that would encourage 
the development of products and services (microloans, microinsurance, basic accounts, and 
 e- money) within the means and reach of all, as well as the opening of channels closer to the popu-
lation that were also inexpensive for service providers.

Toward the  mid- 2000s, major advances were made in microcredit development and transparency 
regarding the cost of financial services. However, access to financial services was still limited. At 
 end- 2000, there were 1,987 financial system offices and automatic teller machines located in only 
8 percent of all districts at the national level, which meant that there were 13 service points for every 
100,000 inhabitants. Toward the end of 2005, the number of service points had grown to 3,701, or 
22 service points for every 100,000 inhabitants, but they were still concentrated in the largest cities.

The high costs of traditional channels hampered financial system growth, especially in the 
more remote and less densely populated areas. In response to this problem, the SBS issued a 
 regulation in 2005 authorizing financial institutions to provide services through “correspondent 
tellers,”3 which are service points operating in establishments owned by individuals or legal 

2 Economist Intelligence Unit. 2014. Global Microscope on the Microfinance Business Environment (2007–14). London, 
UK: Economist Intelligence Unit.
3 SBS Circular No.  B2147- 2005, replaced by SBS Resolution SBS No.  775- 2008.
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 entities other than financial entities. These service points are an effective,  low- cost instrument for 
reaching the public. The years following the introduction of correspondent tellers saw remarkable 
growth of the financial system service network at the national level. By  end- 2010, access to finan-
cial services had improved significantly. The number of financial system service points (offices, 
automatic teller machines, and correspondent tellers) climbed to 23,748 points (that is, 130 
points for every 100,000 inhabitants) and the number of districts in which the financial system 
had a presence grew to 33 percent of the total. The dynamism created by the increase in corre-
spondent tellers continued between 2010 and 2014, with the number of service points rising to 
30,315, representing an increase from 13 to 280 service points for every 100,000 inhabitants over 
the period, and a financial system presence in a little more than 50 percent of all districts at the 
national level (Figure 15.1). However, those districts are home to 91 percent of the population.

Although the operations made available through correspondent tellers were initially limited to 
payments, withdrawals, cash deposits, and transfers, they were gradually expanded. In recent 
years, the opening of basic savings accounts (in small amounts and with few transactions), han-
dling of  e- money transactions, and the distribution of microinsurance have been permitted. The 
industry has yet to take advantage of this expansion of operations through correspondent tellers.

The improvement in access to financial services was also accompanied by major advances in 
the use of such services, although that progress is more pronounced for loans. For example, the 
total number of financial system debtors went from a little more than 1 million in 2000 to more 
than 6 million in 2014. The percentage of individual debtors relative to the adult population 
went from 8 percent in 2000 to 17 percent in 2005, 25 percent in 2010, and 30.7 percent in 
June 2014.

Despite the progress, the gap in financial inclusion is still wide because the factors that affect 
it are beyond the financial regulator’s scope of action. In general, the most difficult remaining 
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Figure 15.1 Access to Financial Services
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 challenges— especially that of reaching the poorest and most remote  populations— will require a 
joint effort by the public institutions that represent the various sectors. Consequently, the 
National Financial Inclusion Strategy that is being developed brings together the Ministry of the 
Economy and Finance, the Ministry of Development and Social Inclusion, the BCRP, Banco de 
la Nación, and the SBS.

Promoting Diversified Growth: Financial Services in the Regions and 
Sectoral Diversification of Loans

Another important change in expanding the financial system was the transition from growth 
concentrated in the capital to a higher regional presence of financial institutions. The use of cor-
respondent tellers as a means of providing services, as well as the SBS’s authorization for municipal 
savings and loan banks to operate in areas outside the jurisdiction of their municipality, had a 
positive impact on the growth dynamic of financial system loans and deposits by geographic area. 
This trend toward decentralization, seen especially on the credit side, has meant that over the past 
15 years, while loans in the Lima Department grew at an annual average rate of 10.4 percent, 
loans in the rest of the country grew at an annual average rate of 16.5 percent.

Thus, the share of loans in Lima went from 83.3 percent of all loans at the national level at 
 end- 2000 to 70.5 percent in June 2014. The average annual growth of deposits in the provinces over 
the past 15 years was also slightly higher than in Lima (12.8 percent versus 11 percent), so Lima’s 
share of total deposits decreased from 82.3 percent to 81 percent during the period (Figure 15.2).
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Lending has also contributed to the productive diversification of the economy. In this regard, 
it is important to note the decrease over the past 15 years in the share of loans to the primary 
export sectors, such as fisheries and mining, and the significant increase in the financing of trade 
and services. There was also a change in the structure of financing in the manufacturing sector, 
with the textiles and food and beverages subsectors posting the least growth (annual averages of 
6 percent and 8 percent, respectively), while the financing of nonmetallic ore production and the 
manufacture of chemical substances and products posted the most growth.

Greater Economic Stability Enabled the Financial System to 
Extend Loan Maturities

The possibility for the financial system to switch to longer maturities led to development of the 
mortgage loan market, the granting of financial leases, and the expansion of financing for infra-
structure investment projects. Thus, while in the 1990s barely 20 percent of all loans had 
maturities of more than one year, such loans now account for more than 60 percent of the loan 
portfolio. This development reflects the increased stability of the Peruvian economy and is highly 
significant because expanding the financing horizon has made many more projects feasible, with 
obvious benefits for private investment.

Significant Dedollarization of the Financial System

Another major change in Peru’s financial system has been the significant reduction in the dol-
larization of loans and deposits since 2002. Because of the hyperinflation in the 1980s and early 
1990s, hysteresis continued to affect the behavior of economic agents, which kept financial 
dollarization at high levels for another decade. A combination of various factors explains the 
dedollarization process observed since then. One contributing factor was the package of macro-
economic stabilization policies that yielded favorable results. In 2002, the BCRP switched its 
monetary policy to an  inflation- targeting  framework— initially, the BCRP targeted inflation at 
2.5 percent and then in 2007 an inflation target of 2 percent was set, with a range of tolerance 
of ±1. This made it possible to anchor inflation expectations, keep the floating exchange rate 
with low volatility, and accumulate a significant quantity of international reserves, which 
enabled the country to deal with stress situations. Also contributing to these positive develop-
ments were the BCRP’s required reserve policy and the country’s dynamic economic activity 
during most of the period.

Another contributing factor was the SBS’s prudential regulation measures, which addressed 
the latent risk of high dollarization from two angles. The first aimed to limit the foreign currency 
exposures of financial system enterprises. A limit was therefore placed on the net derivatives posi-
tion, which was adjusted gradually with a view to discouraging speculation by institutional 
agents. The second sought to reduce foreign exchange credit risk, to which end a strategy was 
developed to create appropriate incentives for enterprises to lend to their customers in the same 
currency as that in which they generate income, an issue that will be discussed later in this 
chapter.

Thus, dollarization, which in the early 2000s was close to 80 percent and 73 percent for loans 
and deposits, respectively, began to descend gradually. It reached its lowest levels in the first half 
of 2013 for deposits (35 percent) and in  mid- 2014 for loans (39 percent). For mortgage loans, 
in particular, the decline in dollarization was much more pronounced, going from a mortgage 
portfolio almost entirely in dollars (approximately 95 percent of the mortgage portfolio between 
January 2001 and  mid- 2006) to 35 percent in 2014. This was attributable both to the impetus 
given the MiVivienda financing program in domestic currency and to the steps taken by the SBS 
to monitor foreign exchange credit risk, particularly at  end- 2012. These measures require finan-
cial enterprises to make larger capital provisions for mortgage loans issued in foreign currency.
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DEVELOPMENT OF THE FINANCIAL SYSTEM REGULATORY 
FRAMEWORK
In the early 1990s, the basis for a new legal framework for the Peruvian financial system was set. 
Based on this new environment, the SBS developed a comprehensive prudential regulatory 
framework, recently supplemented with an innovative macroprudential regulatory system. Thus, 
in the 1990s, certain basic elements of prudential regulation were modernized, including essen-
tially a new standard for market and liquidity risk provisions and regulations.

The efforts to strengthen prudential regulation were only a first step and proved insufficient 
to enable the financial system to  avoid— without further  complications— the domestic and exter-
nal economic shocks that significantly affected the Peruvian economy in the late 1990s.

The lessons learned from that experience led to a process of strengthening prudential regula-
tion and resulted in the current regulatory framework of the Peruvian financial system, which 
today is aligned with international best standards without losing sight of the specific characteris-
tics of the local financial system.

The development of this regulatory framework was based on certain basic principles and thus 
designed to be:

• Comprehensive, covering all risks related to the functioning of the Peruvian financial system.
• Focused on risk management best practices, that is, requiring financial system enterprises to 

develop effective risk identification, measurement, management, and monitoring.
• Balanced, in that it seeks to ensure that regulatory requirements are proportional to the scale 

and complexity of the various institutions that make up the financial system.
• Dynamic, in that it is adaptable to changes occurring in the economic and financial envi-

ronment that could result in the potential accumulation of financial system risks.
•  Forward- looking, in that it promotes the use of tools that enable financial system enter-

prises to achieve  long- term sustainability. In this regard, the latest macroprudential develop-
ments have proven to be essential.

As mentioned above, the regulatory framework of the Peruvian financial system was also 
designed to be sufficiently flexible to ensure that risk management and alignment requirements 
are properly balanced with opportunities for financial innovation and development.

Below is a summary covering the past 25 years of changes in the legal framework, major nor-
mative developments in the regulatory framework currently governing the Peruvian financial 
system, and independent assessments carried out by international organizations concerning the 
quality of regulation and supervision in the Peruvian financial system.

Legal Changes

Structural and Financial Liberalization Reforms
In the early 1990s, a significant change in the legal framework of the financial system paved the 
way for a process of sustained development. Although this process was not free of problems, it 
led to the current system, which is both sound and regulated in accordance with international 
best standards.

The reform consisted of promoting free competition in the financial system, reducing the 
government’s presence, removing interest rate ceilings and direct credit controls, and eliminating 
subsidized loans for public sector financing. In 1991, a new General Law on the Financial and 
Insurance System (Decree Law 637) was approved. An important aspect of this law is that the 
overall operational limit for the Peruvian financial system began to converge with the capital 
requirement standards of the Basel Committee. The law also created the Deposit Insurance Fund.
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The Organic Law of the Superintendency of Banking and Insurance (Decree Law 25987), 
approved in 1992, preserved the operational, economic, and administrative autonomy of the SBS.

Finally, in 1996, Law 26702, the General Law on the Financial and Insurance System and 
Organic Law of the Superintendency of Banking and Insurance, was approved. This law amended 
the legislation governing the financial system, which in recent times had changed rapidly. The 
law fully incorporated the regulations on credit risks contained in the 1988 Basel Accord and its 
1996 amendment concerning market risks. The law helped modernize the system and further 
strengthened the SBS, making contributions in three areas: consolidated supervision,  antimoney 
laundering rules, and prevention of credit concentration.

Law 26702 stated that the  capital- to- risk- weighted assets ratio could not be less than 9.1 per-
cent, slightly more demanding than the ratio of 8 percent specified in the international standards. 
This minimum requirement constituted recognition that the Peruvian financial system faced 
greater risks than its  developed- country peers. In general, the law adapted the national legislation 
to the Basel Accord and promoted competition in the financial system.

In general terms, the aim of the financial system reform was to provide a more solid and reli-
able framework for the development of entities in the system and for the public in general, as well 
as to promote the emergence of new institutions and instruments for the development of the 
financial and capital markets.

Convergence toward New International Standards
The General Law on the Financial System and the Insurance System and Organic Law of the 
Superintendency was amended in 2008 with a view to strengthening the financial system and 
making it more competitive, implementing Basel II, and enabling the adaptation of the existing 
regulatory framework for financial services to commitments undertaken in the United  States–
Peru Trade Promotion Agreement.

Among the main modifications was the change in the prudential legal framework to enable 
Peru to begin the process of adjustment to the new international standards and embark on a 
process of harmonization with the frameworks established (or to be established) in other coun-
tries. This would minimize regulatory arbitration problems, among other benefits.

These legal modifications enabled the SBS to implement regulatory changes in line with inter-
national best standards such as Basel II. These included the incorporation of capital requirements 
for operational risk and the possibility of using methods based on internal models (for example, 
the internal ratings–based approach for the capital requirement) and Basel III (for example, the 
introduction of capital buffers over and above the minimum requirement). In addition, making 
use of the national discretionary authority provided for in the NCA, the capital requirement 
under this law was prudentially raised to 10 percent of  risk- weighted assets.

Major Regulatory Developments

Provisions
The rules on provisioning in the Peruvian financial system have evolved over time, from the 
incorporation of generic provisions in 1997 to the adoption of a dynamic provisioning compo-
nent in 2008. They are in line with international best standards and include guidelines for the 
inclusion of local market characteristics.

Various elements of Peru’s provisioning rules have made them a key component of the coun-
try’s prudential framework. Elements that distinguish Peru’s rules and reflect its local risk environ-
ment include the treatment of collateral and guarantees, risk alignment criteria, and the 
segmentation of the credit portfolio according to the different types of credit, based on the risk 
determinants specific to each. This makes it possible to properly segment portfolios with a view 
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to identifying the sensitivity of each to various kinds of shocks and obtain a better approximation 
of the vulnerabilities of each financial institution.

Since the 1990s, the SBS has been aware that a potential source of risk in the financial system 
could be associated with a certain level of  underprovisioning due to (1) problems in the Peruvian 
market with proper valuation of various types of collateral that mitigate credit risk and (2) a sud-
den loss of asset value during periods of economic recession while at the same time liquidation 
times usually increase. Thus, as a preventive measure to mitigate such risk, Peru’s regulations 
establish provisioning of all loans, even those that are  overcollateralized. Typically, the value of 
collateral or guarantees is deducted from the amount of the debt and the corresponding provi-
sioning rates are applied to the net balance. In such cases, a loan might not be provisioned if it 
was fully collateralized. In Peru, a provisioning rate is applied to the collateralized portion and a 
higher rate to the portion of a loan not covered, thus ensuring that all loans have some degree of 
provisioning to mitigate the effects of insufficient or optimistic valuations of collateral or 
guarantees.

Another distinctive feature of Peru’s regulations comes from the concept of alignment. The 
payment culture in Peru was weak initially and still needs to be taken into account in the regula-
tory design. Consequently, regulations require that if a debtor has credit exposures to a number 
of different institutions, its credit risk rating reflecting payment behavior in a particular financial 
institution must be informed and considered the same in all the other financial institutions where 
the debtor also has debts. In other words, the regulations impose a common risk concept for a 
given debtor, even when the debtor’s payment behavior may differ from one institution to 
another. This encourages a similar payment behavior throughout the financial system and pro-
motes better control of overall credit risk. The inclusion of this element in regulatory design has 
proven to be sufficiently consistent with actual practices. Various exercises carried out by the SBS 
show that when a debtor falls behind in a financial institution, it is a very good indicator of the 
debtor’s credit position in the next six months at other institutions.

Regarding the generic provision requirement, until 2008 this provision was the same for dif-
ferent types of debtors (corporate, small and medium enterprises, microenterprise, revolving 
consumers, etc.), even though it was acknowledged that the implicit risk in these various types of 
credit was different and that it changed differently over the course of the business cycle. Thus, as 
a result of the establishment of homogeneous provisioning charges for portfolios with heteroge-
neous risks, financial institutions specializing in riskier lines of business could have insufficient 
provisions to cover expected losses in their portfolio, while other institutions with more diversi-
fied portfolios could hold provisions larger than their anticipated losses. In other words, risk 
alignment in the level of required provisions was poor.

In this context, the SBS worked to identify various risk factors in order to be able to differenti-
ate the provisioning requirements and make them more sensitive to risk. As a result of this work, 
the SBS recognized the heterogeneity of the various types of credit. Credit was therefore divided 
into eight types, each treated differently. In the business activities segment, there are corporate 
loans and loans to large, medium, and small enterprises, as well as to microenterprises. In the 
household segment, there are mortgage loans, revolving consumer loans, and nonrevolving con-
sumer loans. This differentiation is important because it has been proven statistically that the 
expected losses of those portfolios may differ in both positive and negative stages of the business 
cycle, so respective provisioning charges therefore should be different. This segmentation also 
makes it possible to recognize the nature of loans to small and medium enterprises, which, because 
of their informal nature, cannot be subjected to reporting requirements similar to those applied 
to a commercial loan. For this reason, a simplified regime was established that facilitates the grant-
ing of loans and the monitoring of debtors, without making risk assessment any less strict.

Moreover, the provisioning framework in Peru includes a basic component and a cyclical 
component that take into account the positive relationship between the business cycle and the 
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credit cycle. In times of economic expansion, buffers are accumulated that can only be used as 
provisions for portfolio deterioration in negative stages of the business cycle. (The dynamic com-
ponent of the provisions will be explained in greater detail later in this chapter.)

Implementation of Basel II
In 2003, the SBS created a Special Committee to design a  long- term plan for strengthening the 
financial system with regulatory and supervisory mechanisms to enable implementation of inter-
national best standards while at the same time recognize the differences between the global and 
domestic financial systems. The first task of this committee was to assess the applicability of the 
New Capital Accord–Basel II (NCA) to the Peruvian financial system.

The committee identified Peru as one of the most advanced countries in the region in terms 
of implementing and adapting such international regulatory standards. The SBS finished imple-
menting Pillar 1 in 2009, having issued regulations concerning the capital requirement for credit, 
market, and operational risks that establish different methodologies, including the approaches 
used in internal models (the internal ratings–based approach and the advanced measurement 
approach) that financial system enterprises could use to calculate regulatory capital, as well as the 
conditions governing their use.

The SBS thus aligned itself with the international standards set out in the NCA, but also made 
certain adjustments in view of the specific risks and circumstances of the Peruvian economy, 
based on various studies carried out that measured local risks using domestic microdata on the 
last financial crisis experienced in Peru in the late 1990s.

Although the standardized credit risk approach was implemented in accordance with Basel II 
guidelines for the calculation of capital requirements using the comprehensive approach, a num-
ber of modifications were made in the overall minimum capital requirement and in the weights 
used for retail banking, based on the loss distribution computed for Peru’s business cycle. It was 
thus determined that the appropriate capital requirement was 10 percent instead of the 8 percent 
stipulated in the NCA. There were two main reasons for this change: (1) the greater volatility in 
the loss distribution in an emerging economy such as Peru’s, which generates wider tails and, 
therefore, larger unexpected losses; and (2) a higher risk environment (greater probabilities of 
default and more severe losses), which requires a higher capital requirement in the standardized 
approach in order to preserve incentives to migrate toward the internal models on which the 
NCA is based. Regarding the weights of retail exposures, values of 50 percent for mortgage loans 
and 100 percent for consumer loans were assigned instead of the 35 percent and 75 percent, 
respectively, specified in the NCA. In the case of mortgage loans, the approach takes into account 
the small size and shallowness of the Peruvian real estate market, which could generate more 
severe losses in the recessionary phase of the business cycle, leading to the adoption of a more 
conservative value. Unexpected losses were estimated for consumer loans, with the result that the 
gains generated by the diversification of this type of portfolio, which in Europe justify a smaller 
risk weighting than for commercial portfolios, were not statistically supported in Peru.

Another relevant difference in the standardized credit risk approach was the establishment of 
a single weight of 100 percent for commercial loans instead of allowing external risk ratings. This 
weight was adopted because the local risk rating agencies lacked experience in assessing the sol-
vency of real sector enterprises.

Regarding the internal models approach, a number of changes were also made to adapt the 
processes of parameter calculation to the Peruvian business cycle. Thus, enterprises wishing to 
migrate to the basic internal ratings–based  approach were required to estimate the probability of 
default by considering as a minimum an entire business cycle instead of the five years required by 
the NCA. Those entities wishing to migrate to the advanced internal ratings–based  approach are 
required to have time series for a complete business cycle in order to estimate loss parameters and 
credit conversion factors. This is based on evidence of greater volatility in the business cycles of 
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emerging economies (such as Peru) than in developed economies. Consequently, given the greater 
fluctuations, it is essential that more data be included in the estimation in order to obtain con-
sistent and efficient estimates.

As for Pillar 2, financial system enterprises have been required for several years to carry out an 
Internal Capital Adequacy Assessment Process, incorporating risks in addition to those targeted 
in Pillar 1 such as individual, geographic, and sectoral concentration risk;  interest- rate risk in the 
banking book; and market concentration risk. In this process, given the heterogeneity of the enti-
ties in the Peruvian financial system, the authorities put in place a standardized methodology for 
assessing these additional risks that could be used by enterprises lacking the necessary infrastruc-
ture to make their own economic capital calculations. In addition, since 2014, financial institu-
tions have been required to conduct stress tests using three scenarios provided by the SBS: baseline 
scenario, stress scenario, and severe stress scenario. The results of these tests will be compared with 
those obtained from the supervisory  top- down model that the SBS has been using since 2008 to 
determine whether there are significant differences and to provide feedback to the institutions.

Basel III and Macroprudential Regulation
To increase the stability of the financial system, the SBS has been implementing the Basel 
Committee reforms known as Basel III, adapted to local circumstances. The Basel III implemen-
tation program in Peru is comprised of three stages: (1) setting buffers that increase the level of 
capital, (2) monitoring new prudential liquidity standards, and (3) improving capital quality. The 
first two stages have already been implemented and the third is in the final phase of development.

Regarding the accumulation of buffers that increase the level of capital, the Regulation on the 
Additional Capital Requirement issued in 2011 establishes capital charges over and above the 
regulatory minimum. The purpose of this regulation is to establish capital buffers for business 
cycles and systemic risk (in a manner consistent with Basel III), as well as buffers for other risks 
such as individual, regional, and sectoral concentration risk, interest rate risk in the banking 
book, and a buffer for the bank’s risk profile. These features are similar to the “conservation buf-
fer” established in Basel III, but make it more  risk- sensitive inasmuch as the calculation is differ-
ent for each entity, based on the  above- mentioned risks. These buffers will be fully implemented 
in 2016 (the timetable began in 2012) and will constitute, for the financial system as a whole, an 
additional capital requirement of 3.1 percentage points above the regulatory minimum of 10 per-
cent for entities with greater cumulative risk. This will add as many as 6.6 points to the minimum 
(16.6 percent capital ratio).

The cyclical buffer established by the Peruvian regulation differs in various ways from the 
standard proposed by Basel in that it is adapted to local risk features and is more  risk- sensitive. 
The first difference is that in Peru, given that all financial institutions are sensitive to the business 
cycle, the buffer needed to be required of all institutions without exception and not just to inter-
nationally active entities as suggested by the scope of application specified in Basel.

The second major difference is that unlike Basel, Peru’s required buffer is established by type 
of exposure. This is because, according to SBS calculations, the sensitivity of the different types of 
credit is heterogeneous. In other words, an entity that only has revolving consumer loans— which 
have proven to be those most sensitive to the business  cycle— needs to maintain considerably 
larger buffers than an entity engaged solely in corporate lending. This means that the size of the 
buffer required of each entity is sensitive to the business cycle and will be substantially larger, for 
example, in entities specializing in credit cards than in entities with more diversified portfolios or 
that specialize in corporate lending, although the buffer requirement is the same for each type of 
loan, regardless of the entity that grants it. Thus, while Basel III proposes a capital increase of 
0 percentage points to 2.5 percentage points, based on the situation of the countries in which each 
entity operates, in Peru, where banking is less international, this buffer is based on the types of 
credit granted by each entity and requires additional capital charges ranging from 1 to 5 percent-
age points (Table 15.1).
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The third difference is the rule of activation and deactivation of the cyclical component. While 
developed economies use a rule based on the  loans- to-GDP ratio gap, Peru’s calculations showed 
that a rule based solely on GDP growth was a better predictor of the business cycle and its impact 
on the loan portfolio. This way, a GDP growth threshold was calculated, above this threshold a 
change in the regime occurred in the relationship between output growth and credit growth 
(5 percent), which could be due to optimism both on the demand and supply sides, which tend 
to relax the credit origination criteria. The rule, based solely on GDP, works better in an economy 
such as Peru’s, which is in the process of increasing participation in the banking system (the 
 credit- to-GDP ratio is close to 30 percent), so it is only natural that credit would grow faster than 
GDP. Consequently, the rule on accumulating buffers within the business cycle will be triggered 
if the moving average of output growth exceeds 5  percent ( long- term rule) or if the latest 
 year- on-year growth is not less than 4 percentage points of the preceding year’s growth (in order 
to be able to respond to sudden slowdowns, as in 2009). As Figure 15.3 shows, the cyclical rule 
worked quite well in addressing the impact of the global financial crisis, and more recently in 
responding to the slowdown in the Peruvian economy.

The final difference between Peru’s regulations and the Basel standard is related to the propor-
tion of the required buffer that must be accumulated when the cyclical rule is activated. Although 
under Basel, buffers are accumulated gradually, based on the deviation of the gap between the 
 credit- to-GDP ratio and its  long- term trend, in Peru the activation rule works as a signal that 
triggers accumulation of the entire buffer within a maximum period of one year. When an entity 
needs more time, it must have a compliance plan approved by the SBS. This requirement is based 
on the recognition that access to deep and developed capital markets is not simple in Peru, and 
that achieving certain capital goals requires orderly and sustained planning.

The design of the systemic risk buffer is also different from that of Basel. At the international 
level, this risk requires that globally systemic entities maintain capital buffers, while in Peru the 
relevant requirement incorporates capital buffers for entities considered systemic from a domestic 
standpoint. Thus, different capital charges were established for all entities whose assets exceed 
3 percent of GDP, based on their external risk rating, market share, and the  assets- to-GDP ratio.

As for the other risks covered in the regulation (individual, regional, and sectoral concentration; 
interest rate risk in the banking book; and the entity’s risk propensity), the aim was to introduce into 
a financial system in which all entities are subject to the Basel II standardized approach the possibil-
ity of requiring capital buffers for risks not covered in Pillar 1 of Basel II. In other words, the objec-
tive was an approximation in a standardized way of the  self- assessment of capital that nevertheless 
preserves the incentives for developing individual economic capital models, as this allows entities 
migrating toward the internal ratings–based approach to make their own calculations.

On the subject of monitoring new prudential liquidity standards, the regulation on liquidity 
risk management augmented the (more structural) liquidity ratios required since the late 1990s 
with the liquidity coverage ratio, which is a requirement for very  short- term liquidity. Although 

TABLE 15.1

Additional Business Cycle Capital Requirements in Peru

Base Cycle Total

Types of Credit Risk Weight Capital Required Risk Weight Capital Required Risk Weight Capital Required

Corporations 100 10% 12 1.20% 112 11.20%
Large Companies 100 10% 25 2.50% 125 12.50%
Medium Companies 100 10% 30 3.00% 130 13.00%
Small Companies 100 10% 35 3.50% 135 13.50%
Micro Companies 100 10% 40 4.00% 140 14.00%
Revolving Consumer 100 10% 55 5.50% 155 15.50%
Nonrevolving Consumer 100 10% 35 3.50% 135 13.50%
Housing Mortgages  50  5% 15 1.50%  65  6.50%

Source: Superintendency of Banking, Insurance and Pension Funds.
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Source: Superintendency of Banking, Insurance and Pension Funds.

Figure 15.3 Trend of the Cyclical Rule
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the liquidity coverage ratio was based on the Basel III proposal, it recognizes that there is greater 
sensitivity to deposit outflows both in more stable and less stable banks than assumed by Basel, 
and consequently they are assigned larger weights. Similarly, owing to the shallowness of the 
Peruvian capital market, certain instruments mentioned in Basel are not recognized as liquid 
assets and special treatment is given to reserve requirements established by the BCRP. The period 
granted for adapting to this requirement will end in January 2017.

Regarding capital quality improvement, the SBS has been working on a project to revise its 
regulatory framework to incorporate the principles established in Basel III. A quantitative impact 
study is currently being conducted, after which a timetable will be defined that will require the 
Peruvian financial system to comply as fully as possible with the principles embodied in the 
international best standards.

In addition to implementing the recommendations proposed in Basel III, the SBS considered it 
important to augment its system of provisions with a cyclical buffer. Studies of the Peruvian busi-
ness cycle showed that in the contractionary phase of the cycle, the loss distribution shifted entirely, 
which caused both the mean and the tail of the distribution to move, increasing both expected and 
unexpected losses. Therefore, buffers would be required both for provisions and for capital.

As a result, the SBS added a dynamic element to its system of provisions in 2008. The aim of 
this measure was to accumulate additional provisions during the expansionary phase of the busi-
ness cycle so that when the cycle reversed, financial institutions would be prepared for a possible 
reduction in the incomes of economic agents. This cyclical component is added to the provision-
ing rate applied to loans granted to debtors with normal credit ratings. As in the case of additional 
business cycle capital requirements, the provisioning buffer is differentiated by type of exposure, 
requiring larger buffers for segments more sensitive to the business cycle, such as consumer port-
folios and the financing of MSEs. The activation and deactivation rule is the same as the rule used 
for cyclical capital, as explained above.

An important characteristic of this system of cyclical buffers implemented by the SBS is the 
existence of an established sequence and use for the buffers once the rule is deactivated and the 
buffers can be used. The provisioning buffer can only be used to cover new provisions due to 
portfolio deterioration, and only when the provisioning buffer is depleted can 60 percent of the 
cyclical capital buffer be used. Use of the remaining 40 percent requires SBS authorization.

Local Components of Prudential Regulation
In addition to implementing (with certain adaptations) the standards proposed by Basel III and 
other internationally  agreed- upon macroprudential measures, the SBS has been steadily incorporat-
ing regulatory measures concerning local risks to mitigate the potential impact on financial stability.

The main risks identified and currently subject to regulation are the high degree of portfolio 
dollarization and the limited amount of reliable information on the incomes of a large informal 
segment of the population. Regarding the former, concern is focused on the financing granted in 
dollars to borrowers who generate income in nuevos soles; this currency mismatch is known as 
foreign exchange credit risk. The concern regarding the latter is how to properly manage and 
mitigate the possibility of excessive retail indebtedness.

Foreign exchange credit risk. Although in recent years the trend has been toward constant 
appreciation of the nuevo sol, there have been episodes of significant depreciations that, if they 
were to continue, could limit the payment capacity of debtors who generate income in local cur-
rency. This, as a result, could lead to losses in the portfolios of financial entities.

For this reason, the SBS developed a regulatory system based on three elements: (1) require-
ment of a minimum package of management measures to identify, assess, and mitigate foreign 
exchange credit risk; (2) additional provisions if in the opinion of the supervisor the management 
measures adopted prove insufficient; and (3) an additional capital requirement for operations 
subject to foreign exchange credit risk.

©International Monetary Fund. Not for Redistribution



256 The Peruvian Financial System from 1990–2014: Balancing Development and Financial Stability

Pursuant to the regulation on the management of foreign exchange credit risk issued in 2005, 
financial entities are required to identify exposures subject to this type of risk by developing 
models to assess their debtors’ payment capacity following a real depreciation of 10 percent and 
20 percent. Thus, if a debtor does not pass the entity’s eligibility criteria following such a shock, 
it is considered vulnerable to foreign exchange credit risk. This exercise is important to make a 
proper distinction between a dollarized portfolio and a portfolio exposed to foreign exchange 
credit risk. The debtor could have debt in dollars but not pose a risk of loss to the financial insti-
tution, either because it generates income in dollars, is properly hedged against risk, or has a 
 debt- to-income ratio such that it has the capacity to absorb a permanent and significant real 
devaluation. The procedures for identifying foreign exchange credit risk, carried out by entities 
and supervised by the SBS, must differentiate the treatment given each of the various types of 
credit in foreign currency, as each segment requires a different analysis. They must also clearly 
identify  risk- mitigating factors, which can have a positive impact on the probability of debtor 
default. Financial entities are required to report whether each debtor is exposed to foreign 
exchange credit risk. As Figure 15.4 shows, the level of exposure to foreign exchange credit risk 
is significantly lower than the level of loan portfolio dollarization, so that this risk, while still 
present in the Peruvian financial system, is limited.

After reviewing and monitoring the methodologies used by enterprises to identify foreign 
exchange credit risk, the SBS requires entities it considers as having insufficient risk management 
measures to significantly increase their provisions for all regular loans granted in foreign currency.

The SBS also adapted the adjusted exposure formula established in Basel II for the standard-
ized approach to credit risk capital requirements, which includes an increase of 8 percent for 
exposures subject to foreign exchange credit risk. The minimum capital requirement will thus be 
8 percent higher if the debtor is exposed to this type of risk. This value was calculated by deter-
mining the marginal losses between debtors exposed to foreign exchange credit risk and those not 
exposed in a period of high and constant depreciation of the local currency.

Overindebtedness. In the context of rapid growth of the Peruvian economy at the start of 
the 2000s, credit to households grew at rates close to 25 percent between 2003 and 2006. 
Although this rapid growth was partly attributable to improvements in real income and employ-
ment as well as to the robust efforts by the authorities to make the banking system more inclu-
sive, it can also be explained by excessive optimism, as it is particularly difficult to distinguish 
one factor from another in an economy such as Peru’s where informality levels are high. In 2006, 

Source: Superintendency of Banking, Insurance and Pension Funds.

Figure 15.4 Dollarization and Foreign Exchange Credit Risk Exposure
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the SBS issued a regulation on the potential overindebtedness of retail debtors in order to address 
the problem. This regulation emphasizes the management of overindebtedness risks. In particu-
lar, it makes explicit a set of good management practices from the origination of loans to the 
process of collecting them. For example, the regulation assesses penalties on entities that do not 
observe prudential practices such as considering the overall indebtedness of the debtor (and not 
just the debt associated with the lending institution); performing a complete risk assessment for 
all types of credit, including increases in lines of credit; maintaining conservative policies regard-
ing the  loan- to-value (LTV) ratio for mortgage loans and the  loan- installment- to- payment ratio 
for consumer loans; analyzing harvests; and having in place efficient income forecasting models 
when required. If a financial entity does not observe all the good practices defined in the regula-
tion, its entire portfolio will be subject to a predetermined increase in provisioning (double the 
generic provision). For credit cards, a credit conversion factor of 20 percent will also be applied 
to the unused portion of lines of credit. As a result of that regulation and in a context of inter-
national economic deceleration, the growth of credit to households fell to rates in the 15 percent 
range, and in the case of consumer loans, revolving (credit card) loans were reconfigured as 
installment loans with the consequent decrease in risk. This is because statistical analyses of 
Peruvian microdata showed that the probability of default on revolving loans is 75 percent higher 
than for consumer installment loans.

In view of the economic recovery of Peru in 2010 that saw the economy grow by 8.5 percent 
and post high growth rates in succeeding years, the SBS decided in 2012 to supplement the 
above-mentioned measures for mitigating potential overindebtedness with a series of prudential 
measures that would ensure that new consumer and mortgage loan disbursements be made sub-
ject to prudent loan origination criteria in an environment of sustained economic growth and a 
highly competitive retail credit market.

Differentiated capital requirements were established for mortgage loans based on such factors 
as the LTV ratio, the recording of properties in public registers (to distinguish finished from 
future housing), the type of interest rate, the purpose of the mortgage loan (primary residence or 
other use), and the currency in which the loan was granted. For example, a mortgage loan for a 
primary residence recorded in public registers in domestic currency, at a fixed interest rate, and 
with a maximum term of 20 years and an LTV ratio below 90 percent will have a 50 percent risk 
weight, resulting in a capital charge equal to 5 percent of the loan amount. To retain this same 
capital requirement, a loan having the same characteristics but in foreign currency will require 
maintaining an LTV ratio of less than 80 percent. Moreover, if the mortgage loan is granted in 
foreign currency but is not for a primary residence, the LTV ratio must be less than 65 percent 
in order to maintain the 5 percent capital requirement. Any deviation from the established pru-
dential standards increases the weight up to 250 percent (25 percent capital charge)—that is, five 
times more capital than if the prudential criteria were observed.

Capital charges were also established for consumer loans, differentiated on the basis of the 
residual maturity of the obligations in the case of (nonrevolving) vehicle loans and on the amor-
tization period for revolving loans. A prudential standard established that the term of vehicle 
loans and other nonrevolving loans would be five and four years, respectively, while the amortiza-
tion period of revolving loans would be three years. Loans conforming to these prudential stan-
dards will have a 100 percent weight and the capital charges will therefore increase to 10 percent 
of the loan. However, if the standards are not complied with, the risk weight could increase to 
250 percent, which would mean a capital charge of 25 percent of the loan (Table 15.2).

The above shows that the aim of local prudential measures is to mitigate risks specific to the 
Peruvian market by generating sufficient incentives for enterprises to incorporate the cost of risks 
associated with their decisions and to carefully manage those risks. Since 2013, the growth rates 
of loans to households have been below 15 percent, so the potential problem of overindebtedness 
continues to require  follow- up and monitoring, but within a more limited framework 
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commensurate with the risks it represents. This analysis of overindebtedness is also focused on 
the MSE segments, which in prior years grew significantly.

Brief Summary of the Results of Independent Assessments
The necessary complement to the degree of progress of the regulatory framework is the effective-
ness of supervision aimed at ensuring that the framework is complied with in practice and that 
prudent risk management is successful. The IMF, together with the World Bank, periodically 
assesses the quality of regulation and supervision in most countries of the world under the 
Financial Sector Assessment Program. Peru submitted to such independent assessments in 2000, 
2005, and 2010.

The Financial Sector Assessment Programs conclude with a detailed analysis of the degree of 
compliance with the Bank for International Settlements’ Core Principles for Effective Banking 
Supervision,4 which constitute the international standard of regulation and supervision require-
ments for preserving the stability of the financial system. There are 25 principles, but with the 
first subdivided into six subprinciples, the assessment actually has 30 principles and subprinci-
ples. In 2001, Peru fully or largely complied with  two- thirds of these principles and subprinciples. 
In other words, either Peru was materially noncompliant with 10 principles, or those principles 
did not represent a material risk at the time. In 2010, in line with the regulatory developments 
described in this section, as well as developments in the SBS supervisory framework, Peru 

4 In 1999, the Basel Committee established a methodology based on a series of specific criteria for assessing the degree of 
conformity of each country’s banking regulation and supervision with these principles.

TABLE 15.2

New Prudential Capital Requirement

Mortgage Loans

LTV Ratio

Loan for: Nuevos Soles U.S. Dollars

Primary Residence 90% 80%

Others 70% 65%

Risk Weight

LTV Collateral Recorded
Residual Maturity (years)

Up to 20 20–30 +30

≤ LTV
Yes 50% 75% 100%

No
100% 150% 200%

> LTV
Yes

No 150% 200% 250%

Consumer Loans

Risk Weight

Consumer credit
Residual Maturity/Amortization (years)

Up to 3 3–4 4–5 +5

Vehicle 100% 250%

Nonrevolving 100% 150% 250%

Revolving 100% 250%

Source: Superintendency of Banking, Insurance and Pension Funds.
Note: LTV = loan-to-value ratio.

©International Monetary Fund. Not for Redistribution



 Poggi, Romero, Luy, and Sotomayor 259

received a grade of 100 percent  compliant— that is, all the principles were assessed as fully or 
largely complied with. This demonstrates the remarkable progress Peru has made in the area of 
banking regulation and supervision, as acknowledged in an independent assessment based on the 
applicable international best practices.

In 2012, the Basel Committee revised these principles based on the experience of the interna-
tional financial crisis in 2008–09 and incorporated new and more stringent assessment principles 
and criteria. Greater emphasis was placed on the topics of corporate governance and macropru-
dential risk assessment. To date, however, Peru has not been assessed in accordance with these 
new standards. Nevertheless, in preparation for such an assessment the SBS performed a self- 
assessment applying the new standards and, on that basis, it is expected that Peru will continue 
receiving very high marks for compliance with the new principles, as it did in the 2010 assess-
ment (Figure 15.5).

FINANCIAL SYSTEM STRENGTHS
Thanks to regulations that require enterprises to adopt minimum risk management standards and 
accumulate buffers to mitigate the negative effects of the economy’s ups and downs, the Peruvian 
financial system is strong and stable. The situation in the wake of the 2008–09 international 
financial crisis demonstrated that the prudential measures adopted by the Peruvian financial 
system enabled it to deal satisfactorily with the crisis, as shown by the financial indicators. At 
present, Peru has a financial system with appropriate liquidity and asset quality levels and a buf-
fer of provisions and capital to meet future contingencies.

The Peruvian financial system is abundantly liquid. Both  full- service banks and nonbank 
enterprises have liquidity ratios (liquid assets as a percentage of liabilities maturing in less than a 
year) in both currencies that greatly exceed the regulatory minimums. At the end of the first half 
of 2014, the liquidity ratio in domestic currency for the system as a whole was 30.5 percent (the 
required minimum is 8 percent) and in foreign currency 53.7 percent (the required minimum is 
30 percent), putting the overall liquidity ratio at 41.3 percent. Moreover, the liquidity coverage 
ratios, which represent the very-short- term liquidity needed to deal with cash outflows in the next 
30 days under a stress scenario such as the one proposed in Basel III, are greater than 100 percent 
for both currencies (the regulatory minimum is 80 percent, and the 100 percent requirement will 
go into effect in 2017).

Source: Superintendency of Banking, Insurance and Pension Funds.
Note: FSAP = Financial Sector Assessment Program.

Figure 15.5 Peru’s Compliance with the Basel Committee’s Core 
Principles
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The indicators of the quality of financial system assets are highly satisfactory. First, 93.2 per-
cent of all direct and indirect financial system loans were granted to debtors in the normal cate-
gory and only 2.5 percent to customers classified as having potential problems. In other words, 
more than 95 percent of borrowers are customers who pay on time or, in the event of a slight 
delay, have sufficient cash flow to honor their obligations. Second, the delinquency ratio, mea-
sured as the portfolio balance in arrears (overdue plus judicial collection) as a percentage of all 
direct loans, is 2.9 percent, an appropriate level considering that the criterion for classifying a 
loan as overdue is more conservative than the international standard. For example, the commer-
cial portfolio, which accounts for more than 50 percent of the financial system portfolio, is 
considered overdue when payment is 15 or more days in arrears. Third, although 39 percent of 
the loan portfolio is denominated in dollars, only 13 percent of the total portfolio is exposed to 
foreign exchange credit risk. Moreover, total provisions significantly exceed the balance of the 
impaired portfolio, so that for each nuevo sol in the overdue portfolio, the system has 1.63 nuevos 
soles in provisions. This is due essentially to the dynamic component of the provisions, which 
provides for their accumulation in periods of economic growth to cover portfolio deterioration 
in negative stages of the business cycle. At  end- June 2014, the financial system as a whole had a 
provisioning buffer in excess of S/. 2 billion, which is 27 percent above the regulatory minimum 
for banks, while the provisioning buffers are around 32 percent over the minimum required.

Regarding solvency, in June 2014 the financial system had a capital ratio of 14.5 percent 
(14.3 percent for  full- service banks and 16 percent for nonbank enterprises), higher than Basel’s 
regulatory minimums of 10 percent and 8 percent, respectively. This means that the financial 
system as a whole has a capital buffer of S/. 11.7 billion, which represents about 45 percent of 
additional capital to deal with possible contingencies, primarily as a result of the capitalization of 
a significant percentage of the profits earned by enterprises in recent years (between 50 percent 
and 70 percent) and the issuance of subordinate instruments with very long maturities in order 
for them to be counted as capital (Figure 15.6).

Finally, it is important to note that most financial system enterprises in Peru are profitable and 
have been capitalizing a sizable portion of their profits. In June 2014, the annualized profitability 
of assets in the system as a whole stood at 1.9 percent, while the annualized profitability of capital 
amounted to 18.4 percent.

CONCLUSIONS
Although there is considerable room in the Peruvian financial system for innovation, the develop-
ment of new markets, efficiency gains, and higher levels of financial inclusion, there has been 

43%

60%

45%
32%

13%

27%

Banks Nonbank enterprises Financial system

Capital
Provisions

Source: Superintendency of Banking, Insurance and Pension Funds.

Figure 15.6 Capital and Provisions: Buffers as a Percentage of Regulatory Minimums
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significant progress over the past 25 years in the areas of growth, diversification, development of 
new markets, and financial inclusion. It is also important to point out that this progress was 
achieved in a stable environment of prudential regulation, helping to ensure that the gains 
achieved will be sustainable in the long term and serve as a sound platform for future develop-
ment. This is evidenced by the financial stability currently enjoyed by the Peruvian financial 
system, which gives reason to believe that the financial system will continue to evolve in a sound 
and sustainable manner and contribute to the ongoing development of the Peruvian economy.
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CHAPTER 16

Drivers of Dedollarization in Peru

MERCEDES GARCÍA-ESCRIBANO

Peru has successfully pursued market-driven financial dedollarization during the past 15 years. 
Dollarization of credit and deposits of commercial banks—across all sectors and maturities—has 
declined, with larger declines for commercial credit and time and saving deposits.1 The analysis presented 
in this chapter confirms that dedollarization has been driven by macroeconomic stability, introduction 
of prudential policies to better reflect currency risk (such as the management of reserve requirements), 
and the development of the domestic capital market in nuevos soles. Further dedollarization efforts could 
focus on three fronts: preserving consolidated macroeconomic stability, including exchange rate flexibility; 
managing additional prudential measures to further discourage banks from lending and funding in 
foreign currency; and deepening capital market development in domestic  currency.

Dollarization in Peru has continued to decline gradually since 2010, though it still remains ele-
vated. It constituted 38 percent of credits and 43 percent of deposits as of end-2014. In recent 
years, the Central Reserve Bank of Peru (Banco Central de Reserva del Perú) has adopted a number 
of measures to encourage greater local currency lending and discourage foreign currency lending 
and deposit taking. New repo instruments were introduced by the Central Reserve Bank of Peru 
in 2014 aimed at increasing local currency credits and replacing existing foreign currency loans. 
Reserve requirements on foreign currency deposits have been gradually increased and augmented 
by additional requirements on institutions that miss certain dedollarization targets.

Dollarization in Peru started with the inflationary process of the mid-1970s and peaked during 
the hyperinflation of 1988−90, despite efforts to dedollarize in 1985. With high inflation, the U.S. 
dollar started to be the preferred means of payments and store of value. Lending institutions also saw 
that dollars minimized the risk of capital losses. Consequently, financial dollarization rose signifi-
cantly (Figure 16.1). In 1985, while inflation was high, the government forced the conversion of 
foreign currency deposits to local currency, resulting in capital flight and financial disintermediation. 
When the restriction on foreign currency deposits was lifted, redollarization was quick, and by the 
end of the 1990s about 80 percent of deposits (and credit) were denominated in foreign currency.

Since the introduction of the inflation-targeting regime in early 2000s, Peru has experienced 
a gradual and sustained market-driven financial dedollarization.2 Starting in 2001, dollarization 
of credit declined by nearly 25 percentage points to below 55 percent by end-2009 (Figure 16.1). 
Dollarization of deposits also declined by a similar amount to about 52 percent, and transaction 
dollarization also declined and is now minimal (Table 16.1).

Although a great deal of work exists on the financial consequences of dollarization, the empir-
ical literature on the process of dedollarization is scant. Although it is widely accepted that hyper-
inflation is one of the driving factors in financial dollarization when indexed instruments are not 
readily available, it is still a puzzle why high ratios of dollarized deposits and loans persist after 

1  Financial dollarization occurs when a large share of residents’ assets and liabilities are denominated in foreign currency. 
Dollarization ratios in this chapter refer to commercial banks, unless noted otherwise.
2  Other countries in Latin America with widespread dollarization have also experienced a process of market-driven dedol-
larization during the past 15 years, including Bolivia, Uruguay, and Paraguay.
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periods when inflation has substantially declined. Ize and Levy-Yeyati (2003) developed a model 
of optimal portfolio choice of risk-averse borrowers and lenders where the equilibrium level of 
deposit dollarization depends on the relative price and real exchange rate volatility. Specifically, 
their minimum variance portfolio model implies that if real exchange depreciation is less volatile 
than inflation, then consumers would prefer the dollar deposit, as it is less risky. The authors 
tested the model using cross-section data on deposit dollarization for 23 countries. De Nicolo, 
Honakan, and Ize (2005) and Rennhack and Nozaki (2006) confirm the minimum variance 
portfolio hypothesis. Another strand of literature highlights the role of currency-blind regulatory 
frameworks. For example, Broda and Levy-Yeyati (2003) argue that an explicit deposit insurance 
that applies uniformly across all deposits exacerbates deposit dollarization. Kokenyne and Veyrune 
(2008) and Erasmus, Leichter, and Menkulasi (2009) review international experience with dedol-
larization and conclude that dollarization is not easily reversed, even after the underlying causes 
have been removed. The authors highlight that successful attempts to dedollarize have been 
market-based and have combined a track record of macroeconomic stability with other policies 
to enhance the attractiveness of the local currency.

This chapter explores the factors that explain bank dedollarization in Peru during the decade 
of the 2000s. The chapter examines the contributing role of three groups of factors to the process 
of banks’ dedollarization: macroeconomic stability, prudential regulations, and the development of 
the domestic capital market in nuevos soles. In contrast with the literature that focuses exclusively 
on dollarization of overall deposits, this chapter simultaneously examines the dollarization of 
deposits and credits. By estimating deposits and credits simultaneously, the response of banks to 
the different factors that may affect dollarization is taken into consideration. The chapter also 
examines the drivers of dedollarization across categories of deposits and credits.

TABLE 16.1

Dollarized Transactions (Percentage in value terms of check and cash payment operations 
made in dollars)

2003 2004 2005 2006 2007 2008 2009

Checks1 26.2 26.3 25.1 24.8 24.4 19.4 18.1
Cash Withdrawal
Debit Cards 21.6 17.6 13.6 12.4 8.7 4.6 5.4
Credit Cards 11.1 9.3 6.3 5.5 4.7 3.6 3.4
Automatic Teller Machines 13.4 10.7 7.8 7.9 7.0 5.3 5.3

Source: Central Reserve Bank of Peru.
1 Includes checks cashed at the bank, deposited at the bank, and processed at the electronic clearing house.
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Figure 16.1 Peru: Evolution of Dollarization for Commercial Banks (Percent)
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The findings confirm that bank dedollarization in Peru has been the result of a three-pronged 
approach. First, macroeconomic stability, proxied by (1) inflation, (2) different measures of 
exchange rate changes, and (3) sovereign credit risk (Emerging Market Bond Index for Peru) had 
a significant impact on dedollarization. Second, prudential measures such as the introduction of 
asymmetric reserve requirements and provisions for currency-induced credit risk had an impact 
on banks’ incentives to borrow and lend in nuevos soles. Finally, the development of the local 
capital market in nuevos soles had a mixed impact on bank dedollarization. The issuance of long-
term treasuries in nuevos soles lowered dollarization of credit, probably by facilitating bank fund-
ing and pricing of long-term loans in the Peruvian currency. However, other nuevo sol market 
instruments led to higher bank dollarization. These may have competed with bank loans in 
nuevos soles, having an impact on the pool of bank borrowers.

This chapter first describes the dedollarization trend of credit and deposits, and explores in 
detail the dedollarization of credit by sectors and of deposits by maturity structure. This section 
decomposes the changes in credit (deposit) dollarization into a within and between component. 
The chapter then describes the three groups of factors—macroeconomic conditions, regulatory and 
prudential policy measures, and the development of a capital market in nuevos soles—that could 
have affected banks’ and agents’ preferences for borrowing and lending in domestic currency. The 
chapter models the dedollarization dynamics using a vector autoregression approach and identifies 
the factors that have boosted dedollarization in recent years. Based on the empirical findings, the 
chapter then outlines measures that could help further deepen and consolidate dedollarization.

DEDOLLARIZATION—STYLIZED FACTS
Dedollarization by Type of Credit and Deposits

Financial dedollarization in Peru has been a gradual process since the early 2000s.3 A sharp deposit 
dedollarization took place in late 2007, and that was quickly reversed following the collapse of 
Lehman Brothers (Figure 16.2a). The return to trend dedollarization during 2008 resulted from 
an increase in foreign currency deposits, while domestic currency deposits remained stable.

Dollarization varies across types of loans and deposits. Dollarization of loans with longer 
maturities (mortgage and commercial) is higher than loans with shorter maturities (consumer 
and small business) (Figure 16.2b). Dollarization of demand and savings deposits, which are 
more liquid, is lower than that of time deposits (Figure 16.2c).

Dedollarization between and within Sectors

This section decomposes dedollarization of credit and deposits into a within-and-between com-
ponent. Time-series data on aggregate credit dollarization captures not only dedollarization 
within sectors, but also compositional changes of credit among sectors. Similarly, data on aggre-
gated deposit dollarization is influenced by compositional changes among deposits of difference 
maturity structure. Changes in credit dollarization over time can be decomposed as follows:
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where dit is dollarization of credit in sector i in year t, and cit is the total credit extended to sector 
i in year t. The first term captures the time-series changes in dollarization within sectors. The 

3  To avoid the impact of valuation changes, deposits and credits in foreign currency are evaluated at a constant exchange rate.
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Figure 16.2 Peru: Dedollarization of Credit by Sectors and of Deposits by Maturity (continued)

second term captures the effect of changes in credit composition. A similar decomposition can 
be done for deposits.

Dedollarization has been driven mainly by changes within each type of credit and deposits. 
The decomposition of credit dedollarization through time into within-and-between components 
shows that credit dedollarization has mostly been driven by within-sector dedollarization 
(Table 16.2a). The analysis also indicates that commercial sector dedollarization explains the bulk 
of total dedollarization. All commercial sectors—with the exception of fishing, mining, and 
 electricity/water/gas—contributed to the commercial credit dedollarization process (Annex 16.1). 
The within-and-between decomposition for deposit dedollarization reveals that dedollarization 
within maturity explains almost all the decline in deposit dollarization (Table 16.2b).
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Figure 16.2 (continued)

TABLE 16.2

Peru: Decomposition of Dedollarization into within and between Components (Percent)
a. Credit1

Dollarization Share in Total Credit 2001–09

Sectors 2001 2009 2001 2009
Between 

Effect
Within 
Effect

Total 
Effect

Commercial 80.8 66.5 79.0 62.8 −10.7 −11.3 −22.0
Small Business 50.3 15.3 2.6 6.0 0.5 −0.9 −0.4
Consumer 47.8 14.9 9.0 17.5 1.3 −3.0 −1.7
Mortgage 94.1 59.9 9.4 13.7 2.5 −3.2 −0.7
Total 78.3 53.5 100 100 −6.4 −18.4 −24.8

b. Deposits1

Dollarization Share in Total Deposits 2001–09

Maturities 2001 2009 2001 2009
Between 

Effect
Within 
Effect

Total 
Effect

Saving 71.7 46.9 32.1 27.6 −2.1 −8.0 −10.1
Time 84.6 57.1 48.9 42.9 −3.4 −13.4 −16.8
Total 75.5 52.1 100 100 −0.3 −23.1 −23.5

Sources: Central Reserve Bank of Peru; Superintendency of Banking, Insurance and Private Pension Funds; and IMF staff calculations.
1 Credit and deposits in foreign currency are evaluated at a constant nominal exchange rate.
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CONTRIBUTING FACTORS AND MEASURES
Macro Preconditions—Successful Implementation 
of Stabilization Policies

Dedollarization in Peru has followed the successful implementation of macroeconomic stabilization 
policies. Taking advantage of buoyant economic conditions in recent years, the Peruvian govern-
ment pursued large fiscal surpluses (of 2 percent to 3.3 percent of GDP per year) from 2006–08. 
As a result, public debt has been reduced below 30 percent of GDP, one of the lowest levels in the 
region (Figure 16.3a). Under the inflation-targeting framework introduced in 2002—initially with 
a target of 2.5 percent with a band of ±1 percent and since 2007 lowered to 2 percent with a band 
of ±1 percent—the Central Reserve Bank of Peru has successfully contained inflation within the 
inflation target band and anchored expectations (Figure 16.3b). Moreover, the central bank has 
built a significant buffer of international reserves, providing credible assurance of its ability to pro-
vide support in case of stress.4 Finally, as a result of stringent prudential regulations, Peru’s financial 
sector is sound, as shown by its resilience during the global financial crisis.

4  Net international reserves increased from US$9.6 billion in 2002 to US$33.1 billion in 2009.

Sources: Central Reserve Bank of Peru; Haver Analytics; and IMF staff calculations.
Note: CPI = consumer price index; NIR = net international reserves.

Figure 16.3 Peru: Macroeconomic Performance, 2000−15
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Markets have acknowledged Peru’s outstanding performance. Peru was granted investment 
grade by Fitch and Standard & Poor’s in April and July 2008, respectively, and by Moody’s in 
December 2009, consolidating its standing among major emerging market economies. In May 
2010, Peru’s Emerging Market Bond Index stood at about 210 basis points compared to 410 basis 
points for Latin America as a whole.

Prudential Measures

Several prudential measures introduced during the period of analysis helped the dedollarization 
process by lowering banks’ incentives to borrow and lend in foreign currency. These measures 
include:5

• Reserve requirements. The difference between the reserve requirements on foreign currency 
deposits and domestic currency deposits changed during the period of analysis (Figure 
16.4a). The remuneration that the central bank pays on reserves changed as well. Figure 
16.4b illustrates the evolution of the remuneration rate for deposits in both currencies above 
the 6 percent level (which is the current level of nonremunerated reserve requirement 
applied to all deposits).

• Provisioning requirements. Since mid-2006, banks have had to carry out a routine evaluation 
of currency risks, or alternatively, set up a reserve ranging from 0.25 percent to 1 percent of 
the credit in foreign currency that has not been evaluated.6 Since 2009, additional provi-
sions for foreign currency risk as a percent of total provisions have been marginal.

Additional prudential measures linked to currency exposures that are in place but were not 
modified during the period of analysis include:

• Liquidity requirements. Banks are required to hold liquid assets equivalent to at least 8 per-
cent in domestic currency and 20 percent in foreign currency of all their liabilities maturing 
during the next 12 months.

• Banks’ net open position. In addition to limiting banks’ foreign currency exposure, Peru has 
capital requirements on open foreign exchange positions. The limit on banks’ long (short) 
open position was changed to 75 (15) percent of capital in February 2010 from a previous 
limit of 100 (10) percent of capital.7

Development of a Capital Financial Market in Nuevos Soles

Peru has been actively developing its public and private debt market in domestic currency in 
recent years.

• Domestic public debt market. In 2003, Peru launched a market-making program with the 
objective of developing a market for domestic public debt, consisting mainly of fixed-
rate instruments in domestic currency.8,9 In line with this objective, Peru’s public debt 

5  In addition to the financial prudential measures listed below, other regulatory measures may have had an impact on the 
demand for local currency. In particular, the Consumer Protection Law was amended in 2004 to force retailers and 
wholesalers to list prices in domestic currency. However, the law leaves agents free to list prices also in dollars.
6  Cayazzo and others (2006) indicate that among 17 surveyed countries that are partially dollarized, only Peru reports 
requiring higher provisions for foreign currency loans relative to domestic currency ones.
7  Cayazzo and others (2006) indicate that Poland, Singapore, and Sweden have capital charges on foreign exchange expo-
sures. Argentina, Bolivia, Chile, Costa Rica, Honduras, and Uruguay only have limits on these exposures. The other 
countries among the 17 surveyed, including Peru, have both capital charges and limits on foreign currency exposures.
8  Ministerial Resolution 106-2003, Supreme Decree 189-2004, and Supreme Decree 137-2005.
9  The two types of domestic public bonds (known as soberanos) are the fixed-coupon tasa fija (fixed-rate) bonds and the 
inflation-adjusted valor adquisitivo constante bonds. Tasa fija bonds are the most liquid instruments and represent nearly 
90 percent of soberanos.
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management strategy has been focused on developing a yield curve of government bonds 
in nuevos soles and reducing the share of public debt denominated in foreign currency 
(Figure 16.5a). As a result, government bonds in nuevos soles have gained liquidity and 
the yield curve has been extended considerably.10,11

• Private debt market. Private bond issuances in local currency have also increased substan-
tially in recent years (Figure 16.5b).

10  As of February 2010, the longest maturity of fixed-rate government paper in domestic currency was 32 years, as 
opposed to 5 years in 2003. The valor adquisitivo constante curve extends up to 39-year tenors, but has limited liquidity, 
as the total outstanding amount is US$700 million.
11  Reflecting the availability of domestic debt instruments in nuevos soles, the portfolio of local pension funds (AFPs) 
denominated in dollars declined to 32 percent in November 2008 from 50 percent in 2000, then increased to 41 percent 
in December 2009 as the limits on AFP foreign investments were raised. AFPs hold more than 50 percent of the stock 
of soberanos, followed by foreign investors (21 percent), local banks (15 percent), and insurance companies (4 percent).
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Figure 16.4 Peru: Reserve Requirements
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UNDERSTANDING DEDOLLARIZATION
Dollarization reflects the choice of currency by depositors, borrowers, and banks. Dollarization 
of credits and deposits reflects the equilibrium in the credit and deposit markets: banks supply 
loanable funds and demand deposits, and the private sector demands credit and provides fund-
ing. Banks, in turn, are active intermediaries between creditors and depositors. Data on quantities 
of credit and deposits and on lending and deposit rates correspond to the equilibrium in these 
markets (Figure 16.6). The vertical axis of Figures 16.6c and 16.6d depict the ratio of lending 
(deposit) rates in foreign to domestic currency.

Peru’s dedollarization process is consistent with a shift of both demand of credit and supply of 
deposits toward nuevos soles. The null hypothesis of stable demand would imply that dollariza-
tion of credit (deposits) and the ratio of lending (active) rates in foreign to domestic currency 
negatively covary.12 Shaded areas in Figure 16.6c appear to be consistent with rejecting the null, 
thereby with a shift in the demand of credit toward nuevos soles particularly for commercial loans 

12  The hypothesis of stable demand for credit in dollars implies that
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since 2006. Other patterns, such as those highlighted in the deposits market, would be consistent 
with supply shifts.

A vector autoregression (VAR) approach allows for modeling the dynamics between dollariza-
tion of credits and deposits. Such an approach avoids imposing a particular structure on credit 
and deposit dollarization. It permits capturing (1) the simultaneous determination of credit and 
deposit dollarization, (2) the response to exogenous factors that are demand or supply shifters, 
and (3) the dynamics of credit and deposit dollarization.13

Two VAR specifications are estimated using monthly data for the period 2001−09. The first 
specification includes dollarization of total credit and total deposits, both in first differences, as 
endogenous variables. The second includes six endogenous variables, in first differences: dollariza-
tion of commercial credit, consumer credit, mortgages, demand deposits, savings deposit, and 
time deposits.14 Both specifications include a set of exogenous variables to proxy macrostability, 
changes to prudential measures, and development of the capital market in nuevos soles. Annex 
16.2 presents the definition of the exogenous variables (Annex Table 16.2.1), and the endogenous 

13  Granger causality was verified from deposit to credit dollarization.
14  All series are valued at the constant nominal exchange rate. The series of total credit and deposit dollarization used for the 
analysis in this section are constructed using December 2008 weights to avoid composition changes among types of credit 
and types of deposits. Cointegration tests were performed in both specifications but rejected. Cointegration tests allowing 
for structural breaks were not performed, as the period under analysis is characterized by macroeconomic stability and coin-
cides with the introduction of the inflation-targeting framework. Dollarization series in first differences are I(0) processes.
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Figure 16.6 Peru: Credit and Deposit Markets—Quantities and Prices
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and exogenous data series (Annex Figure 16.2.1).15 Further work could model some of the exog-
enous variables as endogenous.

The VAR estimation results of the aggregate model are presented in Annex Table 16.2.2. 
Annex Figure 16.2.2 depicts, for several of the exogenous variables, the impact of a unit increase 
to the exogenous variables on credit and deposit dollarization over time. The findings are:

• Macroeconomic variables. Inflation is not significant, suggesting that it is not an important driver 
of dollarization once inflation and expectations are well contained—as was the case in Peru dur-
ing the estimation period. Appreciation spikes are important for explaining dedollarization of 
credits and deposits. An appreciation spike equivalent to appreciations greater than 1 percent for 
two consecutive months results in a decline of the dollarization rate of 0.5 percentage points over 
time (Annex Figure 16.2.2). After controlling for sharp exchange rate movements, the remaining 
exchange rate variability further helps to lower dollarization of credit. Under historical variability 
of the exchange rate over the last two years, the decline in credit dollarization will be 2.5 percent-
age points per year. The inclusion of Emerging Market Bond Index changes in the regression 
measures the impact of macroeconomic stability not reflected in exchange rate movements.

• Market development. The issuance of long-term Treasury bonds in nuevos soles fosters dedol-
larization, as the development of a nuevo sol yield curve helps bank funding and pricing of 
long-term credit in this currency. Results indicate that as the share of private sector bonds 
issued in domestic currency increases, dollarization of credit increases as well. This could be 
due to the fact that this variable is capturing instruments competing with bank lending in 
nuevos soles, and as a consequence dollarization of banking credit rises. However, overall 
credit in nuevos soles in the economy increases.

The VAR specification with disaggregated credit and deposits confirms the findings of the aggre-
gate model and provides further insights on the drivers of dedollarization. Results are presented 
in Annex Table 16.2.3, and a selection of dynamic multipliers is included in Annex Figure 16.2.3. 
The results can be summarized as follows:

• Macroeconomic variables. Consistent with the aggregate model, exchange rate spikes matter 
for dedollarization. Appreciation spikes foster dedollarization of commercial credit, while 
depreciation spikes are associated with higher dollarization of mortgages. Once we control 
for sharp exchange rate movements, volatility of the exchange rate lowers dollarization of 
commercial credit. Inflation seems to promote dollarization of time deposits.

• Prudential variables. Higher reserve requirement spreads lower dollarization, specifically for 
commercial credit. The introduction of higher provisions for foreign currency loans helped 
lower dollarization of mortgages, but this result merits further analysis as the dummy vari-
able could be capturing other events that took place around the time this measure was 
introduced, such as the reduction in the inflation-targeting band in 2007.16

• Market development. The issuance of long-term Treasury bonds in nuevos soles promotes 
dedollarization of credit. The coefficients on Treasury bonds with terms of 10−15 years and 
15−20 years are significant for commercial credit. As found in the aggregate model, the 
increase in the share of bonds issued in nuevos soles raises dollarization of credit, particularly 
credit extended to the commercial sector, which supports the explanation that some of the 
private debt instruments issued in nuevos soles compete with bank loans in nuevos soles.

15  A dummy variable for the 2004 legal change forcing retailers to list prices in domestic currency was tested as an 
explanatory variable but it was not significant; thus, this variable was not included in the set of exogenous variables used 
in this chapter.
16  The provision of credit risk guarantees by the government-sponsored housing program (MiVivienda) for new mortgages 
denominated in foreign currency extended by financial institutions was discontinued in January 2008. Therefore, this 
change in MiVivienda is not driving the results.
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NEXT STEPS
A range of measures could play a role in consolidating and deepening the dedollarization process 
in Peru.

• Macroeconomic-related measures. Reflecting strengthened institutions and a track record of 
prudent policies, the inflation-targeting framework and consolidated policy credibility have 
been key to keeping inflation expectations well anchored, which is essential to the dedol-
larization process. Moreover, the successful policy response during the global financial crisis 
further increased currency credibility. In this context, some further exchange rate flexibility, 
while avoiding extreme depreciations, could foster the dedollarization process.

• Prudential measures. Regulatory measures can also promote funding and lending in domestic 
currency. Provisions and capital requirements for foreign currency lending to unhedged domestic 
borrowers could be periodically reassessed to ensure that the foreign exchange credit risk remains 
well internalized. The development of mortgage-covered bonds in nuevos soles, which is being 
promoted by the Peruvian authorities, will help banks finance mortgages in nuevos soles.17

• Development of a capital market in nuevos soles. Deepening long-term funding and pricing in 
nuevos soles will enhance dedollarization, which would be supported by further improving 
the yield curve of soberanos and developing the repo market and the fixed-floating swap 
curve. The development of long-term nuevo sol instruments indexed to the consumer price 
index could promote dedollarization through the “solarization” of pensions.18

CONCLUSIONS
Peru has successfully pursued market-driven financial dedollarization during the past 15 years 
that has been based on a three-pronged approach: ensuring macroeconomic stability, effectively 
managing reserve requirements and introducing other prudential policies to better reflect cur-
rency risk, and developing a capital market in nuevos soles. As a result, dollarization ratios of 
credit and deposits have declined across all sectors and maturities, with larger declines for com-
mercial credit and time and saving deposits.

Based on the results, the road ahead to further deepen dedollarization could focus on three 
fronts. Maintaining macroeconomic stability, including exchange rate flexibility, and strengthen-
ing institutional credibility could induce further credit dedollarization. Additional prudential 
measures could further discourage lending and funding in foreign currency. Finally, the capital 
market in domestic currency is still narrow, and although its development could compete with 
bank loans, overall it will help financial dedollarization.

ANNEX 16.1. DECOMPOSITION OF COMMERCIAL 
AND SMALL BUSINESS SECTOR DEDOLLARIZATION
During the period 2001−09, all commercial and small business sectors in Peru, with the excep-
tion of fishing, mining, and electricity/water/gas, were dedollarized (Annex Figure 16.1.1).

17 Currently, the interest rate on mortgages in nuevos soles is fixed for the first five years and then converts to a variable 
rate that changes with the Limabor. 
18  Currently, regulation allows insurance companies to offer pensions in either dollar or nuevo sol valor adquisitivo con-
stante, but in practice, most pensions (about 95 percent) are denominated in dollars because there is very limited avail-
ability of nuevo sol valor adquisitivo constante instruments in the market. An alternative approach to promote 
dedollarization of pensions would entail changing the legislation to permit the “solarization” of pensions, in other words, 
the denomination of pensions in nominal nuevos soles. Insurance companies would then be able to offer pensions in 
nuevos soles adjusted with a fixed-actor, while hedging themselves with bonds in nominal nuevos soles.
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The decomposition of dedollarization between and within components shows that half of the 
dedollarization in the commercial and business sectors is explained by the decline in dollarization 
within sectors, with manufacturing, commerce, and real estate contributing the most (Annex 
Table 16.1.1).

ANNEX TABLE 16.1.1

Peru: Decomposition of Dedollarization across Commercial Sectors (Percent)

Dollarization Share in Total Credit 2001–09

Sector 2001 2009 2001 2009
Between 

Effect
 Within 
Effect

Total 
Effect

Agriculture 90.1 73.8 3.2 2.7 −0.4 −0.4 −0.9
Fishing 93.4 93.1 2.7 1.3 −1.4 0.0 −1.4
Mining 94.9 95.5 6.3 3.9 −2.3 0.0 −2.3
Manufacturing 84.6 67.5 22.7 18.3 −3.7 −3.1 −6.8
Electricity, Water, Gas 75.8 86.4 3.4 4.4 0.8 0.5 1.3
Construction 77.7 71.8 2.9 1.9 −0.8 −0.1 −0.9
Commerce 68.1 49.3 18.4 14.0 −3.0 −2.6 −5.6
Hotels 95.0 63.3 1.5 1.5 0.0 −0.5 −0.5
Transport, Storage, Communication 68.1 43.1 4.4 6.1 1.2 −1.5 −0.4
Financial 77.6 33.9 3.2 2.7 −0.4 −1.2 −1.6
Real Estate 84.5 58.7 6.1 5.4 −0.6 −1.4 −2.0
Public Administration, Defense 36.3 8.8 0.9 0.3 −0.2 −0.1 −0.3
Education 73.4 28.9 0.5 0.9 0.3 −0.4 −0.1
Social Services 67.5 44.9 0.4 0.3 −0.1 −0.1 −0.2
Other Servicies 83.7 44.7 2.1 1.9 −0.1 −0.7 −0.9
Private Households, Domestic Service 84.4 62.0 2.8 2.9 0.1 −0.7 −0.6
Total Commercial and Small Businesses 79.8 61.4 81.6 68.6 −10.4 −12.7 −23.0

Sources: Superintendency of Banking, Insurance and Private Pension Funds; and IMF staff calculations.
Note: Credits in foreign currency are evaluated at a constant nomimal exchange rate.
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Annex Figure 16.1.1 Peru: Dollarization by Commercial Sector, 2001 and 2009
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ANNEX 16.2. EXOGENOUS VARIABLES AND DATA SERIES

ANNEX TABLE 16.2.1

Definition of Exogenous Variables

Macrostability Variables

inflationt Sum over t and t − 1 of the monthly percentage change of the consumer price index

dtd appreciaa tion Dummy equal to 1 if depreciation in t and t − 1 exceeds 1 percent; zero, otherwise1

dtd depreciation Dummy equal to 1 if appreciation in t, and t − 1 exceeds 1 percent; zero, otherwise1

et Sum over t and t − 1 of the monthly percentage change of the nominal exchange rate
st Standard deviation of daily percentage change of the nominal exchange rate over 90 days
Δembit First-difference of the Emerging Market Bond Index Peru, divided by 100

Prudential Variables

Δ RRt Difference over t and t − 2 of the spread between the reserve requirement rate in foreign 
currency to the rate in domestic currency (in percent)

dt
2006 Dummy equal to 1 starting in mid-2006 until mid-2007 to reflect the introduction of higher 

provisions for foreign currency loans; zero, otherwise

Nuevos Soles Capital Market Variables

Δ share bonds in soles First difference of the percentage of the stock of private sector bonds denominated in local 
currency

dt
10–15 Dummy equal to 1 if during that month a Treasury bond maturing in 10 up to 15 years was 

issued; zero, otherwise
dt

15–20 Dummy equal to 1 if during that month a Treasury bond maturing in 15 up to 20 years was 
issued; zero, otherwise

dt
20 Dummy equal to 1 if during that month a Treasury bond maturing in 20 or more years; zero, 

otherwise

Source: Authors. 
Note: The exogenous variables are I(0) processes.
1 According to the definition for the depreciation and appreciation dummies, there are 7 episodes of depreciation and 10 episodes of 
appreciation in the estimation sample consisting of 94 observations.
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Annex Figure 16.2.1 Data for the Empirical Analysis (continued)
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ANNEX TABLE 16.2.2

Results of Aggregate Vector Autoregression Model

(1) (2) (3) (4) (5) (6) (7) (8)

Δdolcredit
t Δdoldeposit

t Δdolcredit
t Δdeposit

t Δdolcredit
t Δdoldeposit

t Δdolcredit
t Δdoldeposit

t

Δdolcredit
t – 1 0.16* −0.42** 0.12 −0.34 0.08 −0.34 0.02 −0.42*

(0.10) (0.20) (0.10) (0.21) (0.10) (0.22) (0.10) (0.23)
Δdolcredit

t – 2 0.14 0.10 0.13 0.12 0.12 0.09 0.09 0.08
(0.10) (0.20) (0.10) (0.20) (0.10) (0.21) (0.10) (0.22)

Δdoldeposit
t – 1 0.05 0.03 0.06 −0.02 0.08 −0.01 0.09* 0.01

(0.05) (0.09) (0.05) (0.10) (0.05) (0.11) (0.05) (0.11)
Δdoldeposit

t – 2 −0.08** −0.07 −0.07 −0.12 −0.02 −0.13 −0.03 −0.13
(0.04) (0.09) (0.05) (0.10) (0.05) (0.10) (0.05) (0.11)

Macrostability
inflationt −0.01 0.13 −0.04 0.17 −0.09 0.20 −0.09 0.22

(0.07) (0.14) (0.07) (0.14) (0.08) (0.17) (0.08) (0.17)

dtd appreciaa tion −0.41** −0.59* −0.43*** −0.59* −0.45*** −0.57 −0.45*** −0.72*

(0.16) (0.34) (0.16) (0.34) (0.17) (0.36) (0.17) (0.38)

dtd depreciation 0.27 0.49 0.25 0.56 0.32 0.51 0.27 0.41

(0.19) (0.40) (0.19) (0.40) (0.21) (0.44) (0.21) (0.46)
et −0.09*** 0.05 −0.08** 0.02 −0.09** 0.01 −0.08** 0.01

(0.03) (0.06) (0.03) (0.07) (0.03) (0.07) (0.04) (0.08)
st −0.43 0.47 −0.47* 0.45 −0.54* 0.36 −0.49* 0.34

(0.27) (0.56) (0.27) (0.56) (0.28) (0.60) (0.28) (0.62)
Δembi 0.00 0.07 0.01 0.07 −0.01 0.10 0.00 0.15

(0.09) (0.18) (0.09) (0.18) (0.09) (0.20) (0.09) (0.20)

Prudential
ΔRRt −0.06 0.17 −0.10 0.17 −0.10 0.14

(0.07) (0.14) (0.07) (0.14) (0.07) (0.15)
d2006 −0.20 0.05 −0.23* 0.07 −0.24 0.21

(0.13) (0.26) (0.13) (0.28) (0.17) (0.37)

Capital Market Development
Δ share bonds in 
 nuevos soles

0.07* −0.01 0.06 −0.03

(0.04) (0.09) (0.04) (0.09)
d10–15 −0.31** −0.25

(0.13) (0.28)
d15–20 −0.01 −0.17

(0.15) (0.33)
d20 −0.13 0.18

(0.15) (0.34)
Constant −0.07 −0.42*** −0.02 −0.45*** 0.00 −0.46*** 0.03 −0.43**

(0.07) (0.15) (0.07) (0.15) (0.08) (0.17) (0.08) (0.18)

Observations 105 105 105 105 94 94 94 94 
R–squared 0.27 0.21 0.39 0.83 0.40 0.85 0.39 0.86

Source: IMF staff calculations 
Note: Standard errors in parentheses. *** p < 0.01, ** p < 0.05, * p < 0.1.
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Annex Figure 16.2.2 Aggregate Model: Dynamic Impact of Selective Exogenous Variables
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ANNEX TABLE 16.2.3

Results of Six Variable Vector Autoregression Specifications

(1)
Δdolcommercial

t

(2)
Δdolconsumption

t

(3)
Δdolmortgage

t

(4)
Δdolvista

t

(5)
Δdolsaving

t

(6)
Δdoltime

t

Δdolcommercial
t – 1 −0.03 0.02 −0.04 −0.07 −0.2 −0.43

(0.10) (0.08) (0.05) (0.26) (0.16) (0.27)
Δdolcommercial

t – 2 0.07 0.19*** 0.07 −0.09 −0.01 0.12
(0.09) (0.07) (0.05) (0.23) (0.14) (0.24)

Δdolconsumption
t – 1 0.35** −0.1 −0.1 −0.2 0.19 0.03

(0.14) (0.11) (0.07) (0.35) (0.22) (0.37)
Δdolconsumption

t – 2 −0.19 0.14 −0.04 −0.19 0.21 −0.02
(0.12) (0.09) (0.06) (0.29) (0.18) (0.30)

Δdolmortgage
t – 1 −0.34* −0.12 0.16* −0.84* −0.28 0.01

(0.18) (0.13) (0.09) (0.45) (0.28) (0.47)
Δdolmortgage

t – 2 −0.12 0.17 0.41*** 0.76* 0.34 0.67
(0.18) (0.14) (0.09) (0.46) (0.28) (0.48)

Δdolvista
t – 1 −0.03 −0.02 −0.01 −0.53*** 0.13** 0.07

(0.04) (0.03) (0.02) (0.10) (0.06) (0.10)
Δdolvista

t – 2 −0.02 −0.13*** −0.04** −0.28*** 0.03 −0.05
(0.04) (0.03) (0.02) (0.10) (0.06) (0.10)

Δdolsaving
t – 1 0.28*** 0.04 0.03 0.09 −0.32*** 0.31

(0.07) (0.06) (0.04) (0.18) (0.11) (0.19)
Δdolsaving

t – 2 −0.04 0.02 0 −0.27* −0.17* 0.26
(0.06) (0.05) (0.03) (0.16) (0.10) (0.16)

Δdoltime
t – 1 0.05 0 0.03 0.30*** 0.21*** −0.25**

(0.04) (0.03) (0.02) (0.10) (0.06) (0.10)
Δdoltime

t – 2 0.01 −0.04 −0.03 0.23** 0.08 −0.23**
(0.04) (0.03) (0.02) (0.11) (0.06) (0.11)

Macrostability
inflationt −0.10 −0.07 −0.07 −0.40 −0.17 0.93***

(0.11) (0.08) (0.06) (0.28) (0.17) (0.29)

td appreciaa tion −0.62** 0.20 0.02 −0.22 −0.31 −1.04

(0.25) (0.18) (0.12) (0.62) (0.38) (0.64)

dtd depreciation 0.23 0.31 0.37** 0.65 0.64 0.95

(0.31) (0.23) (016) (0.78) (0.47) (0.80)
et −0.11** −0.01 0.02 0.08 −0.01 −0.01

(0.05) (0.04) (0.03) (0.13) (0.08) (0.13)
st −1.24*** −0.12 −1.03*** −1.66 0.92 0.64

(0.45) (0.33) (0.23) (1.13) (0.69) (1.17)
Δembi 0.23* −0.16* −0.18*** 0.79** −0.39** 0.16

(0.13) (0.10) (0.06) (0.32) (0.20) (0.33)

Prudential
ΔRRt −0.28*** 0.1 0 −0.01 0.14 0.28

(0.10) (0.07) (0.05) (0.25) (0.15) (0.26)
d2006

t −0.31 −0.1 −0.23* −0.71 −0.27 1.10*
(0.25) (0.18) (0.13) (0.62) (0.38) (0.65)

Capital Market Development
Δ share bonds in 
 nuevos soles

0.15*** −0.05 0 0.13 −0.02 −0.08

(0.06) (0.04) (0.03) (0.15) (0.09) (0.15)
d10–15 −0.53*** 0.2 0.04 −0.21 −0.61** −0.1

(0.18) (0.13) (0.09) (0.44) (0.27) (0.46)
d15–20 −0.38* 0.37** −0.11 0.53 0.22 −0.42

(0.23) (0.17) (0.11) (0.57) (0.35) (0.59) 
d20 −0.36 0.19 −0.08 0.79 0.11 0.4

(0.23) (0.17) (0.11) (0.56) (0.34) (0.59)
Constant 0.31** −0.36*** 0.08 0.22 −0.25 −0.69*

(0.15) (0.11) (0.07) (0.37) (0.23) (0.39)

Observations 94 94 94 94 94 94
R–squared 0.48 0.37 0.75 0.42 0.41 0.31

Source: IMF staff calculations. 
Note: Standard errors in parentheses. *** p < 0.01, ** p < 0.05, * p < 0.1.
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Annex Figure 16.2.3 Six-Variable Model: Dynamic Impact of Selective Exogenous Variables (continued)
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CHAPTER 17

Banking Sector Spreads and Bank 
Competition in Peru

KEVIN ROSS AND JUAN ALONSO  PESCHIERA

The profitability of Peru’s banking system improved markedly over the past  decade— in line with the 
country’s strong economic  performance— as banks (both foreign and domestic) entered and exited the 
industry. Throughout this consolidation, effective interest rate spreads for the banking system remained 
relatively stable and elevated.1 To many observers, this signaled a lack of competition or the existence 
of other impediments that reduced the efficiency of financial intermediation. However, the analysis in 
this chapter of banks’ financial statements indicates that effective spreads actually varied substantially 
among banks depending upon their asset size and ownership status. Interest rate regressions suggested 
that increases in  system- wide concentration levels did indeed raise spreads. However, banks that gained 
market share ended up lowering effective spreads, implying competitive behavior.

High interest rates spreads in the banking system adversely affect domestic savings and invest-
ment, and can be interpreted as an indicator of a lack of competition and efficiency. In Peru and 
the rest of Latin America, it was generally believed that financial liberalization, macroeconomic 
stability, strengthened  market- based supervision, and new banking entrants would increase com-
petition and reduce bank spreads toward  industrial- country levels. But although bank spreads in 
Peru have indeed moderated relative to the 1990s, they still remain relatively high and have not 
declined as much as expected given the country’s solid economic growth performance, implemen-
tation of structural reforms, and major advances in banking supervision.

In this context, this chapter examines the source of Peru’s effective interest spreads through 
accounting decompositions, financial ratio analysis, and spread regressions.2 Banks play an 
important intermediation role by transforming customer deposits into loans. While interest rate 
spreads reflect this  risk- taking role, their level and evolution also contains information regarding 
regulation and operating costs as well as management  decisions— all of which can be evaluated 
by accounting decompositions. Viewed from a slightly different angle, banks make profits 
through the use of leverage and an efficient deployment of their assets and operations. In this 
context, an examination of financial ratios focused on profit creation provides a complementary 
view to interest rate decompositions, and allows for a deeper understanding of spreads. Finally, 
interest rate regressions offer a direct way to estimate the influence of risk, costs, bank concentra-
tion, and market power factors on spreads.

This chapter starts by providing background information and stylized facts before reporting 
the results of the interest rate decompositions. The chapter describes the outcome of financial 
statement analysis on key profitability ratios and then presents the results from basic interest rate 
regressions formulated to test hypotheses regarding spreads and bank concentration. Conclusions 
from the study are then presented.

1 The terms “interest rate spreads” and “interest rate margins” are used interchangeably in this chapter.
2 See Afanasieff and others (2002), Brock and Franken (2003), Estrada, Gomez, and Orozco (2006), and Gelos (2006) 
for an analysis of banking spreads in other Latin American countries.
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BACKGROUND AND STYLIZED FACTS
In the late 1990s, Peru’s economy and banking system were affected by several large shocks. 
Crises in Asia in 1997 and Russia in 1998 caused a sudden stop and a reversal of capital flows, 
which weakened the currency and private sector balance sheets and in turn caused credit port-
folios to deteriorate. Lower export prices and El Niño effects also affected production and 
reduced incomes, weakening domestic demand and further worsening the quality of credit 
portfolios.

These factors, coupled with some political instability, resulted in a banking crisis. With bal-
ance sheets severely destabilized, 6 of Peru’s 26 banks left the system in 1999. In 2000, two banks 
failed, and two more were taken over by the country’s banking supervision authority 
(Superintendencia de Bancas, Seguro, y AFP [SBS]). In November 2000, the Peruvian government 
launched a financial system restructuring program (Programa de Consolidación del Sistema 
Financiero). The program extended a $200 million credit line to the deposit insurance system 
(Fondo de Seguro de Depósitos), financed by issuing Treasury bonds, to be used in the restructuring 
of financial institutions. The program centered on subsidizing the purchase by stronger institu-
tions of institutions estimated to have negative value. In addition, the government launched two 
more programs at a cost of $500 million to refinance agricultural and commercial loans.

The government’s financial sector restructuring program successfully accelerated the banking 
sector consolidation process. Further exits and mergers occurred during 2001–06 such that there 
were only 11 banks in operation by  end- 2006. During 2007–08, foreign banks such as Santander, 
Deutsche Bank, and Mexico’s Azteca bank entered the Peruvian market. Moreover, two smaller 
financial cooperatives were transformed into retail banks specializing in consumer credit linked 
to retail department stores (i.e., Banco Falabella and Banco Ripley). In 2009, Scotia acquired 
Banco del Trabajo (a microfinance specialist) and in 2013 Banco GNB from Colombia acquired 
HSBC banking assets in Peru, while Banco Cenosud from Chile entered the market. These 
operations left the banking system with 16 institutions, a configuration that remained in place as 
of  end- 2014.

The restructuring process has resulted in a more concentrated system, which has eased some-
what in recent years (Figure 17.1). Concentration ratios based on the top three (four) banks in 
terms of asset size increased from 66 (74) percent in 2000 to 78 (87) percent in 2007, before 
falling back down to 72 (84) percent in 2014. Herfindahl indices were between 0.16 and 0.18 
(moderate concentration) from 2000–03, and remained above 0.20 (signaling high concentra-
tion) thereafter. Foreign ownership or control of total banking system assets has remained rela-
tively stable at around 50 percent since 2002.

To date, the empirical evidence on the relationship between banking system concentration 
and competition in Peru is inconclusive. Rojas (2000) found that banking concentration, credit 
risk, and country risk were the main factors behind Peru’s high banking spreads in the 1990s. 
Using data from 1995–2004, Espino and Carrera (2005) also indicated that banking interest rate 
spreads in Peru were positively affected by a lack of bank competition. However, Morón, Tejada, 
and Villacorta (2010) found evidence of intense banking competition by product line (e.g., 
mortgages, leasing) in Peruvian banks, suggesting that while overall system concentration may be 
high, it has not resulted in collusive anticompetitive practices.

Peru’s banking system today stacks up very favorably in international comparisons. Figure 17.2 
presents a number of financial soundness indicators using 2014 data for a variety of South 
American countries. Profitability  ratios— return on assets (RoA) and return on equity (RoE)—are 
solid. Like many of its peers, the Peruvian banking system is well funded through internal 
sources, with  deposit- to-loan ratios near 100 percent. Thus, although some Peruvian banks do 
tap foreign financing sources, there is no overreliance on external financing of basic loan opera-
tions. Raw capital ratios in Peru are 10 percent, resulting in a leverage ratio similar to regional 
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averages. At the same time, regulatory tier 1  risk- weighted capital ratios in Peru (not shown here) 
are near 14  percent— which is at the regional average.

While the level of nonperforming loans has increased recently, it still remains relatively low 
and is amply provisioned for. Financial sector deepening indicators such as private banking credit 
to GDP and broad money stock to GDP are well below  middle- income averages. However, this 
also implies that the banking system has sufficient room to expand.3 At first blush, efficiency 
indicators across countries suggest personal expenses in Peruvian banks may take up an inordi-
nately large portion of noninterest costs. However, these expenses are still rather small in com-
parison to banks’ gross income  levels— suggesting that labor costs are broadly in line with peer 
groups. Finally, dollarization levels of both assets and liabilities within the Peruvian system remain 
elevated (see Chapters 15 and 16).4

Efforts to improve transparency and limit excessive commission and fee charges are ongoing. In 
2012, the SBS banking regulator undertook a comprehensive review of existing regulations focused 
on information transparency for users of financial products. As a result of that review, a number of 
reforms were implemented to improve access to information on interest rates, fees and commis-
sions, and other expenses, and to prohibit certain excessive charges. These efforts led to cancelling 
938 commissions lines usually charged for various financial products. The SBS has noted that the 
process is ongoing and that it expects to further streamline the commissions charged to users of 
financial products. This may reduce the noninterest income of banks going forward.

3 Fitch Ratings (2012) has noted that demographic penetration (number of branches per 100,000 inhabitants) and geo-
graphic penetration (number of branches per square kilometer) are comparatively low in Peru compared with other 
countries in the region. Considering Peru’s relatively large rural population, an efficient expansion of banking services into 
these regions will require selecting the right distribution mechanisms.
4 The Central Reserve Bank of Peru announced in late 2014 that it will evaluate various measures to reduce dollarization 
in 2015.
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Figure 17.1 Peru: Banking Sector Concentration and Ownership
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Figure 17.2 Banking Sector Indicators, 2013
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The overall quality of the credit framework in Peru is robust. Table 17.1 presents data from 
the World Bank’s 2014 Doing Business Indicators on the ease of getting credit in a number of 
South American countries. Peru’s credit system was ranked 12th out of 185 countries, above most 
of its regional comparators. This index is based on two subcomponent indicators related to the 
protection of legal rights and depth of available credit information. The legal framework, 
whereby the rights of borrowers and lenders with respect to secured transactions are protected, 
was rated an 8 on a scale of 10 (with 10 being the highest)—again above average. The overall 
depth of available information (coverage, scope, and accessibility) is viewed very favorably as well. 
The private bureau and public registry credit coverage in Peru is also above norms.

INTEREST RATE DECOMPOSITIONS
In general, banks require a combination of effective interest and noninterest rate margins to cover 
costs and earn a profit. With noninterest rate margins determined by  price- setting behavior on bank 
services (fees and commissions), the various factors that determine effective interest rate spreads can 
be assessed through simple accounting decompositions.5 Using balance sheet and income statement 
data, the effective interest rate spread can be decomposed into the following components:6

 (il – id) = [rr + p + oc + prov + tax + d] – nnii + e (17.1)

where il is the average effective interest rate charged on loans, id  is the average effective interest 
rate provided on deposits, rr is the required reserves/deposits, p is the profit margin/deposits, 
oc is the overhead costs/deposits, prov is the provisions/deposits, tax is the tax payments/deposits, 
d is the deposit insurance costs/deposits, nnii is the net noninterest income/deposits, and e is the 
residual errors that arise from combining flow and stock data.

5 See IMF (2004) for a full derivation. In the analysis, we use annual income and balance sheet data from the SBS.
6 It can be difficult to discern the true level of  interest- bearing assets and liabilities to use in the calculation of the effective 
lending and deposit interest rates. Thus the error term can be large.

TABLE 17.1

Quality of Legal Framework and Credit Information, 2014

Ranking on 
Credit1

Strength of Legal 
Rights Index ( 0– 10)2

Depth of Credit 
Information Index ( 0– 8)3

Public Registry 
Coverage (% of Adults)

Private Bureau 
Coverage (% of Adults)

Argentina 71 2 8 41.2 100.0
Bolivia 116 0 7 15.1 39.0
Brazil 89 2 7 52.5 63.6
Chile 71 4 6 44.7 8.8
Colombia 2 12 7 0.0 87.0
Ecuador 89 1 8 0.0 73.0
El Salvador 71 3 7 28.2 32.0
Honduras 7 9 8 21.8 36.1
Mexico 12 8 8 0.0 100.0
Paraguay 71 2 8 22.8 45.5
Peru 12 8 8 33.5 100.0
Uruguay 52 4 8 84.6 100.0
Venezuela 104 1 7 0.0 28.7
Average … 4.3 7.5 26.5 62.6

Source: World Bank (2015).
1 Getting credit, overall ranking. Higher value reflects lower rank.
2 Higher scores measure degree to which collateral and bankruptcy laws protect rights of borrowers and lenders, and thus facilitate lending.
3 Higher scores indicate greater accessibility of credit information.

©International Monetary Fund. Not for Redistribution



290 Banking Sector Spreads and Bank Competition in Peru

The decomposition indicates that effective interest rate spreads (il – id) will increase as bank 
costs (from reserve requirements, operations, provisions, taxes, and deposit insurance) and profits 
increase, and fall with higher amounts of noninterest income.

 System- wide accounting interest rate spread decompositions from 2000–13 are provided in 
Table 17.2, and lead to the following conclusions:

• Operational costs and profits are the two main factors behind effective interest rate margins.
• Effective interest margins increased as the system consolidated and the economy expanded. 

After declining during the financial crisis, margins have returned to about 7½ percent.
• Since 2000, noninterest income has remained around 4½ percent, with a marked decline 

within the last year. This may reflect regulatory pressure to reduce the charges on nonlend-
ing banking services.

• The relative stability of total cost  factors— at around 10–13  percent— hides the fact that 
operational costs have gradually declined from above 7 percent in 2000 to around 4½ per-
cent in 2013.

• Profits and associated tax costs increased until the start of the global financial crisis in 2009, 
partially offsetting operational cost improvements.

• Since 2009, provisions and reserve requirement  costs— reflecting monetary policy decisions— 
have also increased as tax and operational costs moderated.

Interest rate decompositions across various bank subgroupings reveal substantial differences. 
Figures 17.3 and 17.4 graphically present the interest rate decompositions for the total banking 
system, as well as for two separate comparative groupings: (1) the largest three banks (by asset 
size) versus the other banks in the system7 and (2) foreign versus domestic banks. The main 
outcome is that margins and costs of the smaller bank grouping (other) are markedly different 
from the three largest banks:

• Regarding effective interest spreads, smaller banks generally tended to increase their margins, 
reaching a spread of about 12–13 percent. In contrast, the spreads of the largest three banks 

7 The results using a four largest versus smaller bank decomposition are very similar.

TABLE 17.2

Interest Rate Spread Decompositions: Total Banking System

2000 2001 2002 2003 2004 2005 2006 2007 2008 2009 2010 2011 2012 2013

Effective Interest 
Margin

6.9 6.8 7.6 7.5 7.7 6.9 7.1 6.3 6.1 7.5 7.8 7.3 7.6 7.6

Reserve 
Requirements

2.4 2.6 2.1 1.9 1.9 1.6 1.8 1.6 1.8 1.8 1.6 2.1 2.3 2.6

Deposit 
Insurance

0.2 0.2 0.2 0.2 0.1 0.1 0.1 0.1 0.1 0.1 0.1 0.1 0.1 0.1

Operational 
Costs

7.2 5.9 6.0 6.0 5.8 4.8 5.1 4.4 4.1 4.7 4.1 4.6 4.6 4.4

Provisions 5.1 1.4 1.5 1.1 1.0 0.7 0.9 1.1 1.2 1.9 1.5 1.5 1.8 1.7
Profit 0.6 0.7 1.3 2.2 2.6 3.4 3.7 3.8 3.9 4.1 3.8 3.8 3.5 3.3
Taxes 0.2 0.2 0.3 0.8 1.2 1.1 1.3 1.2 1.2 1.3 1.2 1.0 0.9 0.9
Total Cost 

Factors
15.8 11.0 11.5 12.1 12.5 11.7 12.9 12.2 12.2 13.9 12.2 13.1 13.2 12.9

Noninterest 
Income

7.6 4.3 4.7 4.5 4.6 4.6 4.7 4.7 4.9 4.6 3.9 4.2 4.1 3.7

Residual (1.3) 0.1 0.8 (0.1) (0.3) (0.2) (1.2) (1.2) (1.3) (1.7) (0.5) (1.5) (1.5) (1.7)

Source: IMF staff estimates.
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fell to 4.5 percent in 2008–09 before returning to 6 percent by  end- 2013. Outside of the 
2008–09 period, both foreign and domestic banks achieved margins of about 7.5 percent.

• Noninterest margins for domestic banks tended to be 1 percentage point higher than for 
foreign banks. By size, the margins of smaller banks were about ½ percentage point higher 
than those of the three largest banks.

• Smaller banks’ markedly higher expenses (of 15–20 percent) were driven by higher opera-
tional costs (7–8 percent), reserve requirements (2.5–3.5 percent), and provisions 
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Figure 17.3 Peru: Interest Rate Spread Decompositions, 2000–13
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(2–3 percent), with the remainder taken up by profits (2–3 percent). It would appear that 
any operational cost savings these smaller banks achieved since 2007 have been taken up 
by higher provisions and reserve requirements, and offset by lower noninterest margins. 
The largest three banks reported much lower operational costs and provisions than 
smaller banks, while the breakdown and evolution between foreign and domestic banks 
was very similar. Profits for large and foreign banks tend to exceed the profitability of 
small and domestic banks.

0

1

2

3

4

5

6

2000 02 04 06 08 10 12

All banks Top three Other banks Domestic Foreign

0

1

2

3

4

5

2000 02 04 06 08 10 12

0.5

0

1.0

1.5

2.0

2.5

3.0

3.5

4.0

2000 02 04 06 08 10 12
0

0.05

0.10

0.15

0.20

0.25

2000 02 04 06 08 10 12

a. Provisions (Percent) b. Profits (Percent)

c. Reserve Requirements (Percent) d. Deposit Insurance (Percent)

Sources: Data from Peru’s banking supervisory authority (Superintendencia de Bancas, Seguro, y AFP); and IMF staff estimates.
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FINANCIAL STATEMENT ANALYSIS
Financial statement analysis focuses on three key financial ratios.8 These ratios are the RoE, RoA, 
and net interest margin (NIM), each of which can be further decomposed into two separate 
ratios. To assess profitability of the system, it is important to analyze these ratios and their sub-
components to provide insights into banking sector performance and management over time.

• RoE is the ratio between after tax earnings (EAT) and book value of equity (BE). It presents the 
earnings per unit of invested capital, making it a universally comparable indicator for mea-
suring the profitability of investment. RoE consists of three components: (1) tax policy 
(TP = EAT/EBT), (2) financial leverage (LEV = T/BE), and (3) RoA (RoA = EBT/TA). RoA 
changes are often the main cause of changes in a bank’s performance, whereas tax policy and 
leverage effects should be relatively stable.

 RoE = TP × LEV × RoA (17.2)

• A bank’s RoA can be further disaggregated into three components: (1) burden (B = NNIR/TA), 
(2) earning assets ratio (EAR = EA/TA), and (3) NIM (NIM = (IR – IE)/EA). Burden mea-
sures the success in maintaining control over operating costs. It is normal for the bank’s 
burden to have a negative value, since noninterest revenues (NNIR, revenues from fees and 
commissions) are not able to cover all  nonincome- related costs. Earning asset ratios usually 
have a minor role in determining changes in RoA, but are a good indicator for analyzing the 
strategic focus of individual banks. The NIM reveals the net income from investing through 
borrowed funds.

 RoA = B + EAR × NIM (17.3)

• Finally, the NIM can also be decomposed into three variables: (1) return on earning assets 
(REA = IR/EA), (2) cost of liabilities (COL = IE/L), and (3) liabilities to earning assets 
(LEA = L/EA). The return on earning assets directly connects earning assets and interest 
revenue, and is a measure of the average rate of lent funds. COL is an indicator of the 
average price of borrowed capital, while LEA measures the intensity of the bank’s invest-
ment activities.

 NIM = REA − COL × LEA (17.4)

Table 17.3 presents the financial statement analysis for the whole banking system. RoE has 
steadily increased, peaking at 27 percent in 2008 before falling back to 20 percent in 2013. The 
main driver of banking sector profitability has been a greater generation of RoA, which have gone 
from about ½ percent to above 3 percent as the burden of administrative expenses has fallen 
dramatically and as the percentage of assets deployed has increased. However, the peak in RoE 
was strongly influenced by a spike in leverage at the peak of the economic expansion in 2007–08. 
Tax policy effects were actually a drag on profits until 2005, with a notable increase in  after- tax 
earnings in 2011–13. Finally, it appears that NIMs have been relatively  stable— with offsetting 

8 Variables not defined in the text are EBT, earnings before tax; TA, total assets; IR, interest revenue; IE, interest expense; 
and EA, earning assets.
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movements in the cost of funds and return on earning  assets— with a minor improvement in 
investment intensity.

The evolution of financial ratios is markedly different between smaller and larger banks 
(Figures 17.5 and 17.6). The smaller bank grouping generated much larger NIMs, but due to 
a worsening of their administrative burden, they experienced a smaller improvement in their 
RoA.9 Moreover, due to lower use of leverage and an average tax policy effect, the smaller banks 
reported a smaller increase in bank profitability or RoE. Foreign banks also tended to do a 
better job than domestic banks in generating RoA, but have not reduced their administrative 
burden until recently. Thus, until 2008 the RoA for foreign banks was better than domestic 
banks. Since 2008, domestic banks’ RoA have worsened in line with a worsening of their 
administrative burdens. Still, overall profitability or RoE are better for domestic banks due to 
their greater use of leverage.

9 The profit margins from the interest rate decompositions reflect earnings before taxes, and have been scaled by deposits. 
As noted above, financial ratio analysis allows a more precise view on the generation of earnings and profits.

TABLE 17.3

Peru: Financial Statement Analysis of Banking System

2000 2001 2002 2003 2004 2005 2006 2007 2008 2009 2010 2011 2012 2013

Return on 
Equity (TP x 
LEV x RoA)

0.03 0.04 0.08 0.11 0.11 0.21 0.22 0.25 0.27 0.22 0.22 0.22 0.21 0.20

Tax Policy (EAT/
EBT)

0.73 0.76 0.74 0.61 0.54 0.67 0.66 0.68 0.70 0.68 0.68 0.75 0.75 0.73

Financial 
Leverage (TA/E)

10.5 10.3 10.1 9.8 9.6 10.8 10.5 11.4 12.1 9.8 10.5 9.9 10.0 10.3

Return on Assets 
(EBT/TA)

0.00 0.01 0.01 0.02 0.02 0.03 0.03 0.03 0.03 0.03 0.03 0.03 0.03 0.03

RoA (NNIR/TA + 
EA/TA × NIR/EA)

0.00 0.01 0.01 0.02 0.02 0.03 0.03 0.03 0.03 0.03 0.03 0.03 0.03 0.03

Burden (NIR − 
NIE/TA)

−0.03 −0.03 −0.03 −0.03 −0.03 −0.02 −0.02 −0.02 −0.01 −0.02 −0.02 −0.03 −0.03 −0.03

 Earnings- to-
Assets Ratio 
(EA/TA)

0.54 0.59 0.60 0.64 0.65 0.65 0.72 0.76 0.73 0.76 0.67 0.75 0.72 0.72

NIM (IR − IE/EA) 0.07 0.07 0.08 0.08 0.08 0.07 0.07 0.06 0.06 0.07 0.08 0.07 0.08 0.08

NIM (REA − (COL 
x LEA)

0.07 0.07 0.08 0.08 0.08 0.07 0.07 0.06 0.06 0.07 0.08 0.07 0.08 0.08

REA (IR/EA) 0.16 0.14 0.11 0.10 0.10 0.09 0.10 0.09 0.10 0.10 0.09 0.09 0.10 0.10
Cost of Liabilities 

(IE/L)
0.06 0.04 0.02 0.02 0.02 0.02 0.03 0.03 0.03 0.02 0.01 0.02 0.02 0.02

Liabilities to 
Earning Assets 
(L/EA)

1.7 1.5 1.5 1.4 1.4 1.4 1.3 1.2 1.3 1.2 1.4 1.2 1.3 1.3

Source: IMF staff estimates.
Note: COL = cost of liabilities; E = earnings; EA = earning assets; EAT = earnings after tax; EBT= earnings before tax; IE = interest expense; IR =  
interest revenue; L = liabilities; LEA = liabilities to earning assets; LEV = financial leverage: NIE = noninterest expenses; NIM = net interest margin; 
NIR = noninterest revenues; NNIR = net noninterest revenues; REA = return on earning assets; RoA = return on assets; TA = total assets;  
TP = tax policy.

©International Monetary Fund. Not for Redistribution



 Ross and  Peschiera 295

INTEREST RATE REGRESSIONS
Estimation of the interest rate spread panel regressions broadly follows the framework of Espino 
and Carrera (2005). Using monthly data (December 2001 to December 2013) provided by the 
SBS, we estimated the following equation:10

 Spreadit = a + b1NPLit + b2Liqit + b3MRit + b4Costit + b5Shareit + b6IC3t  
  + b7Libort + b8ERt + b9 Inft +et. 

(17.5)

10 All estimations are done using the EVIEWS econometric statistical package, using unbalanced panel data regression 
techniques assuming fixed effects. Robust estimators were calculated using White  cross- sectional seemingly unrelated 
regression model corrections to ensure robust standard errors.
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Figure 17.5 Peru: Financial Statement Analysis, 2000–13
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The dependent variable is the effective interest rate spread (Spread), as defined previously. The 
main explanatory variables reflect credit and market risks, as well as operating and liquidity costs, 
and all should positively affect interest margins. For example, as nonperforming loans (NPL) 
increase, banks would have an incentive to increase margins in order to better reflect actual credit 
risks. Similarly, an increase in the liquidity asset ratio (Liq), calculated as liquidity over total 
assets, represents a lost opportunity cost of undertaking financial intermediation and would 
increase margins. Market risk (MR) is defined as each bank’s disposable investment over its total 
assets, while (Cost) is administrative costs over total assets. Two other variables, market share 
(Share) and the bank concentration ratio (IC3), are also employed in separate regressions to test 
if banks’ market power or concentration in the system have an impact on margins. The general 
assumption is that both variables should increase margins. Additional macroeconomic condition-
ing  variables— the  three- month London interbank offered rate (LIBOR), domestic inflation 
(Inf ), and the nuevo sol–U.S. dollar exchange  rate— are also included.

Table 17.4 presents the two panel regression estimates and results in the following findings:
• The main result is that the key explanatory  variables— credit and market risks, and liquidity 

and operational  costs— are all positive (in line with theory) and highly significant. These are 
the foremost factors behind effective interest rate spreads.

• The coefficient estimate for the bank concentration variable (IC3) is also positive, and 
indicates that for every 1 percentage point increase in  system- wide bank concentration, the 
effective interest rate margin rises by 0.074 percentage points. This estimate is more than 
double the 0.033 estimated coefficient reported by Espino and Carrera (2005) using quar-
terly data from 1995 to 2004.

TABLE 17.4

Interest Spread Regressions

Regression 1 
(Market Share)

Regression 2
(Bank Concentration)

NPLt 0.0955 0.1059
(t) (9.3) (9.6)
LIQt 0.0914 0.1001
(t) (6.8) (7.8)
MRt 0.2012 0.1954
(t) (8.5) (8.4)
COSTt 0.9850 1.0373
(t) (8.4) (9.4)
LIBORt −0.0018 −0.0025
(t) (−6.2) (−6.3)
ERt −0.0001 −0.0001
(t) (−0.8) (−0.5)
INFt −0.0023 −0.0027
(t) (−7.3) (−8.0)
C 0.0625 −0.0073
(t) (5.7) (−0.3)
SHAREt −0.1623 …
(t) (−2.9) …
IC3t … 0.0725
(t) … (2.6)

R2 0.9527 0.9526
Prob (F) 0 0
Number of Banks 15 15
Observations 1,291 1,291

Sources: Peru’s banking supervisory authority (Superintendencia de Bancas, Seguro, 
y AFP); and IMF staff estimates.
Note:  t- statistics are below the estimated coefficients. Robust unrelated regression 
panel- corrrected standard errors methods.
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• The coefficient for an individual bank’s market share, however, is negative and implies that 
for every 1 percentage point increase in a bank’s market share, the effective interest rate 
margin falls by 0.16 percentage points. This result may seem counterintuitive, but stems 
from the fact that the larger banks that have gained market share have been the institutions 
that have experienced lower effective interest rate margins, while the smaller banks that have 
lost market share have increased margins.

• Finally, the results of the macro conditioning variables are somewhat surprising. The 
exchange rate has no impact on  margins— which is unexpected if uncovered interest rate 
parity holds. Also, the LIBOR coefficient, a proxy for the cost of external funding, is nega-
tive (although significant).

CONCLUSIONS
The Peruvian banking system compares very well with other Latin American systems. Banks are 
well capitalized, have ample access to deposit funding sources, and follow prudent provisioning 
policies. Most importantly, the credit delivery system is very healthy. Nevertheless, Peru’s con-
solidation process has resulted in a more concentrated banking system with slightly lower levels 
of foreign participation. An open question is whether an absence of spread reduction for the 
system as a whole reflects a lack of competition in the sector. The panel regressions indicated that 
increases in  system- wide concentration levels did raise spreads, but also implied that banks that 
gained market share ended up lowering effective spreads.

While effective interest rate spreads for the system as a whole have been stable, they have varied 
widely among certain bank groupings. Surprisingly, both interest and noninterest spreads as well 
as the return on  interest- earning assets on a  system- wide basis have remained relatively constant 
throughout Peru’s banking consolidation process and as the economy has rapidly expanded. For 
the most part, banks’ profits rapidly increased due to reductions in personnel and administrative 
expenses. Moreover, a greater deployment of  interest- earning assets and an environment in which 
the cost of funds is lower also helped to bolster profits. Most striking, the experience and behavior 
of smaller banks has been significantly different from that of the three largest banks. The smaller 
banks achieved much higher spreads, and while they also raised profits substantially, they have not 
been able to control costs to the same degree as larger banks. Finally, when split between domestic 
and foreign banks, the differences in outcomes appears much smaller.
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CHAPTER 18

Institutional Frameworks 
for Macroprudential Policy: 
Considerations for Peru

MERCEDES VERA MARTIN

Peru has been a leader in adopting and shaping macroprudential policy in the region. However, the 
underlying institutional framework is relatively informal and involves independent institutions, with 
the objective of achieving financial stability. There is no institution with a clear mandate to conduct 
macroprudential policy, despite its relevance since the 2008–09 global financial crisis. International 
experience with the institutional framework has varied since the crisis, but has included setting up 
committees dedicated to eliminating the institutional boundaries between the central bank and the 
financial regulatory agencies. This chapter tries to apply international experience to the case of Peru 
and sketches out the possible creation of a financial stability council to enhance the effectiveness of 
macroprudential policy and its coordination with other macro policies. Such a council could facilitate 
the integration of macroprudential policies in the policy toolkit, and enhance their complementary role 
with macroeconomic and microprudential policies.

Embedding a macroprudential perspective into the policy framework is one of the lessons of the 
2008–09 global financial crisis. The crisis highlighted the potential force of financial and real 
sector interactions. Macroeconomic policies and microprudential frameworks have limitations in 
identifying and managing systemic risk, as they may fail to identify or appropriately handle 
financial excesses or adverse shocks that pose a risk to the financial system and the economy as a 
whole. Consequently, a number of countries have been reviewing their institutional frameworks 
for financial stability to support developing a macroprudential policy function. The challenge is 
how to put in place a broader framework of macroprudential policy to preserve financial stability 
by assessing and managing systemic risk and its potential amplifying effects in the financial sector 
early on. In some cases, this involves rethinking the appropriate institutional boundaries between 
the central bank and financial regulatory agencies. Macroprudential policy can be a useful ele-
ment of the policy toolkit and complement other macroeconomic policies, mainly to support 
leaning against the wind and dealing with volatile capital inflows in the context of open capital 
accounts (Terrier and others 2011).

A strong institutional framework will facilitate the effective conduct of macroprudential pol-
icy. In principle, effective arrangements that promote preventive actions by the authorities are 
desirable for all countries, although it is important that such arrangements take into account 
country-specific circumstances. Country experiences seem to suggest that complex and frag-
mented institutional structures can create frictions in risk identification and mitigation that can 
reduce the effectiveness of macroprudential policy. Also, to support accountability, it may be 
desirable to identify lead authorities or a policymaking committee to which a mandate and pow-
ers are allocated to conduct macroprudential policy. In general, central banks are well positioned 
to take a leading role given their experience and capacity in risk assessment and the need for 
coordination with monetary policy.
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This chapter suggests ways to enhance coordination for the conduct of macroprudential policy 
in Peru, taking into account recent cross-country experiences. In order to improve systemic risk 
oversight and monitoring, advanced and emerging market countries have been adopting financial 
stability responsibilities, usually through more structured frameworks that outline mandates and 
roles. A formalized institutional framework would facilitate the conduct of macroprudential 
policy to more effectively manage systemic risks and enhance the role of macroprudential policy 
in the policy toolkit. Such structures will need to support effective identification of risks through 
access to information, provide incentives for the timely and effective use of policy tools, and sup-
port coordination across policy while preserving the autonomy of established policy functions.

CONDUCT OF MACROPRUDENTIAL POLICY: 
CURRENT INSTITUTIONAL FRAMEWORK
The Peruvian authorities have been very proactive in implementing macroprudential instruments 
to support financial and macroeconomic stability. The Central Reserve Bank of Peru (Banco 
Central de Reserva del Perú [BCRP]) has used reserve requirements to manage liquidity in the 
financial system, both during the upturn and downturn, and as a complement to the conduct of 
monetary policy. The Superintendency of Banking, Insurance and Private Pension Funds 
(Superintendencia de Bancas, Seguro, y AFP [SBS]) has implemented measures to smooth the 
procyclicality of financial services (through dynamic provisioning since end-2008) and internalize 
foreign exchange credit risks (additional provisions and capital, and limits to the foreign exchange 
derivative position). The SBS has also analyzed interconnectedness of financial institutions. In 
July 2010, the SBS issued regulations to impose additional capital requirements taking into 
account the economic cycle and concentration risks.

In Peru’s current legal framework, financial stability objectives are not explicitly allocated, but 
rather implicitly established in the objectives of the different economic authorities. Responsibility 
for financial stability is not explicitly assigned to any particular institution in the legal or regula-
tory frameworks, but it is clearly a collective goal for the financial authorities, including the 
BCRP, SBS, and the Ministry of the Economy and Finance (MEF). The BCRP has clear involve-
ment in financial stability issues through its mandate to ensure monetary stability (see below), 
and more specifically to ensure the stability of the payment systems, and ultimately through its 
role as a lender of last resort. The SBS, which is the microprudential regulator, is responsible for 
the health of financial institutions and the stability of the financial sector as a whole. The role of 
the MEF in the conduct of macroprudential policy could be seen as more passive during normal 
times and more active during crisis times, as decisions potentially have a fiscal cost.

The BCRP and SBS have clear roles in preserving financial stability—Peru is clearly a case of 
“twin-peaks” in financial stability policy design. Both are constitutionally independent institu-
tions with explicit mandates: the BCRP for preserving monetary stability and the SBS for moni-
toring and supervising financial institutions.

• BCRP. With its objective to preserve monetary stability (Constitution, Article 84), the 
BCRP has as its functions to regulate currency and credit in the financial system, manage 
international reserves, issue currency and coins, and inform the country about financial 
conditions. In addition, the Central Bank Board is in charge of establishing, regulating, and 
modifying reserve requirements of financial institutions and the payment system (Organic 
Law, Article 24.c and d, respectively).

• SBS. The SBS is in charge of monitoring and supervising banking enterprises, insurance 
companies, private pension funds, other deposit-taking institutions, and companies that are 
determined by law (for example, because of relevant linkages to the financial sector) (Article 
87 of the Constitution). In its supervisory responsibilities, the SBS has the objective of 
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protecting the interests of the public in the sphere of the financial and insurance systems 
(Article 345 of the General Law of the Financial System and Private Pension Funds, and 
Organic Law for the Supervision of the Banking Sector and Insurance). Article 347 of the 
same law notes that the SBS is responsible for defending the interests of the public and for 
safeguarding the economic and financial strength of the entities under its control.

On prudential grounds, both institutions oversee the financial sector, providing relevant 
information to the public. The BCRP prepares a financial stability report on a biannual basis 
that discusses recent economic and financial developments, including the challenges and risks 
ahead. The information is processed by the central bank’s financial sector unit, with limited 
participation of SBS staff. The SBS publishes monthly bulletins on balance sheets, income state-
ments, and risk assessments (credit, liquidity, operational) of banking institutions, pension 
funds, microfinance institutions, and insurance companies. Recent efforts by the stock market 
regulator (Superintendencia de Mercado de Valores) to gather corporate sector financial informa-
tion are also valuable.

As a result of the 2008–09 global financial crisis, Peru’s policy coordination has been 
enhanced, but remains voluntary. At the technical level, coordination is currently done through 
a voluntary consultative committee established in 2008 in light of the crisis, with the participa-
tion of the MEF, SBS, and BCRP. Created to manage the effects of the crisis, the committee has 
evolved to discuss other issues that require interinstitutional coordination and is not necessarily 
circumscribed to financial stability. Its biweekly meetings are followed up by a meeting at the 
highest level to discuss policy coordination. This voluntary arrangement hinders establishing an 
overall macroprudential perspective on the policy framework. Decisions seem to be made piece-
meal, which could lead to delays in policy action. The committee has no mandate for financial 
stability and therefore lacks accountability.

The institutional setup could be enhanced to facilitate information sharing, analysis of sys-
temic risks in the economy, and actions and accountability. No specific institution has a clear 
mandate to analyze systemic risk in the economy or the conduct of macroprudential policy. 
Challenges remain in designing macroprudential policy with a broad and systematic perspective 
to ensure an integrated evaluation of financial and economic vulnerabilities and sufficient over-
sight of systemic risks, and to prevent delays in implementing new measures. Greater cooperation 
would facilitate the integration of macroprudential policies in the policy toolkit and enhance the 
complementary role of those policies with macroeconomic and microprudential policies. At a 
more operational level, information sharing could be enhanced to facilitate a better understand-
ing of risks and to establish feedback loops between the financial and real sectors of the economy 
with the aim of better managing plausible sources of systemic risk (that could rise outside the 
regulated financial system). In this context, efforts to enhance understanding of a detailed bal-
ance sheet of the economy with expanded sectoral analysis would help in assessing interconnect-
edness, maturity mismatches, and foreign exchange risks in the context of an economy that is 
still dollarized.1

INTERNATIONAL EXPERIENCE IN ENHANCING 
INSTITUTIONAL FRAMEWORKS
Since the 2008–09 global financial crisis, a number of countries have reviewed their institutional 
frameworks for financial stability to develop the macroprudential policy function. Keeping in 
mind that no universal recipe for the institutional setup exists, and that country-specific features 
need to be accounted for, it is strongly recommended that countries undertake such efforts to 

1 For example, see Lima and others (2005) for a detailed balance sheet analysis for Colombia.
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enhance preventive action. Given the incipient experience, however, the discussion about the 
institutional framework for macroprudential policy is still mostly at the conceptual level, which 
hinders any empirical assessment of the effectiveness of different arrangements.

Efforts have been diverse in scope, from setting up dedicated committees to eliminating insti-
tutional boundaries between the central bank and the financial regulatory agencies. Nier and 
others (2011) summarize recent trends, noting that institutional arrangements are shaped by 
country-specific circumstances, including the initial legal framework, the culture of coordination, 
and the need for accountability. The authors identify seven models according to the degree of 
institutional integration of the central bank and supervisory agencies, the ownership of the mac-
roprudential mandate, the role of the Treasury, the separation of policy decisions and control over 
instruments, and the existence of a separate body coordinating across policies (Table 18.1). 
Together with Iceland and Switzerland, Peru has the least institutional integration between the 
central bank and the financial regulatory functions, with multiple agencies sharing the macropru-
dential mandate and no formal role for the Treasury in macroprudential policy.

Central banks are always represented and often play a leading role. It is desirable for the central 
bank to play an important role in macroprudential policy because of its experience and expertise 
in the assessment of macroeconomic and financial developments, its available resources, and its 
role in ensuring the stability of payment systems and being the lender of last resort (IMF 2011, 
2013, 2014). The spectrum of responsibilities varies depending on the institutional arrange-
ments, ranging from the central bank being responsible for the macroprudential mandate to 
sharing responsibilities with other supervisory institutions.

In practice, there are different institutional arrangements with differing types of involvement 
by the central bank. Some countries where the central bank has regulatory and supervisory pow-
ers have assigned the macroprudential mandate to the central bank (Czech Republic, Ireland, 
New Zealand, Singapore). In other countries (Malaysia, the United Kingdom), macroprudential 
policy is assigned to a committee within the central bank to facilitate coordination with the 
monetary policy mandate, foster an open discussion about different trade-offs, and create dedi-
cated decision-making structures. In still other countries, macroprudential policy is assigned to a 
committee outside the central bank, with the central bank participating in the committee 
(Australia, France, Mexico, the United States).2

Existing and emerging frameworks usually include powers to communicate risk warnings and 
to recommend the adjustment of regulatory instruments. Examples include the ability to issue 
nonbinding recommendations to other authorities—powers extended, for example, to the 
European Systemic Risk Board, the Financial Policy Committee (FPC) in the United Kingdom, 
and the Financial Stability Oversight Council in the United States. Recommendations are often 
subject to a “comply or explain” mechanism, and sometimes strengthened with the ability to 
publish recommendations.

Predictably, powers to set and adjust instruments directly are most common where the mac-
roprudential mandate and control over the instruments fall under the same authority. This is also 
the case when a central bank also serves as financial supervisor. Mechanisms to assign specific 
instruments to a new macroprudential body are also being developed in some cases but remain 
less common. For example, the new UK arrangement envisages the FPC being able to issue bind-
ing directions on specific macroprudential instruments.3 Where responsibility for the operation 

2 In the United States, the Federal Reserve is 1 of the 10 voting members of the Financial Stability Oversight Council but 
is in charge of regulation of the systemically important banks and nonbanks, as designated by the council.
3 Legislation in the United Kingdom called for the Financial Services Authority to be dismantled and a new subsidiary of 
the central bank, called the Prudential Regulatory Authority, to be created to supervise banks and insurers. The central 
bank established the FPC to identify and reduce looming threats to financial stability. The governor chairs the FPC and 
the board of the Prudential Regulatory Authority in addition to his or her traditional duties as head of the central bank 
and the Monetary Policy Committee.
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TABLE 18.1

Stylized Institutional Models for Macroprudential Policy

Features of the Model Model 1 Model 2 Model 3 Model 4 Model 5 Model 6 Model 7 Model R 1

1. Institutional 
integration of central 
bank and supervisory 
agencies

Full (at a central 
bank)

Partial Partial Partial No No (Partial*) No No

2. Ownership of 
macroprudential policy 
mandate

Central bank Committee 
“related” to central 
bank

Independent 
committee

Central bank Multiple agencies Multiple agencies Multiple agencies Committee 
(multinational; 
regional)

3. Role of Ministry of 
Finance/Treasury/
government

No (Active*) Passive Active No Passive Active No Passive (European 
Commission; 
Economic and 
Financial 
Committee)

4. Separation of policy 
decisions and control 
over instruments

No In some areas Yes In some areas No No No Yes

5. Existence of separate 
body coordinating across 
policies

No No No (Yes*) No Yes Yes (de facto**) No No

Examples of specific 
model countries/regions

Czech Republic, 
Ireland (new), 
Singapore*

Malaysia, 
Romania, Thailand, 
United Kingdom 
(new)

Brazil,* France, 
United States

Belgium (new), 
The Netherlands, 
Serbia

Australia Canada, Chile, 
Hong Kong SAR,*  
Korea,** Lebanon 
Mexico

Iceland, Peru 
Switzerland

European Union 
(European 
Systemic Risk 
Board)

Source: Nier and others (2011).
Note: For each model (column), asterisks are used, when necessary, to identify alternative specifications of individual model features. Countries that apply these alternative specifications are identified with the same asterisks in the last 
row of the column.
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of the new macroprudential tools remains ill-defined, clear assignments are needed to facilitate 
the willingness to act.

Well-defined objectives within the chosen institutional framework can help prevent inaction. 
Under the general principle that macroprudential policy should not substitute for policy action 
in other areas, clear objectives enhance the governance structure for the conduct of macropruden-
tial policy and are considered the starting point for a framework that facilitates decision making. 
Clear objectives can also facilitate the allocation of responsibilities and identify the trade-offs in 
the pursuit of financial stability vis-à-vis other policy objectives.

A main challenge is to establish accountability in the absence of an easily measurable metric 
of success. The challenge is often compounded by the presence of multiple agencies in macropru-
dential policymaking that may differ in their primary objective and/or other views. Transparency 
and clear communication of policy decisions to the public are central elements of accountability. 
This is a strategy that could be expanded by including ex ante statements of strategy, publication 
of records of meetings, and annual performance statements with an ex post assessment of policy 
effectiveness. In some cases, there is also accountability to Parliament. The European Union 
establishes accountability for the European Systemic Risk Board to the European Parliament. In 
the United Kingdom, the FPC’s Financial Stability Report is presented to Parliament. The U.S. 
structure combines both strong reporting requirements to Congress and Financial Stability 
Oversight Council members’ obligation to individually attest that they believe that the proper 
actions are being taken to support financial stability.

MOVING FORWARD: ADAPTING THE 
INSTITUTIONAL FRAMEWORK IN PERU
Governance structures for macroprudential policy need to support an alignment of goals, instru-
ments, and know-how as well as operational autonomy from the government. Mandates should be 
realistic and avoid a false sense of precision, given the difficulties in addressing systemic risk. 
Control over instruments should be commensurate with the control of mandates in order to 
enhance accountability. And given the especially long lag between the build-up of systemic risk and 
its materialization, and the political economy of economic booms, operational autonomy from the 
government is important. In this regard, clearly distinguishing between the setups for macropru-
dential policy and for crisis management can reduce the need for strong Treasury involvement.

A formalized institutional setup would facilitate monitoring systemic risks more effectively, 
bring about better design of macroprudential policies in response to evolving financial vulnera-
bilities, and enhance analysis and coordination across institutions. As a starting point, enhancing 
information sharing would facilitate a better and shared understanding of systemic macrofinan-
cial linkages. But it will also be important to adopt a more robust institutional mechanism (see 
below) to ensure a methodical approach to the analysis of systemic risks in the Peruvian economy. 
That analysis should go beyond financial sector surveillance and include potential financial activi-
ties out of the purview of regulations and other plausible sources of systemic risks.

Different configurations for the assignment of the macroprudential policy function among 
agencies will call for different governance arrangements. These will differ in terms of decision 
making, autonomy, and accountability arrangements. The range of the institutional framework 
for macroprudential policy could then be seen as a shared responsibility across agencies, reside in 
a separate macroprudential agency with decentralized implementation, or be the sole responsibil-
ity of the central bank (which may or may not have a separate microprudential regulator).

An institutional arrangement for macroprudential policymaking should strive to be conducive 
to effective mitigation of systemic risk. This involves having a clear objective, providing incentives 
and tools for authorities to take timely action with that objective, supporting accountability and 
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transparency of decisions, and ensuring effective coordination across policy areas that have a bear-
ing on financial stability. The authorities will need to take into consideration that the analysis 
underlying macroprudential policy shares characteristics with analysis used for microprudential 
policy (to understand the risks of systemically important institutions), and for monetary and fis-
cal policy (to understand the implications of different financial structures). Some aspects of the 
analytical underpinning macroprudential policy, however, are also specific to the task, such as 
issues of financial interconnectedness.

Enhancing Coordination

Given the current legal framework, a possible step would be to form a macroprudential or finan-
cial stability council. The council could institutionalize the current informal setting, go beyond 
individuals’ willingness to coordinate, and fit with the structure of having multiple bodies with a 
financial stability mandate.4 A financial stability council should go beyond its “key person” and 
voluntary nature, as well as extend its mandate across the political cycle, without jeopardizing the 
operational autonomy and independence of each agency. A key step is to recognize financial 
stability coordination as its sole mandate. Given that decision-making powers would be distrib-
uted among several agencies and have no control over instruments, the council could help coor-
dinate several agencies—such as the central bank, the microprudential regulator, the securities 
market regulator, and the ministry of finance—in the design of macroprudential policy. 
Instruments, however, would remain under the control of individual institutions.

The council could help the authorities raise awareness about potential risks, facilitate 
 consensus-building on the appropriate policy mix, and identify overlaps and gaps in monitoring 
vulnerabilities. It could be the venue for joint analysis and peer pressure. In addition, the council 
would have the advantage of overseeing the potential for regulatory arbitrage, helping to identify 
the most appropriate tools. Europe and the United States have adopted a peer review and recom-
mendation approach that enables members of their councils to retain autonomy over their sphere 
of responsibility. In those instances, in order to make the council operational and form the basis 
for effective coordination while respecting the agencies’ autonomy, recommendations are hard-
ened through a “comply-or-explain” obligation upon recipient of a recommendation, which 
could ultimately be made public.

While helpful at enhancing coordination, the proposed financial stability council also has 
some shortcomings. The council will not have an explicit mandate on financial stability issues 
nor control over instruments, which could result in a lack of accountability and delays in action 
because the council would not have powers to direct members’ actions. However, despite difficul-
ties defining specific objectives for financial stability, the council’s role in clarifying mandates and 
articulating financial stability policy could help enhance financial surveillance. In the search for 
an operational definition of financial stability, countries have considered defining it in terms of 
preconditions (New Zealand), outcomes such as either the absence of problems or smooth func-
tioning (India), robustness to shocks (Norway), or a multidimensional objective (Deutsche 
Bundesbank, United Kingdom).5

Information and analytical expertise relevant to macroprudential policy should be readily 
available to the macroprudential structure. When information is already collected through report-
ing channels (regulatory returns, onsite examinations, or information from payment systems), the 
framework could govern the access rights for the macroprudential authority. The arrangements 
for sharing information are often complex, since they involve confidential and market-sensitive 
information, but clear memoranda of understandings should facilitate cooperation among the 

4 Box 18.1 outlines the terms of reference for a proposed financial stability council in Peru.
5 For details, see Ingves (2011, Box 1).
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different agencies. The council should also have the power to request information directly from 
private firms when relevant information is not readily available to the macroprudential authority 
through other means (for example, foreign exchange exposures of corporates).

The stronger the legal framework that establishes the coordinating committee, the stronger its 
institutional setup. In the case of Mexico, an executive order established the Financial Stability 
Committee (Box 18.2). The Financial Stability Oversight Council in the United States—estab-
lished by Title I of the Dodd-Frank Wall Street Reform and Consumer Protection Act—was 
signed into law by President Barack Obama on July 21, 2010. In Australia, the Council of 
Financial Regulators is the coordinating body for the main financial regulatory agencies. Its setup 
is as an informal body and provides a flexible, low-cost approach to coordination among the main 
financial regulatory agencies. The council is nonstatutory and has no regulatory functions sepa-
rate from those of its members.6

The central bank should play a prominent role in the financial stability council because of its 
role in price stability and as a lender of last resort. Financial stability can affect the macroeco-
nomic environment, with consequences for economic activity, price stability, and the monetary 
policy transmission mechanism. Central banks are the ultimate source of liquidity for the econ-
omy, and an appropriate liquidity provision is also crucial for financial stability. The performance 

6 In September 2008, Australia’s council members released a joint memorandum of understanding (MOU) dealing specifi-
cally with financial crisis management arrangements. The MOU builds on the cooperative arrangements that have been in 
place for a number of years and which have been set out in bilateral MOUs signed between various members of the coun-
cil. The MOUs also establish regular bilateral coordination arrangements that aim, among other things, to ensure close 
consultation and to avoid overlaps and gaps in regulatory coverage. See http://www.rba.gov.au/fin-stability/reg-framework 
/cfr.html.

BOX 18.1. Proposed Terms of Reference for a Financial Stability Council in Peru

Mandate
The mandate of the Financial Stability Council would be surveillance of systemic risk and oversight for the 
stability of the financial system as a whole. The council could clarify the responsibility of financial stability in 
the current regulatory framework and be in charge of coordinating the design of macroprudential policies 
over the medium term. Earlier crises have shown that there is a need not only to “do more of the same,” but 
also to address new questions and challenges that are constantly emerging.

Responsibilities
The council’s responsibilities would include (1) monitoring systemic risk in the economy by analyzing the 
procyclicality of financial services and interconnectedness of the economy as a whole; (2)  identifying 
vulnerabilities that could pose systemic risks; (3) monitoring changes in the condition of sectoral balance 
sheets (including corporates and households) and developments in credit and asset markets, all of which 
have the potential to affect the level and distribution of systemic risk within the economy; (4) designing early 
warning systems for systemic risk and incorporating economy-wide stress-testing analysis; (5) coordinating 
macroprudential policy with macroeconomic and microprudential policies; and (6) determining new data 
requirements for the analysis of systemic risks, while serving as a forum for information and data sharing 
among institutions.

Structure
The council would be a consultative (nonexecutive) committee with representatives at the highest level—
including the finance minister, the president of the Central Reserve Bank of Peru, the director of the 
Superintendency of Banking, Insurance and Private Pension Funds, and the president of the Stock Market 
Superintendency. The council would be supported by a technical committee with meetings held on a 
biweekly basis. Recommendations would be considered and eventually implemented by the competent 
institutions.

Source: IMF (2011).
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BOX 18.2. From Coordination to a Fully Integrated Macroprudential Framework

Mexico: Enhancing Coordination
Origin: Mexico’s financial stability council is a consultative committee responsible for the assessment, analysis, 
and institutional coordination of financial stability issues.
Objective: Promote financial stability, prevent disruptions in the functioning of the financial system, and, 
when such disruptions occur, minimize their impact. The council is in charge of identifying conditions that 
could jeopardize the adequate functioning of the financial system and the country’s economic development, 
as well as proposing policies and solutions to address such situations. The council is required to respect the 
independence of each of its institutional members.
Functions: (1) Identify potential risks to financial stability and recommend and coordinate policies, measures, 
or actions that need to be undertaken by the institutions that are represented on the council; (2) act as a 
consultative organ for the executive on topics related to financial stability; (3) prepare an annual report on 
financial stability that includes a diagnosis by the council and presents the activities it has undertaken; and 
(4) conduct any necessary actions to reach its main objectives.
Structure: The council is led by the finance minister, and its other members are the deputy finance minister, 
Bank of Mexico governor, three central bank deputy governors, and the heads of the securities and banking 
regulator (Comisión Nacional Bancaria y de Valores), insurance regulator (Comision Nacional de Seguros y 
Fianzas), pension regulator (Comisión Nacional del Sistema de Ahorro para el Retiro), and deposit insurance 
agency (Instituto para la Protección al Ahorro Bancario). With regular quarterly meetings, the council can also 
invite individuals from public and private institutions (under confidentiality agreements).
Technical committee: The council is supported by a technical committee responsible for proposals and 
recommendations on issues of financial stability or crisis resolution. For that purpose, the technical 
committee gathers all economic and financial information required for the analysis and assessment of 
financial stability.
Working groups: The council has created four working groups to (1) standardize and gather information on 
relevant issues related to monitoring financial stability, (2)  establish a framework to identify financial 
vulnerability, (3) design the metrics and methodologies for systemic risk measurement, and (4) ensure that 
financial market participants access sufficient and relevant information for decision making and present an 
annual report on financial sector stability.

United Kingdom: Toward an Integrated System
Origin: The 2009 Banking Act gave the Bank of England (BoE) a statutory financial stability objective and 
created a new Financial Stability Committee (FSC) to advise on and monitor the nature and implementation 
of the BoE’s financial stability strategy. The BoE then became responsible for microprudential and 
macroprudential regulation to avoid gaps in responsibilities and regulatory powers. This architecture ensures 
that macroprudential regulation is coordinated effectively with the prudential regulation of individual firms.
Functions: The FSC controls macroprudential tools to ensure that systemic risks to financial stability are dealt with.
Structure: The majority of the FSC’s members are BoE executives who bring the expertise and understanding 
of the financial system that only a central bank can provide. The current governor and deputy governors for 
financial stability and monetary policy are joined by a new deputy governor for prudential regulation, as well 
as two other BoE executives. The FSC also includes external members to ensure a wider perspective, including 
representatives from other regulatory bodies and from the markets themselves.
Accountability: The FSC is designed as a transparent and accountable institution with appropriate lines of 
accountability into the Court of Directors of the BoE and the Treasury, as well as broader accountability to 
Parliament.
Prudential regulation: A subsidiary of the BoE—the Prudential Regulation Authority—is responsible for 
prudential regulation of all deposit-taking institutions, insurers, and investment banks. The Prudential 
Regulation Authority has a board chaired by the governor of the BoE and a chief executive who is also the 
deputy governor for prudential regulation.
Coordination: The FSC is able, within the remit of macroprudential policy, to require the Prudential Regulation 
Authority to take regulatory action with respect to all firms. It may also suggest amendments to rules to make 
the system more resilient. The FSC can also exercise similar macroprudential controls over the new consumer 
protection and markets authority in the context of macroprudential tools.

Source: IMF (2011).
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of the monetary policy functions provides the central bank with a macroeconomic focus and an 
understanding of financial market functioning and infrastructure that are needed for macropru-
dential policy. Placing the monitoring and management of systemic risks at the central bank 
would benefit the analysis through important synergies, given the central banks’ comparative 
advantage in understanding feedback loops between the financial sector and the real economy. 
However, safeguards need to be in place to ensure the autonomy of the central bank in the con-
duct of monetary policy.

The participation of the MEF in the financial stability council needs to be safeguarded to 
avoid pressures from the political cycle. The MEF’s involvement in the council would reflect the 
role of the ministry in crisis resolution, given its responsibility for the use of public funds. It thus 
needs to have a role in the preamble of designing prudential policy. Finance ministries are often 
involved in setting objectives and priorities for macroprudential policy, and have an important 
role if changes in legislation are expected to be needed to mitigate systemic risk (for example, with 
respect to expanding the perimeter of regulation). However, mechanisms to isolate the macropru-
dential policy framework from pressures linked to the political cycle are important, especially 
because of the asymmetry between the visibility and time profile of costs and benefits of macro-
prudential policy. The costs of macroprudential measures (restrictions on certain activities) are 
felt immediately, whereas benefits (lower incidence of financial stress) accrue over the longer term 
and are hard to measure.

The SBS brings the expertise of the microprudential regulator, with a clear advantage in terms 
of instrument design and interconnectedness—the cross-sectional dimension of systemic risks. 
While analysis and decision making can be centralized in a council, implementation cannot. 
Separate macroprudential policy instruments do not exist in significant scale or reach, and imple-
mentation must use instruments primarily assigned to other policy objectives. In this regard, the 
settings for the relevant microprudential instruments can be supplemented by an additional 
macroprudential overlay, and the SBS has control over numerous instruments. For example, the 
SBS has worked on interconnectedness, and the measures requesting additional capital require-
ments take into account this element (via concentration risks and size).

The involvement of Peru’s stock market regulator (the Superintendencia de Mercado de Valores) 
is more related to structural aspects of macroprudential policy. Many of the tools deployed by 
securities market regulators (such as product disclosure, settlement arrangements, and market 
access rights) are likely to be relevant to macrofinancial stability policy objectives. Further, securi-
ties markets often span the regulatory perimeter, while the corporate sector can also become a 
source of systemic risk, as seen in Brazil and Mexico in the wake of the 2008–09 financial crisis.

CONCLUSIONS
Formalizing an institutional setup for macroprudential policy in Peru could enhance the regular 
analysis of systemic risks in the economy and facilitate information sharing, actions, and account-
ability. Although Peru has been at the forefront of implementation of macroprudential instru-
ments, the institutional framework is relatively informal and involves independent institutions 
with a general mandate for financial stability. The setup lacks clear mandates on macroprudential 
policy, and could be prone to inaction. A financial stability council could facilitate the integration 
of macroprudential policies in the policy toolkit and enhance their complementary role with 
macroeconomic and microprudential policies.

A council could help the authorities form a consolidated appreciation of systemic risks, foster 
consensus on the appropriate policy mix, and identify and monitor vulnerabilities. It could also 
help the authorities identify overlaps and gaps in monitoring vulnerabilities. Information and 
analytical expertise relevant to macroprudential policy should be readily available to the 
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macroprudential structure. The central bank needs to play a prominent role in the financial 
stability council because of its central role in price stability and as a lender of last resort. The 
participation of the MEF in the council would need to be protected to avoid pressures from the 
political cycle.
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CHAPTER 19

Trade Evolution and Policy Challenges

YU CHING WONG

Peru has been experiencing high and stable economic growth since the  mid- 2000s, largely underpinned 
by prudent macroeconomic management and favorable terms of trade. Buoyant commodity prices, 
especially for copper and gold, have benefited Peru both in terms of expanding exports and attracting 
 mineral- related foreign direct investment (FDI). Greater diversification of products and trading part-
ner concentration could go a long way toward reducing Peru’s exposure to commodity  boom- and-bust 
cycles and help put economic growth firmly on a sustainable path.

Peru’s trade openness has risen significantly over the past decade. Trade  openness— measured as 
the ratio of the sum of exports and imports to  GDP— increased to 47 percent of GDP in 2011, 
a significant increase from the 27 percent level in 2002. This upward trend in trade openness was 
underpinned by an expansion of exports, which increased seven times in nominal terms during 
2000–11, on the back of the global commodity price boom. The international price of copper— 
one of the country’s key  exports— rose by nearly 400 percent from 2000–11. Imports as a share 
of GDP also surged rapidly during 2007–08, fueled by buoyant domestic demand and 
FDI inflows. Peru’s exports and imports contracted sharply during the global financial crisis in 
2008–09, with a negative  terms- of-trade shock of about 17 percent. However, by 2011, Peru’s 
 trade- to-GDP ratio had largely recovered to the precrisis peak. Trade liberalization and the estab-
lishment of free trade agreements with its key trading partners have also helped increase Peru’s 
trade openness.1 Among the LA6 economies,2 Peru achieved the largest gain in trade openness 
during the 2000–11 period, emerging as the third most open economy to trade in 2011 
(Figure 19.1).3

Higher openness was accompanied by a rising share in world trade. The share of Peru’s exports 
in world exports increased from 0.11 percent in 2000 to 0.28 percent in 2011. This represented 
an expansion of about 2½ times, and was larger than any other LA6 economy (as a group, the 
LA6 increased on average by 1½ times during the same period). At the same time, the share of 

This chapter was originally included as part of the Selected Issues paper of the IMF’s 2013 Article IV Consultation in 
Peru and is based on data up to 2011. Although the chapter remains valid as an analysis of the behavior of Peruvian 
exports during the commodity price boom, the commodity cycle has come to an end and export prices, compared to 
2011 averages, have fallen by approximately 23 percent, led by declines in key export prices such as copper (–40 percent) 
and gold (–20 percent). In addition, several trading partners (particularly other emerging markets) have weakened, affect-
ing nontraditional exports. These developments have led to a deterioration of Peru’s trade accounts since 2011.
1 At present, Peru has 10 bilateral free trade agreements with Canada, Chile, China, Cuba, Mexico, Panama, Singapore, 
Korea, Thailand, and the United States, and regional agreements with the European Free Trade Association, Andean 
Community, European Union, and Southern Cone Common Market. Several other free trade agreements (including with 
the  Trans- Pacific Partnership) are in the pipeline, about to enter into force, or being negotiated.
2  The LA6 are Brazil, Chile, Colombia, Mexico, Peru, and Uruguay.
3 Some of the recent gain in trade openness could be viewed as reversing a previous decline. Peru’s trade represented 
34 percent of GDP in the early 1980s but declined thereafter to around 14 percent of GDP in 1987–89, a level below 
comparator countries. Structural impediments appear to be the major constraints to increasing trade, including limited 
investment outside of the mining and gas sectors, high logistics costs, and  transportation- related problems (IMF 2004).
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Peru’s imports almost doubled from 0.12 percent of world imports in 2000 to 0.22 percent in 
2011, a pace of expansion that topped LA6 economies during the period (Figure 19.2).

Peru has gained world market share in mineral products since the  mid- 2000s. Its exports of 
nonferrous metals and ores expanded rapidly, reaching an export market share of 2 percent of 
world exports in 2011 (from 1.2 percent in 2000). That figure is still low, however, compared to 
other countries in the region: the shares of Brazil and Chile in world exports of nonferrous metals 
and ores were 5¾ percent and 5½ percent, respectively, in 2011. Peru’s exports of primary com-
modities, while smaller than other large Latin American primary commodity exporters such as 
Brazil (which holds 5  percent of world exports), have also gained world market share, rising 
steadily to about 0.5 percent of world exports in 2011 from about 0.3 percent in the early 2000s. 
However, the rise in Peru’s share of world imports was largely a reflection of the rising demand 
for primary commodities and manufactures (see Figure 19.2).

This chapter provides an overview of the main characteristics of Peru’s trade boom during 
2000–11, with the objective of analyzing some of its principal trends and structural changes. The 
chapter first examines the evolution of Peru’s mining exports during the past decade, which has 
been supported more by the rise in international metal prices than by volume growth, and trends 
toward higher product concentration in mining. The chapter then focuses on Peru’s increasing 
exposure to China through trade linkages and their implications, before turning to some consid-
erations on the merits of greater diversification in trade and economic structure that could help 
reduce vulnerabilities to adverse external shocks to commodity exports.

RIDING THE COMMODITY PRICE BOOM
The mining sector is shaping the pattern of economic development in Peru. The sector’s share of 
GDP has more than doubled from about 5½ percent in 2000 to 12 percent since 2006 at current 
prices. However, while the mining sector has become a larger part of the economy, real growth 
in the sector slowed to an annual average of 2.2 percent from 2006–11 (from 7.2 percent in 
2000–05) (Table 19.1). The GDP share of the agriculture and fishing sector (8.5 percent in 2000 
to 6.9 percent in 2011) and the tertiary sector (62 percent in 2000 to 57 percent in 2011) both 
declined at current prices, while the secondary sector remained at around 24 percent.4 In part due 
to Peru’s rich resource endowment and the positive  terms- of-trade shock, this pattern of eco-
nomic development comes in contrast to many emerging and developing economies, which 
experienced a decline in the share of primary sectors in the process of industrialization as 

4 The secondary sector is comprised of manufacturing, utilities, and construction.
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Figure 19.1 Peru and the LA6: Trade Openness
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 production and employment expanded first to the secondary sector and then to the services sec-
tor as the economy moved up the  value- added chain.

The share of traditional exports increased steadily over 2000–11, reflecting expansion of 
 mining exports. Traditional exports increased by 7½ times in dollar terms during 2000–11 to 
US$36 billion in 2011, representing 77 percent of total exports (20 percent of GDP), up from 
about 70 percent to total exports in 2000. About  three- quarters of the expansion came from the 
growth in mining exports. Nontraditional exports accounted for the remaining 23 percent of 
exports (6 percent of GDP) in 2011 (Figure 19.3).5

5 In Peru’s trade statistics, traditional exports refer to the aggregate category of fishing products (fish oil and fishmeal), 
agricultural products (mainly coffee), mineral products, and petroleum and natural gas. Nontraditional exports are a 
range of newer products that are also mostly  resource- intensive, but with higher value added, including other agriculture, 
textiles, chemicals, and fabricated metal products and machinery.
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Figure 19.2 Peru and the LA6: World Trade Integration

TABLE 19.1

Peru: Real GDP and Mining Sector GDP Growth (Percent change; 
in constant 1994 prices)

1992–99 2000–05 2006–11

Total GDP 4.4 4.0 72
 Of which: Contribution by Mining 0.3 0.4 0.1
Mining GDP 7.3 7.2 2.2
Share of Mining GDP (percent) 4.8 6.2 5.6

Sources: National Statistics Institute; and IMF staff calculations.
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Multiple metal exports have helped reduce vulnerabilities. Mining exports increased 8½ times 
over from 2000 to 2011 and reached US$27 billion in 2011, accounting for 60 percent of total 
exports and 15½ percent of GDP in 2011. Although Peru exports six key metals, the export 
structure has become more concentrated in copper and gold, which account for 23 percent and 
22 percent of total exports, respectively. Gold and copper account for close to 80 percent of 
mineral exports and 12 percent of GDP. The low correlation of gold prices with other metal 
prices has helped reduce somewhat the impact of the negative  terms- of-trade shock.6 During the 
global financial crisis, the decline in the value of copper exports of close to 20  percent in 
 2009— copper prices plummeted by about 20 percent with nearly unchanged export  volume— was 

6 Gold prices continued to rise, despite a decline in other metals prices, during the 2008–09 crisis. This is partly attributed 
to the status of gold as a  safe- haven  asset— gold prices tend to increase in uncertain times or adverse economic conditions.
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Figure 19.3 Peru: Mining Production, Mineral Exports, and Traditional and Nontraditional Exports, 2000–11
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partially offset by an increase in the value of gold exports of 22 percent in 2009 driven by both 
higher prices and volumes (see Figure 19.3).

Export price growth has dwarfed export volume growth in the mining sector. A key feature of 
the rapid expansion in Peru’s mining exports during the past decade was that it was mostly due 
to higher prices and less from higher volume. Metal exports increased by 8½ times in dollar terms 
during 2000–11, with prices contributing 2½ times more than volumes to the growth of export 
values. More specifically, the volume of copper exports increased by less than 2½ times (to 
1.3 million metric tons) against a surge in copper prices of close to 5 times during the period. For 
gold, the volume change was smaller, with an expansion of 57 percent (to 6.4 million troy 
ounces) against the effect of a 5½ times increase in gold prices (see Figure 19.3). Given that global 
metal prices are projected to remain largely flat in the medium term, further growth in the value 
of mining exports would hinge on volume gain through construction of new mines or expansion 
of existing ones.

Although nontraditional exports grew at healthy rates as a result of rising volume, their share 
is still limited due to the booming prices in traditional exports. Nontraditional exports increased 
by five times during 2000–11 to US$10 billion in 2011 (30 percent of total exports or 6 percent 
of GDP). Even though they grew at an average 24 percent per year starting in 2003 (excluding 
the temporary decline in 2009 associated with the global crisis), nontraditional exports remained 
at 5–6  percent of GDP due to the rapid  pick- up in traditional exports with surging mineral 
prices. Two major product  categories— textiles, and agriculture and livestock—continued to 
account for half of total nontraditional exports.

Agricultural exports emerged as the key nontraditional export, surpassing textiles and apparel. 
Exports of agricultural and livestock expanded by an annual average of about 20 percent from 
2000–11, reaching close to 30 percent of total nontraditional exports in 2011 (from less than 
20 percent in 2000). In contrast, textiles and apparel exports increased by an annual average of 
about 10 percent from 2000–11, and their share declined to below 20 percent of total nontradi-
tional exports in 2011 (Figure 19.4). Textile exports accounted for only about US$2 billion or 
4 percent of total exports (1 percent of GDP). These recent trends largely reflect the gain in 
export competitiveness in Peruvian vegetables and fruits, with the notable example of asparagus, 
which has emerged as one of the country’s main nontraditional exports.7 While unfavorable 
exchange rate movements are often cited as one of the factors impeding the growth of the textiles 
and apparel sector, market analysts also highlighted factors such as a shortage of skilled labor, high 
logistics costs, and a lack of brand names as impediments faced by textile and apparel firms in 
further expanding exports.

Export concentration has risen as a result of the commodity price boom. In Peru, the top 
15 export product categories at the  three- digit Standard International Trade Classification (SITC) 
level accounted for more than 80 percent of total exports (Table 19.2). The products are concen-
trated in agriculture, mining, and fuels, in part reflecting commodity price increases, with only 
1 of the top 15 export categories being a manufactured product. This is also consistent with the 
comparative analysis indicating that Peru has a comparative advantage in 15 categories, mostly in 
agricultural and mining products, measured at the SITC  two- digit level (Annex Table 19.1.1). 
Similarly, export concentration increased, indicating declining diversification during the past 
decade, similar to the trend observed in other  primary- commodity exporters among the LA6 
economies (Figure 19.5).8

7 Asparagus exports from Peru totaled US$480 million (0.3 percent of GDP) in 2011. Almost half was exported to the 
United States, with the rest exported mostly to European markets.
8 As measured by the Hirschman Herfindahl index, which is the sum squared of each product in total exports. A country 
with a perfectly diversified export portfolio will have an index close to zero, whereas a country that exports only one 
product will have a value of one.
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TABLE 19.2

Peru: Top Exports by Product, 2005–11

Rank as 
of 2011

Category SITC Product Share of Total Exports Millions of U.S. Dollars

2005 2011 2011

1 Others 971 Gold nonmonetary excluding ore 17.9 21.8 9,931
2 Crude materials 283 Copper ores/concentrates 8.2 17.1 7,800
3 Crude materials 287 Base metal ore/conc nes 12.5 7.9 3,606
4 Nonferrous metals 682 Copper 12.4 7.3 3,326
5 Fuels 334 Heavy petrol/bitum oils 7.7 6.4 2,934
6 Agriculture 081 Animal feed excluding 

unmilled cereals
7.0 4.2 1,902

7 Agriculture 071 Coffee/coffee substitute 1.8 3.5 1,586
8 Fuels 343 Natural gas 0.0 2.8 1,284
9 Crude materials 281 Iron ore/concentrates 1.3 2.2 1,023
10 Agriculture 057 Fruit/nuts, fresh/dried 0.9 1.7 778
11 Miscellaneous manufactures 845 Articles of apparel nes 3.3 1.7 763
12 Crude materials 289 Precious metal ore/conc 0.4 1.6 738
13 Nonferrous metals 686 Zinc 1.2 1.4 623
14 Fuels 333 Petrol/bitum oil, crude 1.1 1.3 574
15 Agriculture 056 Vegetable, roots, and tubers, 

prepared or preserved, nes
1.2 1.1 495

Total 77.0 81.9 37,364

Sources: UN Comtrade; and IMF staff calculations.
Note: nes = not elsewhere specified; SITC = Standard International Trade Classification.
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INCREASING TRADE EXPOSURE TO CHINA
Export concentration by destination has declined slightly since the  mid- 2000s. The top three 
export destinations accounted for 38 percent of the total in 2011, compared to 48 percent of the 
total in 2005. However, Peru, like many other emerging economies, relies more than it did a 
decade ago on China rather than on the United States as both an export market and an 
 import- supplying country. The share of exports to China rose steadily over the past decade to 
15 percent of total exports (3.9 percent of GDP), replacing the United States as the largest single 
 export- country destination for Peru in 2011. Interestingly, the declining share of the United 
States as an export destination (it accounted for close to  one- third of total exports as recently as 
the  mid- 2000s) has contributed to a marginal decline in export concentration by destination 
(Figure 19.6).

Exports to China are also concentrated in a relatively narrow range of products, mainly min-
ing exports. The breakdown in Table 19.3 shows that China is among the top three export des-
tinations in 7 of Peru’s top 15 export categories, covering about 80 percent of Peru’s total exports. 
All export items are mining products. China alone absorbs about 30 percent of Peru’s total copper 
exports (SITC 283 and 682).

However, import concentration by origin increased from 2005 to 2011 due to the rapid 
growth of imports from China. Imports from China grew at an average rate of 30 percent from 

Sources: UN Comtrade; and World Bank, World Integrated Trade Solution database.
Note: Data for 2011 are not available for Uruguay. SITC = Standard International Trade 
Classification.

Figure 19.5 Peru and the LA6: Export Product Concentration
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2001–05 before accelerating to an average of 57 percent during 2006–08 and 2010. By 2011, 
Peru imported a larger share from China and declining shares from neighboring Latin American 
countries (Figure 19.6). For instance, in 2011, imports from China accounted for  three- quarters 
of Peru’s imports of clothing and accessories (SITC 84), 40 percent of imports of textile yarn and 
fabric (SITC 65), and half of imports of telecommunication and sound equipment (SITC 76). 
The rapid gain in import share by China in the apparel sector suggests the intense competition 
faced by Peruvian suppliers, which has implications on production and in turn export 
competitiveness.

Like other Latin America primary exporters, Peru has recovered much faster from the global 
crisis than initially anticipated. The recovery owes much to the stabilizing effects from China as 
an important source of world growth.9 However, while China may remain an important driver 

9 Based on a global vector autoregression model for five large Latin American economies (including Peru),  Cesa- Bianchi 
and others (2011) concluded that the  long- term impact of a Chinese GDP shock on Latin American economies has 
increased by three times since the  mid- 1990s. Winkelried and Saldarriaga (2012) found that about half of the growth 
reported in Latin American countries over 2000–10 can be attributed to direct and indirect multiplier effects induced by 
the growth of China.
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Figure 19.6 Peru: Major Trading Partners
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TABLE 19.3

Peru: Top Exports by Product and by Major Export Destinations, 2011 (Percent)

Rank SITC Category Share of Top Three Export Destinations Herfindahl 
Index

First Second Third

1 971 Gold  non monetary excluding ore Canada 30.9 United States 8.5 European Union 2.9 0.10
2 283 Copper ores/concentrates China 31.0 European Union 28.7 Japan 16.8 0.22
3 287 Base metal ore/conc nes China 28.5 Korea 16.9 European Union 13.9 0.15
4 682 Copper European Union 28.4 China 21.5 Brazil 14.4 0.17
5 334 Heavy petrol/bitum oils United States 42.6 Canada 12.3 Brazil 6.1 0.21
6 081 Animal feed excluding unmilled cereals China 54.8 European Union 14.7 Japan 7.1 0.33
7 071 Coffee/coffee substitute European Union 59.2 United States 23.3 Colombia 4.9 0.41
8 343 Natural gas European Union 37.8 Korea 17.4 Japan 17.3 0.23
9 281 Iron ore/concentrates China 97.8 Japan 2.2 … … 0.96

10 057 Fruit/nuts, fresh/dried European Union 48.8 United States 25.9 Hong Kong SAR 5.2 0.31
11 845 Articles of apparel nes United States 51.7 Venezuela 20.7 European Union 8.2 0.32
12 289 Precious metal ore/conc European Union 36.3 Canada 21.1 China 19.6 0.25
13 686 Zinc European Union 22.2 United States 21.9 China 20.2 0.16
14 333 Petrol/bitum oil, crude United States 56.8 Chile 36.6 … … 0.46
15 056 Vegetables, roots, and tubers, prepared or preserved, nes European Union 47.9 United States 39.5 Brazil 3.9 0.39

Sources: UN Comtrade; and IMF staff calculations.
Note: nes = not elsewhere specified; SITC = Standard International Trade Classification.
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for global growth, the Chinese economy is expected to shift toward slower but more balanced 
growth, relying less on investment. This implies that China’s commodity demand would change 
in terms of quantity and composition. In this context, Peru’s vulnerability to China is not only 
related to a possible slowdown but also to the impact of Chinese demand on global commodity 
prices as development patterns change.

TOWARD GREATER TRADE DIVERSIFICATION: TURNING 
COMMODITY DEPENDENCY INTO A BLESSING
Some regard natural resource endowment as a  curse— what is known as “Dutch disease”—as com-
modity price booms tend to lead to a currency appreciation of the primary commodity exporter, 
which in turn results in crowding out the manufacturing sector.10 The approach taken by other 
primary commodity exporters such as Canada highlights that policy can help reduce the adjust-
ment costs and maximize the benefits arising from commodity booms. More specifically, leaning 
against  commodity- driven movements in the nominal exchange rate to support noncommodity 
exports and domestic producers who face competition from imports would over time result in 
higher wages and inflation, causing the real exchange rate to appreciate and resulting in the same 
competitiveness challenge. On the other hand, measures, such as those that aim to capture more 
value added domestically, increase skills to compete and sustain business investment. Such policies 
can strengthen the benefits of a  resource- rich economy (Bank of Canada 2012).

Greater diversification in products and trading partners could go a long way toward reducing 
risks to commodity  boom- and-bust cycles. Studies have shown that countries with more diversi-
fied production structures tend to have lower volatility of output, consumption, and investment 
and higher resilience to external shocks (Papageorgiou and Spatafora 2012). Trade diversification 
can be achieved across trading partners and products, the latter through the introduction of new 
export products, a more balanced mix of existing exports, or fetching higher prices for existing 
products by upgrading product quality. Bringing about these changes requires upgrading produc-
tion and trade structure to generate more intersector linkages, and increasing value added by 
moving up the value chain, which needs to be supported by infrastructure investments and 
human capacity development.

Higher intraregional and intraindustry trade in Latin America could help to reduce overde-
pendence on China and commodity trade. As a result of historical, institutional, and relative 
endowments and other factors, intraregional trade accounted for less than 15 percent of Latin 
America trade in 2011, compared to 44 percent in Asia and 63 percent in the European Union. 
Preliminary estimates suggest that the share of intraindustry trade in LA6 economies averaged 
0.40 in 2011, with Peru (0.30) at the low end and Mexico (0.53) at the high end (Annex Table 
19.1.2).11 In this context, trade diversification could be brought forward through greater division 
of labor in the production of manufactured goods within the region to meet rising aggregate 
demand from higher regional economic growth, and by increasing exports to the rest of the 
world. The gain in export competitiveness in Peruvian fruits and vegetables is an example of the 
success of diversification by finding niche markets. Efforts to foster FDI inflows in the manufac-
turing sectors over the medium term and to further enhance market access through free trade 
agreements are steps in the right direction.

10 Magud and Sosa (2010) documented that while shocks that trigger foreign exchange inflows appreciate the real 
exchange rate, generate factor reallocation, and reduce manufacturing output and net exports, there is no evidence in the 
literature that Dutch disease reduces overall economic growth.
11 Excluding Uruguay, for which trade data are not available from the UN Commodity Trade database for 2010–11.
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In this regard, the expansion of intraregional and intraindustry trade in Asia through “open 
regionalism” since the  mid- 1980s also provides some examples of how  resource- rich exporting 
countries such as Peru could diversify their production and trade structure. In response to the 
rapid appreciation of the Japanese yen since 1985, the shift of  labor- intensive manufacturing 
operations in Asia via Japanese FDI  outflows— first to the newly industrialized economies, then 
to  resource- rich countries in the Association of Southeast Asian Nations along with  China— resulted 
in accelerated growth of capital goods exports to these host countries, accompanied by the 
imports of consumer and intermediate goods to Japan and other advanced economies. The rise 
of China as “factory Asia” and as the hub of the global  product- sharing network further increased 
 intra regional trade flows. Those flows are also enhanced by  intra industry exchange and vertical 
specialization trade as countries move up the global value chain.12

Diversification and structural transformation often have to be underpinned by reforms and 
policy measures. Other than maintaining prudent macroeconomic  policies— including a strong 
fiscal position and saving some of the mining windfalls—keys to increasing Peru’s export com-
petitiveness include implementing  broad- based microeconomic measures that focus on eliminat-
ing infrastructure bottlenecks, improving the quality of infrastructure, raising educational and 
skill levels, and fostering an efficient business climate for domestic and foreign investors. In this 
context, the compilation of competitiveness indicators such as unit labor cost, labor productivity, 
and wage by sector would facilitate better monitoring of changes in competitiveness. However, 
Papageorgiou and Spatafora (2012) noted that, based on country experiences, it remains an open 
issue to what extent  industry- focused and narrowly targeted measures have historically helped to 
underpin diversification efforts.

CONCLUSIONS
Buoyant commodity prices have benefited Peru both in terms of expanding exports and 
attracting  mineral- related FDI inflows. Nevertheless, trade concentration by product, and to 
a lesser extent by trading partner, has clearly increased with the commodity price boom. 
While nontraditional exports grew at healthy rates, they were outpaced by booming tradi-
tional exports. Like other Latin American primary commodity exporters, Peru has recovered 
much faster from the global crisis than initially anticipated despite the lackluster growth 
recovery in advanced economies. The recovery has been due largely to the stabilizing effects 
of the emergence of China as the main driver of commodity demand and world growth. 
Nevertheless, there is a growing consensus that excessive concentration of exports, particularly 
the concentration in commodities, increases vulnerabilities and could be detrimental to 
 long- term economic development.

Going forward, greater diversification in products and trading partners could go a long way 
toward reducing Peru’s exposure to commodity  boom- and-bust cycles and help put economic 
growth firmly on a sustainable path. In addition to maintaining prudent macroeconomic policies, 
Peru’s efforts to further trade liberalization and enhance market access through free trade agree-
ments are steps in the right direction. The key to consolidating growth over the medium term 
will include further enhancing structural reforms focused on improving the quantity and quality 
of infrastructure, raising educational and skill levels, and fostering an efficient business climate 
for domestic and foreign investors.

12 Intraindustry trade in Asia increased from about 0.35 in 1992 to about 0.46 in 2005 (IMF 2011).
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ANNEX TABLE 19.1.1

Peru: Revealed Comparative Advantage, 1995, 2000, 2005, and 2011

SITC Category 1995 2000 2005 2011

00 Live animals except fish 0.2 0.2 0.2 0.1
01 Meat and preparations 0.0 0.0 0.0 0.0
02 Dairy products and eggs 0.1 0.1 0.6 0.5
03 Fish/shellfish/etc. 4.2 3.4 2.7 3.4
04 Cereals/cereal preparation 0.1 0.3 0.4 0.4
05 Vegetables and fruit 2.2 3.4 3.3 3.5
06 Sugar/sugar prep/honey 1.5 1.3 0.5 0.4
07 Coffee/tea/cocoa/spices 9.1 8.2 6.0 7.2
08 Animal feed ex unml cer 32.5 40.9 23.6 10.2
09 Miscellaneous food products 0.4 0.4 0.3 0.3
11 Beverages 0.0 0.1 0.1 0.1
12 Tobacco/manufactures 0.0 0.5 0.2 0.1
21 Hide/skin/fur, raw 0.1 0.3 0.3 0.2
22 Oil seeds/oil fruits 0.0 0.1 0.0 0.0
23 Crude/synthetic/reclaimed rubber 0.0 0.0 0.0 0.0
24 Cork and wood 0.2 1.4 1.5 0.8
25 Pulp and waste paper 0.0 0.0 0.0 0.0
26 Textile fibers 3.1 3.5 1.7 1.1
27 Crude fertilizer/mineral 0.5 0.9 0.5 3.2
28 Metal ores/metal scrap 18.0 14.5 18.4 13.2
29 Crude anim/vegetable mater nes 1.5 1.9 1.1 1.1
32 Coal/coke/briquettes 0.0 0.0 0.0 0.0
33 Petroleum and products 1.1 0.7 0.9 0.7
34 Gas natural/manufactured 0.0 0.0 0.3 2.5
41 Animal oil/fat 30.8 51.3 37.4 19.7
42 Fixed vegetable oils/fats 0.2 0.2 0.1 0.0
43 Animal/vegetable oils processed 0.2 0.3 0.3 0.1
51 Organic chemicals 0.1 0.1 0.0 0.1
52 Inorganic chemicals 0.9 1.1 1.2 1.3
53 Dyeing/tanning/color mat 0.8 0.8 0.7 1.3
54 Pharmaceutical products 0.2 0.1 0.0 0.0
55 Perfume/cosmetic/cleanser 0.5 0.8 0.7 0.4
56 Manufactured fertilizers 0.0 0.0 0.1 0.1
57 Plastics in nonprimary form 0.0 0.0 0.1 0.1
58 Plastics in nonprimary form 0.0 0.2 0.5 0.7
59 Chem material/prods nes 0.1 0.2 0.2 0.1
61 Leather manufactures 0.1 0.2 0.4 0.3
62 Rubber manufactures nes 0.1 0.4 0.3 0.2
63 Cork/wood manufactures 0.2 0.4 0.3 0.2
64 Paper/paperboard/article 0.1 0.2 0.2 0.3
65 Textile yarn/fabric/art 1.0 0.7 0.4 0.5
66 Nonmetal mineral manufactures 0.2 0.3 0.3 0.2
67 Iron and steel 0.0 0.3 0.1 0.1
68 Nonferrous metals 13.1 11.8 9.1 4.1
69 Metal manufactures nes 0.2 0.2 0.2 0.2
71 Power generating equipment 0.0 0.0 0.0 0.0
72 Industry special machine 0.0 0.1 0.1 0.1
73 Metalworking machinery 0.0 0.0 0.0 0.0
74 Industrial equipment nes 0.0 0.0 0.0 0.0
75 Office/data-processing machines 0.0 0.0 0.0 0.0
76 Telecommunications equipment 0.0 0.1 0.0 0.0
77 Electrical equipment 0.0 0.0 0.0 0.0
78 Road vehicles 0.0 0.0 0.0 0.0
79 Railway/tramway equipment 0.0 0.0 0.0 0.0
81 Building fixtures, etc. 0.0 0.1 0.1 0.1
82 Furniture/furnishings 0.0 0.1 0.1 0.1
83 Travel goods/handbags/etc. 0.0 0.1 0.1 0.1
84 Apparel/clothing/access 1.1 2.3 2.2 1.4
85 Footwear 0.0 0.1 0.1 0.1
87 Scientific instruments 0.0 0.0 0.0 0.0
89 Misc manufactures nes 0.6 0.4 0.5 0.2
97 Gold nonmonetary excluding ore 20.6 49.2 50.7 17.3

Sources: UN Comtrade; and World Bank, World Integrated Trade Solution database.
Note: Revealed Comparative Advantage RCA = (Xij / Xit) / (Xnj / Xnt) where X represents exports, i is a country, j is a commodity (or 
industry), t is a set of commodities (or industries), and n is a set of countries. If RCA > 1 (RCA < 1), the country is said to have a 
comparative advantage (disadvantage) in the commodity/industry. nes = not elsewhere specified; SITC = Standard International 
Trade Classification.

ANNEX 19.1
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ANNEX TABLE 19.1.2

Intraindustry Trade Index for Peru, Brazil, Chile, Colombia, and Mexico, 2011

SITC Category Peru Brazil Chile Colombia Mexico

00 Live animals except fish 0.7 0.1 0.9 0.4 0.3
01 Meat and preparations 0.2 0.0 1.0 0.4 0.4
02 Dairy products and eggs 0.9 0.5 0.7 0.2 0.2
03 Fish/shellfish/etc. 0.2 0.3 0.1 0.8 0.7
04 Cereals/cereal preparation 0.2 0.9 0.6 0.1 0.4
05 Vegetables and fruit 0.2 0.7 0.1 0.7 0.3
06 Sugar/sugar prep/honey 0.4 0.0 0.2 0.3 0.7
07 Coffee/tea/cocoa/spices 0.1 0.1 0.6 0.2 0.7
08 Animal feed ex unml cer 0.4 0.1 0.8 0.1 0.2
09 Miscellaneous food products 0.3 0.9 0.8 0.6 0.9
11 Beverages 0.5 0.3 0.2 0.4 0.4
12 Tobacco/manufactures 0.5 0.0 0.5 0.9 0.7
21 Hide/skin/fur, raw 0.0 0.5 0.0 0.1 0.3
22 Oil seeds/oil fruits 0.0 0.0 0.7 0.1 0.0
23 Crude/synthetic/reclaimed rubber 0.0 0.4 0.0 0.0 0.8
24 Cork and wood 0.5 0.1 0.0 1.0 0.3
25 Pulp and waste paper 0.1 0.1 0.0 0.0 0.1
26 Textile fibers 0.6 0.5 0.4 0.1 0.4
27 Crude fertilizer/mineral 0.4 0.9 0.6 0.4 0.9
28 Metal ores/metal scrap 0.0 0.1 0.1 0.1 0.5
29 Crude animal/vegetable matter nes 0.6 0.7 0.4 0.1 0.5
32 Coal/coke/briquettes 0.3 0.0 0.0 0.0 0.1
33 Petroleum and products 0.8 0.9 0.1 0.2 0.7
34 Gas natural/manufactured 0.0 0.0 0.0 0.1 0.0
35 Electric current 0.2 0.1 0.0 0.0 0.3
41 Animal oil/fat 0.2 0.5 1.0 0.0 0.1
42 Fixed vegetable oils/fats 0.0 0.6 0.6 0.7 0.2
43 Animal/vegetable oils processed 0.5 0.7 0.1 0.8 0.3
51 Organic chemicals 0.3 0.7 0.5 0.2 0.4
52 Inorganic chemicals 0.9 0.7 0.8 0.5 0.7
53 Dyeing/tanning/color materials 0.9 0.5 0.2 0.7 0.5
54 Pharmaceutical products 0.1 0.4 0.3 0.4 0.6
55 Perfume/cosmetic/cleanser 0.5 1.0 0.2 1.0 0.9
56 Manufactured fertilizers 0.1 0.1 0.9 0.2 0.2
57 Plastics in primary form 0.1 0.7 0.3 0.8 0.5
58 Plastics in nonprimary form 0.8 0.7 0.7 0.8 0.4
59 Chemical material/products nes 0.2 0.5 0.4 0.5 0.4
61 Leather manufactures 0.7 0.0 1.0 0.2 0.8
62 Rubber manufactures nes 0.3 0.8 0.4 0.3 0.5
63 Cork/wood manufactures 0.4 0.3 0.4 0.2 0.4
64 Paper/paperboard/article 0.4 0.9 0.9 0.9 0.5
65 Textile yarn/fabric/art 0.6 0.4 0.3 0.5 0.5
66 Nonmetal mineral manufactures 0.6 1.0 0.2 1.0 1.0
67 Iron and steel 0.1 0.6 0.5 0.6 0.7
68 Nonferrous metals 0.1 0.8 0.0 0.3 1.0
69 Metal manufactures nes 0.3 0.8 0.5 0.4 0.7
71 Power-generating equipment 0.1 0.8 0.1 0.1 1.0
72 Industry special machine 0.1 0.8 0.2 0.1 0.7
73 Metalworking machinery 0.0 0.2 0.1 0.0 0.2
74 Industrial equipment nes 0.1 0.5 0.2 0.1 0.8
75 Office/data-processing machines 0.0 0.1 0.1 0.0 0.9
76 Telecommunications equipment 0.0 0.2 0.1 0.0 0.9
77 Electrical equipment 0.1 0.3 0.2 0.4 0.9
78 Road vehicles 0.0 0.7 0.2 0.1 0.6
79 Railway/tramway equipment 0.6 0.7 0.2 0.0 0.8
81 Building fixtures, etc. 0.3 0.7 0.2 0.8 0.6
82 Furniture/furnishings 0.3 0.9 0.2 0.8 0.6
83 Travel goods/handbags/etc. 0.2 0.1 0.3 0.5 0.3
84 Apparel/clothing/accessories 0.5 0.2 0.3 1.0 0.7
85 Footwear 0.2 0.5 0.3 0.2 0.8
87 Scientific instruments 0.1 0.3 0.1 0.1 1.0
88 Photographic equipment/clocks 0.0 0.2 0.2 0.0 0.6
89 Miscellaneous manufactures nes 0.6 0.5 0.4 0.5 0.7
96 Coin nongold  noncurrent 0.0 0.0 0.0 1.0 0.1
97 Gold nonmonetary excluding ore 0.0 0.0 0.0 0.0 0.1

Sources: UN Comtrade; and IMF staff calculations.
Note: Measured by Grubel-Lloyd Index: IITi = ((Exporti+ Importi) - |Exporti - Importi|)/(Exporti + Importi), where 0 ≤ IITi ≤ 1. If IITi = 1 
there is only intraindustry trade; conversely, if IITi = 0, there is only interindustry trade.

0 ≤ IITi < 0.5
0.5 ≤ IITi < 1.0
IITi = 1

nes = not elsewhere specified; SITC = Standard International Trade Classification.
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CHAPTER 20

Drivers of Peru’s Equilibrium Real 
Exchange Rate: Is the Nuevo Sol a 
Commodity Currency?

MELESSE TASHU

This chapter tests the hypothesis of “commodity currency” on the nuevo sol and identifies the drivers of 
Peru’s equilibrium real exchange rate using cointegration analysis. The results show that export commod-
ity prices do not have a statistically significant impact on Peru’s real effective exchange rate (REER), 
suggesting that the nuevo sol is not a commodity currency. Large profit repatriation and foreign exchange 
intervention have effectively insulated Peru’s real exchange rate from the impact of commodity price 
shocks. The results suggest that Peru’s equilibrium real exchange rate is driven by relative productivity 
and government consumption and that the real exchange rate is broadly in line with fundamentals.

Because the real exchange rate is the relative price of tradable and nontradable goods in an 
economy, determining whether that rate is in line with the equilibrium level is important to 
efficiently allocate resources between the tradable and nontradable sectors.1 A misaligned real 
exchange  rate— that is, a real exchange rate that deviates substantially from the equilibrium 
 level— could create large macroeconomic imbalances and distort incentives and allocation of 
resources by sending wrong signals to economic agents.

Although the equilibrium real exchange rate is an unobservable variable, economic theory 
suggests that it is driven by such observable economic fundamentals as the terms of trade (or the 
real prices of key export commodities for  commodity- dependent economies), productivity of 
tradables relative to nontradables, government consumption, and the net foreign asset position. 
For  commodity- dependent economies like Peru, in particular, the equilibrium real exchange rate 
is conjectured to be primarily determined by the real prices of export commodities such that the 
currencies of these countries are commonly referred to as “commodity currencies” (Bodart, 
Cabdelon, and Carpantier 2012; Cashin, Cespedes, and Sahay 2004; Chen and Rogoff 2003).

The essential step in estimating the equilibrium real exchange rate is establishing an econo-
metric relationship between the real exchange rate and the fundamentals, which is the main 
objective of this chapter. In particular, the chapter aims to test whether Peru’s real exchange rate 
is primarily determined by the real prices of key export commodities, as the “commodity cur-
rency” hypothesis would suggest. To achieve this objective, the chapter employs the Johansen 
cointegration method. Robustness of the results is tested with various specifications, including 
alternative definitions of the real exchange rate and real commodity prices, varying sample sizes, 
and alternative methodologies.

The chapter also attempts to estimate the path of the notional equilibrium real exchange rate 
using the estimated  long-term cointegration relationship between the real exchange rate and the 
fundamentals. The equilibrium real exchange rate estimated here, however, does not have a 

1 The terms “real exchange rate” and “real effective exchange rate” are used interchangeably in this chapter. Both terms 
refer to the exchange rate of the nuevo sol against a basket of currencies of major trading partner countries adjusted for 
price differentials between Peru and trading partner countries.
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normative implication, as it does not necessarily imply optimality from a welfare perspective. A 
normative assessment of the equilibrium real exchange rate requires making judgments on the 
optimality of the values of the fundamentals, which is beyond the scope of this chapter.

THEORETICAL FRAMEWORK
Attempts to model the equilibrium real exchange rate go back to purchasing power parity theory, 
which states in its absolute form that the exchange rate between currencies of two countries is 
simply given by the relative price levels expressed in the same currency (that is, generalization of 
the law of one price). In its relative form, purchasing power parity theory asserts that the percent-
age change in the exchange rate between two currencies is determined by the inflation differential 
between the corresponding countries. In its weakest form, the purchasing power parity hypoth-
esis requires deviations from the purchasing power parity real exchange rate to eventually die out 
and the real exchange rate to be stable, exhibiting a stationary or mean reverting property in the 
long term (Astorga 2012; Rogoff 1996). If this were true, the equilibrium real exchange rate 
would be constant and could be represented by the  long- term or purchasing power parity real 
exchange rate. However, the purchasing power parity hypothesis received very little empirical 
support, especially in the short term, as most studies show that real exchange rate deviations are 
persistent and the real exchange rate exhibits a unit root process (Astorga 2012; Engel 2000; 
Meese and Rogoff 1983; Rogoff 1996). 

The empirical failure of the theory of purchasing power parity, referred to in the literature as 
the purchasing power parity puzzle, has led to the hypothesis that the equilibrium real exchange 
rate could be  time- varying, driven by real factors or fundamentals. In a seminal paper on the pur-
chasing power parity puzzle, Rogoff (1996) argued that the high  short- term volatility of the real 
exchange rate and the very slow adjustment of shocks to purchasing power parity are so irreconcil-
able that the deviations from purchasing power parity must be accounted for by real factors. Such 
real factors that are hypothesized to drive the equilibrium real exchange rate include the terms of 
trade (or real prices of commodities for  commodity- dependent economies), the relative productiv-
ity of tradables to nontradables, government consumption, and the net foreign asset position 
(Froot and Rogoff, 1995; Montiel, 2007; Ricci, Milesi-Ferretti, and Lee 2013; Rogoff, 1996). 

• Real price of commodities: While the terms of trade are generally used in real exchange rate 
models, the real price index of key export commodities is a more relevant variable for 
 commodity- dependent, small, and open economies. As Chen and Rogoff (2003) indicate, 
aggregate export and import price indices used to construct the terms of trade include goods 
with sluggish nominal price adjustments and incomplete  pass- through, leading to identifi-
cation problems in econometric estimations. On the contrary, world commodity prices are 
purely exogenous for small exporting economies, as they are determined on world markets. 
An increase in commodity prices can lead to wage increases in the commodity sector and 
across the economy, because labor is assumed to be mobile, leading to an increase in the 
relative price of nontradables as the price of tradables is determined in the world market 
and, therefore, to a real exchange rate appreciation (Cashin, Cespedes, and Sahay 2004; 
Chen and Rogoff 2003).

• Relative productivity of tradables to nontradables: According to the  Balassa–Samuelson 
hypothesis (Balassa 1964; Samuelson 1964), an increase in the relative productivity of trad-
ables to nontradables will drive up  economy- wide wages, assuming labor is mobile between 
the two sectors, resulting in a higher relative price of nontradables (that is, a real appreciation).

• Government consumption: Higher government consumption is likely to lead to an apprecia-
tion of the equilibrium real exchange rate, since government consumption tends to fall 

©International Monetary Fund. Not for Redistribution



 Tashu 327

more on nontradables than tradables (Froot and Rogoff 1995; Ricci, Milesi-Ferretti, and 
Lee 2013; Rogoff 1996).

• Net foreign asset liability position: An increase in net foreign liabilities will require a more 
depreciated real exchange rate to generate the trade surplus necessary to service the external 
debt (Ricci, Milesi-Ferretti, and Lee 2013; Rogoff 1996).

EMPIRICAL MODEL AND DATA DESCRIPTION
To test if the nuevo sol is a commodity currency, this chapter follows Chen and Rogoff (2003) 
and Cashin, Cespedes, and Sahay (2004), who specify the REER as a function only of the real 
price of commodities. Given Peru’s reliance on commodity exports, particular metals such as cop-
per and gold,2 the hypothesis of commodity currency expects Peru’s real effective exchange to be 
driven primarily by the real price of export commodities. Hence, the regression model takes the 
following  log- linear form:

LREERt = α0 + α1LRP_COMt + μt , (20.1)

where REER is the REER index, which is a  trade- weighted and  exchange- rate–adjusted ratio of 
domestic to foreign prices; an increase in the REER is an appreciation. For the robustness exer-
cise, the bilateral real exchange rate index vis- à-vis the U.S. dollar is also used. The source of 
REER data is the IMF’s Information Notice System database, and the real exchange rate is con-
structed using data on the bilateral exchange rate and prices from the IMF’s International 
Financial Statistics database.

RP_COM is the real price of export commodities, constructed as the weighted average world 
price indices of copper, gold, lead, and zinc (Peru’s major export metals) deflated by the manu-
facturing export unit value index of advanced economies. Metal price indices are obtained from 
the International Financial Statistics database, and the manufacturing export unit value index is 
from the IMF’s World Economic Outlook database. Other variables include the following: μ is 
the stochastic error term, L is the natural logarithm transformation operator, and t is the time 
index. The nuevo sol would be regarded as a commodity currency if α1 were positive and statisti-
cally significant.

To identify the drivers of the equilibrium REER more generally, equation (20.1) is modified 
by including the remaining fundamentals and is respecified as:

= β + β β + β + β + εLREER LRP L+ βR PROD LGCN LNFL* *βLRP + βR * *+ βLGCN ,t Cβ + βR LRPPRR OMCC t β+ β t t+ βN LNFL t+ β 2 3+ βLPRODtLPROD 4  (20.2)

where

• PROD is relative productivity. The  economy- wide labor productivity of Peru relative to 
 trade- weighted average labor productivity of trading partner countries is used, since data on 
sectoral productivity are not available. The implicit assumption is that productivity growth 
is likely to be biased in favor of the tradable sector, meaning that a country with high growth 
of overall productivity will also exhibit higher productivity growth in the tradable sector 
relative to the nontradable sector. The source of data is Haver Analytics.

• GCN is primary current public sector consumption (spending on wages and salaries and 
goods and services) as a ratio of Peru’s GDP relative to that of trading partner countries. 

2 Metal exports represent about 55 percent of Peru’s total export receipts.
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Only U.S. data are used in the denominator, as consistent time series data are not available 
for most other trading partner countries such as China, Brazil, and Chile. Sources of data 
are the Central Reserve Bank of Peru (Banco Central de Reserva del Perú [BCRP]) and the 
U.S. Bureau of Economic Analysis.

•	 NFL is the stock of net foreign liability at the end of the previous period as a ratio of the 
previous period’s total external trade in goods and services. As alternatives, NFL as a ratio 
of GDP and the cumulative current account balance (as a ratio of trade and GDP) are 
explored. The source of data is the BCRP.

•	  e is the stochastic error term.
•	 All other terms are as defined above.

The sample covers quarterly data for the period 1992–2013. The year 1992 was chosen as the 
beginning of the sample period to avoid potential structural shifts in the real exchange rate data 
due to changes in the currency prior to 1992 and major stabilization efforts realized since then. 
Peru’s current currency, the nuevo sol, was introduced in July 1991 and has been in use since 
then. For the robustness exercise, however, annual data for the sample period 1970–2013 and 
monthly data for the sample period 1992−2013 were also used.

Descriptive analysis of the data shows that Peru’s REER is strongly correlated with relative 
productivity and relative government consumption. On the other hand, the REER does not seem 
to have a discernible correlation with the real commodity price index, and its correlation with net 
foreign liability appears to shift from positive prior to 2007 to negative since 2007 (Annex Figure 
20.1.1c).

ESTIMATION METHOD AND RESULTS
Estimation Method

Examining the data shows that the REER does not seem to exhibit a stationary process, as there is 
visual evidence of drift in the data (Figure 20.1a). The  first difference of the REER, however, 
clearly portrays a stationary process (Figure 20.1b). This observation is supported by the results of 

4.50

4.55

4.60

4.65

4.70

4.75

4.80
a. Level

–0.12

–0.10

–0.08

–0.06

–0.04

–0.02

0

0.02

0.04

0.06

0.08

19
92

:Q
1
93

:Q
3
95

:Q
1
96

:Q
3
98

:Q
1
99

:Q
3

20
01

:Q
1
02

:Q
3
04

:Q
1
05

:Q
3
07

:Q
1
08

:Q
3
10

:Q
1
11

:Q
3
13

:Q
1

19
92

:Q
2
93

:Q
4
95

:Q
2
96

:Q
4
98

:Q
2
99

:Q
4

20
01

:Q
2
02

:Q
4
04

:Q
2
05

:Q
4
07

:Q
2
08

:Q
4
10

:Q
2
11

:Q
4
13

:Q
2

b. First Difference

Sources: IMF, Information Notice System database; and author’s calculations.

Figure 20.1 Peru: Real Effective Exchange Rate
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formal unit root tests, which show that Peru’s REER follows an I(1) process, and unit root tests for 
the fundamentals also show that they are all integrated of order one (Annex Table 20.1.1), imply-
ing that the proper approach for estimating the REER equation is a cointegration analysis. Hence, 
the Johansen cointegration method is used to test and estimate cointegration relationships between 
the REER and the fundamentals. Alternative estimation methods, including the dynamic ordinary 
least squares, the fully modified ordinary least squares, and the  two- stage least squares methods, 
are also explored to test the robustness of the results to changes in estimation methodology.

Is the Nuevo Sol a Commodity Currency?

Results
The estimates below suggest that the real price index of commodities does not explain the behav-
ior of the REER (the number in parenthesis is the  t- value).

LREER COM4.55 0.02* _LRPRR .tR tM  (20.3)

Although Johansen’s trace and maximum eigenvalue tests indicate the presence of cointegra-
tion at the 10 percent level (Annex Table 20.1.2a), the estimated coefficient on LRP_COM is very 
small and not statistically significant, ruling out the null hypothesis of a commodity currency. 
The result is robust to changes in the definition of the real exchange rate (using the bilateral real 
exchange rate against the U.S. dollar real exchange rate instead of the REER) and the RP_COM
(using the real price of copper and the terms of trade in place of RP_COM), data frequency (using 
monthly and annual data), estimation method, and sample coverage (Table 20.1). In all cases, the 
coefficients are positive as expected, but not statistically significant.

The test for linear cointegration in the annual sample yielded no cointegration with coefficients 
sensitive to changes in specification. Because this might be due to potential structural breaks 
(regime shifts) due to significant turbulence in the Peruvian economy in the 1980s (including 
hyperinflation and changes in currency), a  Gregory- Hansen (1996) cointegration test with a 
regime shift was used to test for evidence of a nonlinear cointegration between the REER and 
RP_COM. The result shows evidence of nonlinear cointegration with a regime shift in 1987 at the 
10 percent level (Annex Table 20.1.3a). Following this result, a dummy was created for this struc-
tural shift and the nonlinear cointegration relationship was estimated using fully modified ordinary 
least squares with LRP_COM and LRP_COM interacted with a dummy for a structural shift on 
the  right- hand side. The estimated coefficients were –0.26 for LRP_COM and 0.27 for LRP_COM 
interacted with a dummy with a net elasticity of 0.01 after the structural shift, that is, for the period 
1987−2013. This is comparable to the sample period of the monthly and quarterly frequency data. 
Both coefficients were statistically significant, but a Wald restriction test for the sum of the coef-
ficients equals zero could not be rejected at any level of significance (Annex Table 20.1.4c).

(0.793)

TABLE 20.1

Real Exchange Rate and Commodity Prices: Alternative Specifications

Alternative Specification Coefficient  T- value

Dynamic Ordinary Least Squares 0.03 1.21
Fully Modified Ordinary Least Squares 0.02 0.43
Bilateral Real Exchange Rate as Dependent Variable 0.05 0.87
Real Price of Copper 0.02 0.73
Terms of Trade 0.04 0.41
Monthly Data: 1992–2013 0.03 1.17
Annual Data: 1970–2013 0.01 0.11

Source: Author’s calculations.
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Possible Explanations for Why the Nuevo Sol May Not Be a Commodity Currency
Although most similar studies on other  commodity- dependent economies find evidence of 
 commodity currency, Peru was one of the few countries with no such evidence in Cashin, 
Cespedes, and Sahay (2004) (Annex Table 20.1.5). The absence of a statistically significant 
 long- term relationship between export commodity prices and the REER in an economy that 
relies heavily on commodities for export, and that faced significant positive commodity price 
shocks in the study period, is somewhat puzzling. Potential factors that could have weakened the 
statistical relationship between commodity prices and REER may include large profit repatriation 
and active foreign exchange intervention.

• Profit repatriation: Despite significant price increases for its exports, Peru has run current 
account deficits during most of the past decade, as large profit repatriations more than offset 
trade surpluses (Figure 20.2). The mining sector in Peru is operated by the private sector, 
mostly owned by nonresidents. As a result, most of the profit from the sector is repatriated. 
During 2003−13, the years identified by Adler and Magud (2013) as the commodity income 
windfall period, profit repatriation from Peru amounted to about 6 percent of GDP a year 
on average. This might have weakened the statistical relationship between the commodity 
prices and the REER, since a large part of the commodity price shock might have been leaked 
as profit repatriation without having a significant impact on domestic demand. It is true that 
a large part of the repatriated profit has been reinvested in Peru in the mining sector, but the 
investments mostly involve imported machinery with limited impact on domestic demand.

• Active foreign exchange intervention: Peru’s central bank intervenes actively in the foreign 
exchange market with a stated objective of limiting exchange rate volatility to contain the 
risks of financial dollarization. Empirical evidence shows that the BCRP’s foreign exchange 
interventions are successful in containing exchange rate volatility (Tashu 2014). On the 
other hand, Peru has one of the lowest and most stable rates of inflation in the region, 
thanks to an  inflation- targeting framework that has successfully anchored inflation expecta-
tions (Armas, Castillo, and Vega 2014; Armas and Grippa 2005).3 As a result, Peru’s real 

3 Although the  inflation- targeting framework was introduced in 2002, the  monetary- targeting framework, which was in 
place prior to 2002, is also credited with having reduced and stabilized inflation from the hyperinflation of the 1980s.
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Figure 20.2 Real Price of Commodities, Profit Repatriation, and Current Account Balance
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exchange rate is the most stable among financially open large Latin American economies 
(Figure 20.3).

A sustained and sterilized foreign exchange intervention in an  inflation- targeting regime 
appears to have weakened the impact of commodity prices on the real exchange rate.4 To illustrate 
this, consider a positive commodity price shock. In an  inflation- targeting regime, the central 
bank could prevent the inflationary pressure from the commodity windfall income by increasing 
its policy rate, which in turn can lead to an increase in capital inflows. In a freely floating 
exchange rate regime, the capital inflows would have appreciated the nominal, and hence the real, 
exchange rate. The BCRP’s sterilized foreign exchange intervention has, however, limited the 
impact of capital inflows on the exchange rate, effectively insulating the real exchange rate from 
the impact of commodity price shocks.

To test the hypothesis that large profit repatriations and the central bank’s foreign exchange 
interventions could have insulated the REER from the impact of commodity prices, consider a 
specification where the REER depends on commodity prices, profit repatriation in percent of 
GDP (PREP), and net international reserves (NIR) in percent of GDP (NIR_GDP) as a proxy 
for foreign exchange intervention:5

= θ + θ θ + θ + εLREER LRP L+ θR PREP GDPDD* *θLRP + θR * _LNIR .t Cθ + θR LRPPRR OM t θ+ θ t t+ εPP+ θ 2 3+ θLPREPtLPREPP  (20.4)

4 Complementary fiscal policy and the use of reserve requirements have helped the BCRP sustain its sterilized foreign 
exchange interventions without compromising the health of its balance sheet. For instance, about 37½ percent and 
34½ percent of the foreign exchange intervention in 2013 was sterilized by public sector deposits and reserve require-
ments, respectively, and only about 11½ percent of the intervention was sterilized through central bank instruments 
(Rossini, Armas, and Quispe 2014). In this regard, the positive commodity price shock, which increased tax revenues 
from the mineral sector, has helped the Treasury support the central bank’s sterilization effort.
5 The NIR used here excludes valuation effects, so changes in the NIR mostly reflect foreign exchange interventions and other 
measures aimed at containing exchange rate volatility, such as changes in reserve requirements on foreign currency liabilities.
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Profit repatriation (PREP) should lead to a depreciation of the nominal and hence the real 
exchange rate because it increases demand for foreign exchange. As a result, θ2 < 0. The NIR_
GDP is also expected to have a negative relationship with the real exchange rate, as an increase in 
the NIR (foreign exchange purchases by the central bank) and a decrease in the NIR (foreign 
exchange sales by the central bank) should lead to a depreciation and appreciation of the national 
currency, respectively, if successful. Hence, θ3 < 0.

Since changes in commodity prices can also affect the PREP and NIR_GDP, we can specify 
the following equations:

 + ϕLPREP = γ + γEE COMO* LRP tCOMOO_LRPt γPP γ t+ γγ+ γ  (20.5)

 = δ + δ + τLNIR COM* LRPR tCOMt δR _LRPRR t0 1+ δ+ δ  (20.6)

In equation (20.4), the impact of commodity prices on the REER if we were to hold the PREP 
and NIR_GDP constant is θ1. In reality, however, both the PREP and NIR_GDP change when 
commodity prices change. Firms’ profits increase as commodity prices increase, implying γ1 > 0, 
and a positive commodity price shock prompts central bank intervention in the foreign exchange 
market and hence an increase in the NIR, implying δ1 > 0. As a result, the net impact of com-
modity prices on the REER is given by θ1 + θ2 * γ1 + θ3 ∗ δ1), and could be zero, negative, or 
positive depending on the relative size of the individual coefficients.

Estimation of equations (20.4) to (20.6) using the Johansen cointegration method yields the 
following results:6

 LREER COMCC LNIR GII DPGt tR COMC t tLNIR GII DPPGG= −4 22 0+ 49 0 6 0LPREPEE tPPLPREPE 6.0+ * LRPRLRPRR . *16 *6 (20.7)

PREP COMCCt tPP COMC= −3 87 1+ 01.87 1+ * LRPRLRPRR  (20.8)

LNIR GDP = +DD COMO_ * LRP .t tPP + COMOO0.38 0.55 _LRP  (20.9)

The results show that all of the coefficients have the expected sign and are statistically 
 significant at standard levels of significance. Furthermore, the estimate for the net impact of the 
commodity prices θ1 + θ2 ∗ γ1 + θ3 ∗ δ1 equals 0.01, which is very low and virtually the same as 
the estimated coefficient obtained when the REER is regressed only on the commodity prices 
[equation (20.3)]. 

Thus, the empirical evidence supports the hypothesis that the commodity price shock has 
been absorbed mostly by large profit repatriations and sustained foreign exchange intervention, 
weakening the net impact on the REER. The impact of commodity prices on the REER, if we 
were to hold profit repatriation constant and assume no foreign exchange intervention, would 
have been statistically significant with an estimated elasticity of about 0.5. In reality, however, 
changes in commodity prices have a statistically significant positive impact on profit repatriation 
and central bank intervention, which in turn negatively affects the REER, neutralizing the initial 
impact of commodity prices on it.

6 All of the variables have unit root (Annex Table 20.1.1). The  Augmented- Dickey-Fuller test seems to suggest that the 
log of NIR_GDP is I(0) when constant or constant and trend are added. But the Augmented-Dickey-Fuller test is known 
to have low power; that is, it has a tendency to reject the null hypothesis of I(1) too often when it is true. The more 
efficient unit root test, the  Dickey- Fuller GLS test accepts the null hypothesis at all levels of significance,  suggesting that 
the NIR is I(1). Johansen’s Trace and Maximum Eigenvalue cointegration tests show the presence of a statistically 
 significant cointegration vector among the variables in each of the three equations.

(3.63)                     (−1.79)            (−4.89)

(5.53)

(5.52)
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Identifying the Drivers of the Equilibrium Real Exchange Rate

The search for a cointegrating vector between the REER and fundamentals involved an algorithm 
that (1) discards models that do not have a statistically significant vector, (2) eliminates variables 
that do not have coefficients with theoretically expected signs or whose inclusion changes the 
signs of other variables, (3) discards models that do not have a statistically significant error cor-
rection term with a negative sign, and (4) maximizes the R-square of the error correction model. 
The net foreign liability was dropped from the chosen model following this algorithm, similar to 
the results of other studies, including Montiel (2007) and Coudert, Couharde, and Mignon 
(2011). The test for cointegration among the remaining variables shows a single cointegrating 
vector at the 10 percent significance level (Annex Table 20.1.2b), which, after normalizing for the 
coefficient of LREER, takes the following form:

= + +LREER COM LPROD +OO4 74 0.03 * LRPR 0.36 * * ,LGCNCCt t+R COM4.74 0.03 _LRPRR t tD + 0.37 LGCNCC  (20.10)

where the numbers in parentheses refer to  t- values.
While all of the fundamentals in equation (20.10) have the expected signs on their coefficients, 

the real price of commodities is not statistically significant, as is the case in equation (20.3). Tests 
for cointegration restrictions show that LRP_COM is not important for the cointegrating vector 
(Annex Table 20.1.2c). As a result, equation (20.10) is reestimated without LRP_COM and 
the  resulting cointegration vector, which becomes statistically significant at the 1 percent level 
(Table 20.1.2d), and the  short-term dynamic equations are shown in equations (20.11) and 
(20.12), respectively:

LGCNCCt tR O tN= 4 90 0+ 48 0 39.0+ * .LPRODO tLPRODOO 0 *  (20.11)

DLREER DLREERt tR t= − −0 0001 0 13 tC 1 1DLREERtR −t0.0001 0 * ECMCECMCC tECMCC 0 *
 (20.12)

 ,

where D stands for the first difference, the subscript (–1) refers to the first lag, and ECM stands 
for the error correction term, which is the error term of equation (20.11). Numbers in parenthe-
sis are  t- values.

Accordingly, relative productivity and government consumption are the main drivers of the 
equilibrium REER in Peru. The coefficient on the error correction term in the dynamic equation 
is –0.13 and is statistically significant at 1 percent, implying that about 13 percent of deviations 
of the REER from the  long- term equilibrium would be corrected after one quarter. The  half- life 
of a shock to the REER, calculated as log(0.5)/log(1 – 0.13), is estimated at about five quarters, 
which is consistent with the results of other empirical studies. Both productivity and government 
consumption are also significant in the  short- run dynamic model [equation (20.12)], the latter 
with an unexpected negative sign.

The above result is robust to changes in specifications (Table 20.2). The exception is when 
annual data for 1970−2013 are used, which show a statistically significant RP_COM, but the 
elasticity remains very small (0.03).7

7 The results for the annual data are obtained following the procedure described above, that is, testing for cointegration 
with regime shift using the  Gregory- Hansen (1996) test and estimating the  long-term relationship using nonlinear fully 
modified ordinary least squares (Annex Tables 20.1.3b and 20.1.4b, c). In this case, the break was identified as 1988/89.

(1.48)                       (2.97)               (4.35)

(3.57)                (4.32)

(0.05)  (−3.02)               (2.33)

0 4 0− 1−*45 *09DLPROD DLGCNCt t−1

(3.60)                    (−2.92)

©International Monetary Fund. Not for Redistribution



334 Drivers of Peru’s Equilibrium Real Exchange Rate

Is the Real Effective Exchange Rate Misaligned?

While a proper estimation of the equilibrium real exchange rate requires a  multicountry panel 
regression analysis similar to the IMF’s external balance assessment (Phillips and others 2013), the 
estimated  long-term relationship between the REER and statistically significant fundamentals is 
used to estimate the notional path of the equilibrium REER. The idea is to evaluate how much the 
actual REER is aligned with the path of the REER predicted by the estimated  long-term cointegra-
tion relationship [equation (20.11)] and the values of statistically significant fundamentals. In the-
ory, the equilibrium REER is the value of the REER predicted by the “sustainable” or “ steady- state” 
values of the fundamentals (Montiel 2007). Hence, the fundamentals are filtered by the 
 Hodrick- Prescott filter to remove cyclical components and estimate their sustainable components.

The actual, fitted, and equilibrium REER are presented in Figure 20.4a along with the esti-
mated misalignment in Figure 20.4b. The fitted value tracks the actual REER very well, indicat-
ing a very good fit to data. As a result, the statistical error of the estimated equilibrium REER is 
likely to be negligible.

The estimated results show that, over the past decade, Peru’s REER appears to have been 
broadly in line with the fundamentals, with the exception of mild misalignments in some years. 
In particular, the REER was:

• Mildly undervalued during 2004−07 by 2¼ percent on average. The REER depreciated 
about 4 percent during this period, while the equilibrium REER depreciated about 2 per-
cent as the impact of large retrenchments in government consumption (relative to the 
United States) more than offset the impact of improvements in relative productivity 
(Table 20.3 and Figure 20.5).

• Consistent with the equilibrium REER in 2008.
• Mildly overvalued during 2009−13 by about 4¾ percent on average. This possibly occurred 

because the massive capital inflow, which caused a significant REER appreciation (14 per-
cent), was driven not only by Peru’s fundamentals, which justified only 9 percent equilib-
rium REER appreciation, but also by global push factors. However, a large part of the 
misalignment, which peaked in the first quarter of 2013 at 8¾ percent, was corrected in the 

TABLE 20.2

The Real Exchange Rate and Fundamentals: Alternative Specifications

Alternative Specification LRP_COM LPROD LGCN

 Two- stage Least Squares 
(Using First Lags as Instruments)

0.01
(0.52)

0.43
(8.59)

0.14
(2.09)

Dynamic Ordinary Least Squares 0.02
(0.95)

0.36
(3.63)

0.15
(1.95)

Fully Modified Ordinary Least Squares 0.01
(0.83)

0.36
(4.20)

0.11
(1.71)

Bilateral Real Exchange Rate as Dependent Variable1 … 0.92
(3.32)

0.41
(2.87)

Real Price of Copper 0.02
(1.05)

0.40
(3.08)

0.41
(4.38)

Terms of Trade 0.05
(0.65)

0.43
(3.12)

0.41
(4.22)

Annual Data: 1970–20132 0.03
(2.95)

0.19
(9.26)

0.19
(8.62)

Source: Author’s calculations.
Note: Numbers in parenthesis are  t- values.
1 RP_COM is dropped from the bilateral real exchange rate model as it carries a theoretically wrong sign.
2 Net foreign liability also becomes significant with a theoretically expected negative sign and elasticity of 0.06. 
The trade openness index, which has not been included in the quarterly data since Peru liberalized its external trade 
in 1991, is also included in the annual sample (Annex Table 20.1.4b, c).
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Figure 20.4 Peru: Equilibrium Real Effective Exchange Rate

second half of 2013 as the nuevo sol depreciated following the Federal Reserve’s announce-
ment of monetary policy tapering (Table 20.3 and Figure 20.5).

It is important to note that this assessment does not necessarily have a normative value, as a 
REER close to its equilibrium level may still reflect distortions in the fundamentals (Phillips and 
others 2013). A normative assessment of the equilibrium REER requires making judgments on 
the appropriateness of the fundamentals from a welfare perspective, which is beyond the scope of 
this chapter.

CONCLUSIONS
This chapter has conducted a cointegration analysis to test the hypothesis of the commodity 
currency and identify the drivers of Peru’s equilibrium real exchange rate. The first part of the 
empirical analysis involved testing the “commodity currency” hypothesis on the nuevo sol. The 
results show that the real price index of Peru’s export commodities does not have a statistically 
significant impact on the REER, suggesting that the nuevo sol is not a commodity currency. 
This appears puzzling for a country that relies heavily on metal commodities for its exports. The 
analysis showed empirically that large profit repatriation and the BCRP’s active foreign exchange 
intervention could have mitigated the impact of commodity prices on the REER.

The second part of the empirical analysis identified the main drivers of the equilibrium REER 
from a pool of economic fundamentals that include the real price of commodities, Peru’s pro-
ductivity relative to that of trading partners, the Peruvian government’s consumption relative to 
that of its trading partners, and the net foreign liability. The results show that only productivity 
and government consumption, both relative to that of trading partners, have statistically 
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336 Drivers of Peru’s Equilibrium Real Exchange Rate

significant relationships with the REER, suggesting that the equilibrium REER is driven only by 
these two fundamentals.

The equilibrium REER was estimated based on the cointegrating relationship between the 
REER and the statistically significant fundamentals. The results show that Peru’s REER is broadly 
in line with the notional equilibrium level predicted by the “sustainable” values of the fundamen-
tals. The REER was mildly overvalued in the years following the 2008–09 global financial crisis, 
which is not surprising given the surge in capital inflows triggered mostly by easy monetary policy 
in advanced economies. But the recent depreciation of the REER following the Federal Reserve’s 
announcement of unconventional monetary policy tapering in May 2013 appears to have mostly 
corrected the overvaluation. This does not necessarily imply that all is well with the level of the 
real exchange rate from a welfare perspective, as the equilibrium REER itself could be the result 
of distortions in the fundamentals (suboptimal levels of government consumption, for instance). 
Making such a normative assessment requires determining the optimal or “welfare maximizing” 
levels of the fundamentals, which is beyond the scope of this chapter.

The results of the analysis of the equilibrium REER need to be interpreted only as indicative, 
since a proper exchange rate assessment requires a panel data–based analysis, in line with the 
IMF’s External Balance Assessment, to deal with technical problems associated with small sample 
size and potential structural breaks.

TABLE 20.3

Actual and Estimated Equilibrium Real Effective Exchange Rate

Year Actual Equilibrium Misalignment

2004 100.8 102.1 −1.3
2005 100.0 101.4 −1.4
2006 98.2 100.8 −2.6
2007 96.5 100.2 −3.7
2008 100.8 100.0 0.7
2009 104.1 100.4 3.7
2010 106.6 101.6 5.0
2011 105.5 103.5 1.9
2012 114.5 106.1 7.9
2013 115.0 109.1 5.4

Source: Author’s calculations.

Source: Author’s calculations.
Note: GCN = primary current public sector consumption; PROD = relative productivity.

Figure 20.5 Contributions of Fundamentals to Changes in the Equilibrium Real Effective Exchange Rate
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ANNEX 20.1
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Sources: Central Reserve Bank of Peru; IMF, Information Notice System and World Economic Outlook databases; U.S. Bureau of Economic 
Analysis; and author’s calculations.
Note: REER = real effective exchange rate.

Annex Figure 20.1.1 Peru: The Real Effective Exchange Rate and the Fundamentals
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ANNEX TABLE 20.1.2

Johansen Cointegration Tests between the Real Effective Exchange Rate and the Fundamentals

(a) Cointegration between LREER and LRP_COM

Unrestricted Cointegration Rank Test (Trace)

Hypothesized Number of CE(s) Eigenvalue Trace Statistic Critical Value Probability1

None* 0.147 14.960 15.495 0.060
At Most 1 0.015 1.304 3.841 0.254

Unrestricted Cointegration Rank Test (Maximum Eigenvalue)

Hypothesized Number of CE(s) Eigenvalue  Maximum- Eigen Statistic Critical Value Probability1

None* 0.146826 13.6561 14.2646 0.0622
At Most 1 0.015048 1.30398 3.841466 0.2535

(b) Cointegration among LREER, LRP_COM, LGCN, and LPROD_M

Unrestricted Cointegration Rank Test (Trace)

Hypothesized Number of CE(s) Eigenvalue Trace Statistic Critical Value Probability1

None* 0.266075 46.37389 47.85613 0.0684
At Most 1 0.120272 19.76994 29.79707 0.4385
At Most 2 0.071095 8.749647 15.49471 0.3891
At Most 3 0.027603 2.407229 3.841466 0.1208

ANNEX TABLE 20.1.1

Unit Root Test Results

Variable

ADF  t- Statistic  DF- GLS  t- Statistic

RemarksNone Constant

Constant 
and 

Trend Constant

Constant 
and 

Trend

Real Effective Exchange Rate Level −0.24 −2.59 −2.44 −1.36 −1.71 I(1)
Difference (1st) −7.51 −7.46 −7.53 −7.01 −7.58

Real Bilateral Exchange Rate Level −0.20 −2.37 −1.70 −1.24 −1.37 I(1)
Difference (1st) −6.93 −6.89 −6.96 −6.73 −7.01

Real Price Index of Export Commodities Level 0.84 −0.73 −2.13 −0.41 −1.76 I(1)
Difference (1st) −6.75 −6.80 −6.79 −6.84 −6.84

Real Price of Copper Level 0.57 −0.89 −2.54 −0.65 −1.87 I(1)
Difference (1st) −7.01 −7.02 −7.01 −7.06 −7.07

Terms of Trade Level 0.06 −1.78 −2.41 −1.78 −2.19 I(1)
Difference (1st) −6.38 −6.34 −6.29 −6.21 −6.24

Relative Productivity Level −0.57 −0.93 −0.54 −0.91 −0.73 I(1)
Difference (1st) −8.01 −7.98 −7.99 −2.50 −6.19

Relative Government Consumption Level −1.05 −2.44 −2.51 −0.48 −1.11 I(1)
Difference (1st) −15.08 −15.03 −17.08 −1.67 −3.46

Net Foreign Liability1 Level −0.95 −0.65 −1.44 0.53 −1.43 I(1)
Difference (1st) −6.97 −7.36 −7.32 −7.38 −7.33

Net International Reserves2 Level 2.50 −4.46 −4.35 0.94 −1.03 I(1)
Difference (1st) −6.34 −6.81 −7.14 −4.53 −5.60

Profit Repatriation2 Level −0.58 −1.50 −2.38 −0.90 −2.51 I(1)
Difference (1st) −12.16 −12.12 −12.10 −11.93 −11.63

Critical Values
1% −2.59 −3.51 −4.07 −2.59 −3.63
5% −1.95 −2.90 −3.46 −1.95 −3.07

10% −1.61 −2.59 −3.16 −1.61 −2.78

Source: Author’s calculations.
Note: The null hypothesis is unit root in all cases and is accepted for  t- statistics greater than corresponding critical values. All variables are 
expressed in natural logarithmic form. ADF =  augmented- Dickey-Fuller test;  DF- GLS =  Dickey- Fuller GLS test.
1As a ratio of previous period’s total external trade in goods and services.
2In percent of GDP.
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Unrestricted Cointegration Rank Test (Maximum Eigenvalue)

Hypothesized Number of CE(s) Eigenvalue  Maximum- Eigen Statistic Critical Value Probability1

None* 0.266075 26.60395 27.58434 0.0663
At Most 1 0.120272 11.02029 21.13162 0.6453
At Most 2 0.071095 6.342418 14.2646 0.5697
At Most 3 0.027603 2.407229 3.841466 0.1208

(c) Cointegration Restriction Tests

Null Hypothesis Restricted  Log- Likelihood LR Statistic Degrees of Freedom Probability
Coefficient on LRP_COM is Zero 650.3344 1.920112 1 0.1658
Coefficient on LPROD is Zero ** 649.2462 4.096616 1 0.0430
Coefficient on LGCN is Zero*** 645.7832 11.02264 1 0.0009

(d) Cointegration among LREER, LGCN, and LPROD_M

Hypothesized Number of CE(s) Eigenvalue Trace Statistic Critical Value Probability1

None *** 0.236197 37.57606 29.79707 0.0052
At Most 1 0.103207 14.40381 15.49471 0.0725
At Most 2 ** 0.056874 5.035806 3.841466 0.0248

Unrestricted Cointegration Rank Test (Maximum Eigenvalue)

Hypothesized Number of CE(s) Eigenvalue  Maximum- Eigen Statistic Critical Value Probability1

None ** 0.236197 23.17225 21.13162 0.0255
At Most 1 0.103207 9.368004 14.2646 0.2568
At Most 2 ** 0.056874 5.035806 3.841466 0.0248

(e) LREER, LRP_COM, LPROFIT, and LNIR_GDP

Unrestricted Cointegration Rank Test (Trace)

Hypothesized Number of CE(s) Eigenvalue Trace Statistic Critical Value Probability1

None ** 0.3317 54.1336 47.8561 0.0115
At Most 1 0.1118 20.2804 29.7971 0.4040
At Most 2 0.0752 10.3257 15.4947 0.2565
At Most 3* 0.0438 3.7582 3.8415 0.0525

Unrestricted Cointegration Rank Test (Maximum Eigenvalue)

Hypothesized Number of CE(s) Eigenvalue  Maximum- Eigen Statistic Critical Value Probability1

None *** 0.331698 33.85326 27.58434 0.0069
At Most 1 0.111755 9.954619 21.13162 0.7489
At Most 2 0.075207 6.567558 14.2646 0.5415
At Most 3* 0.043754 3.758178 3.841466 0.0525

(f) LNIR_GDP and LRP_COM

Unrestricted Cointegration Rank Test (Trace)

Hypothesized Number of CE(s) Eigenvalue Trace Statistic Critical Value Probability1

None *** 0.247573 24.18814 15.49471 0.0019
At Most 1 0.003496 0.294206 3.841466 0.5875

Unrestricted Cointegration Rank Test (Maximum Eigenvalue)

Hypothesized Number of CE(s) Eigenvalue  Maximum- Eigen Statistic Critical Value Probability1

None *** 0.247573 23.89393 14.2646 0.0011
At Most 1 0.003496 0.294206 3.841466 0.5875

(g) LPROFIT and LRP_COM

Unrestricted Cointegration Rank Test (Trace)

Hypothesized Number of CE(s) Eigenvalue Trace Statistic Critical Value Probability1

None ** 0.155422 16.85422 15.49471 0.031
At Most 1 0.031229 2.665094 3.841466 0.1026

Unrestricted Cointegration Rank Test (Maximum Eigenvalue)

Hypothesized Number of CE(s) Eigenvalue  Maximum- Eigen Statistic Critical Value Probability1

None* 0.155422 14.18913 14.2646 0.0514
At Most 1 0.031229 2.665094 3.841466 0.1026

Source: Author’s calculations.
Note: * denotes rejection of the hypothesis at 10 percent level, ** denotes rejection of the hypothesis at 5 percent level, and *** denotes rejection 
of the hypothesis at 1 percent level. CE = cointegration equation.
 1MacKinnon- Haug-Michelis (1999)  p- values.

ANNEX TABLE 20.1.2  (Continued)

Johansen Cointegration Tests between the Real Effective Exchange Rate and the Fundamentals
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ANNEX TABLE 20.1.4

Estimating Nonlinear Cointegration Using the Fully Modified 
Ordinary Least Squares Method: Annual Sample, 1970–2013

(a) LREER and LRP_COM

LREER = a(1) * LRP_COM + a(2) * LRP_COM × RS1987 + a(3)

Coefficient1 Coefficient Standard Error Probability

a(1) −0.26 0.12 0.0349
a(2) 0.27 0.02 0.0000
a(3) 4.59 0.54 0.0000

(b) LREER and All Fundamentals

LREER =  b(1)*LRP_COM + b(2) * LRP_COM × RS1988 + b(3) * LGCN + b(4) * LGCN × RS1988 + b(5) * LPROD 

+ b(6) * LPROD × RS1988 + b(7) * LNFL + b(8) * TRADE_OPEN + b(9)

Variable2 Coefficient Standard Error Probability

b(1) −0.16 0.01 0.0000
b(2) 0.19 0.00 0.0000
b(3) −0.44 0.03 0.0000
b(4) 0.63 0.04 0.0000
b(5) −0.76 0.04 0.0000
b(6) 0.95 0.04 0.0000
b(7)3 −0.06 0.01 0.0000
b(8)3,4 0.52 0.01 0.0000
b(9) 4.01 0.04 0.0000

(c) Wald Coefficient Restriction Tests

Null Hypothesis Value  t- Statistic Probability

a(1) + a(2) = 0 0.01 0.11 0.9100
b(1) + b(2) = 0 0.03 2.95 0.0057
b(3) + b(4) = 0 0.19 9.26 0.0000
b(5) + b(6) = 0 0.19 8.62 0.0000

Source: Author’s calculations.
1RS1987 refers to a dummy for regime shift in 1987, identified by the  Gregory- Hansen test (Annex Table 20.1.3a).
2RS1988 refers to a dummy for regime shift in 1988, identified by the  Gregory- Hansen test (Annex Table 20.1.3b).
3LNFL and TRADE_OPEN (dummy for trade openness) show no change in the sign of their coefficients when 
interacted with RS1988. As a result, they are included without interactions.
4TRADE_OPEN was not included in the cointegration test in Annex Table 20.1.3b, because the  Gregory- Hansen 
test does not allow for more than four right-side variables and dummy variables.

ANNEX TABLE 20.1.3

 Gregory- Hansen Test for Cointegration with Regime Shift: 
Annual Sample, 1970–2013

(a) LREER and LRP_COM

Asymptotic Critical Values

Test Statistic Shift Year 1% 5% 10%

ADF −4.70* 1987 −5.47 −4.95 −4.68
Zt −4.75* 1987 −5.47 −4.95 −4.68
Za −30.34 1987 −57.17 −47.04 −41.85

(b) LREER and All Fundamentals1

Asymptotic Critical Values

Test Statistic Shift Year 1% 5% 10%

ADF −7.08*** 1988 −6.92 −6.41 −6.17
Zt −6.24* 1989 −6.92 −6.41 −6.17
Za −30.34 1989 −90.35 −78.52 −75.56

Source: Author’s calculations.
Note: The null hypothesis is “no cointegration.”  * denotes null hypothesis rejected at 10 percent significance level, 
and *** denotes null hypothesis rejected at 1 percent significance level. ADF = augmented-Dickey-Fuller test.
1Includes LRP_COM, LPROD, LGCN, and LNFL.
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ANNEX TABLE 20.1.5

Empirical Evidence on Commodity Currency

Authors (year) Countries Sample Method Elasticity on Commodity Prices Definition of Commodity 
Prices

Chen and Rogoff (2003) Australia, Canada, New Zealand Quarterly: year varies Time series cointegration Australia (0.4), Canada (0.4), 
and New Zealand (0.6)

Real commodity prices

Cashin, Cespedes, and Sahay (2004) 58  commodity- exporting countries, 
including Peru

Monthly: 1980–2002 Time series cointegration Median = 0.4; terms of trade 
not important for Peru

Real commodity prices

Ferreyra and Salas (2006) Peru Quarterly: 1980–2005 Time series cointegration 0.3 Terms of trade

Montiel (2007) Argentina, Bolivia, Brazil, Chile, Paraguay, 
Uruguay

Annual: 1969–2005 Time series cointegration Terms of trade important only 
for Argentina (1.7), Bolivia 
(0.6), and Uruguay(0.6)

Terms of trade

Iossifov and Loukoianova (2007) Ghana Quarterly: 1984–2006 Time series cointegration 0.4 Real commodity prices

Astorga (2012) Argentina, Brazil, Chile, Colombia, 
Mexico, Venezuela

Annual: 1900–2000 Time series cointegration Argentina (0.4), Brazil (0.2), 
Chile (0.1), Colombia (0.4), 
Mexico (not significant), 
Venezuela (0.1)

Terms of trade

Coudert, Couharde, and Mignon (2011) 52 commodity exporters Annual: 1980–2007 Panel cointegration 0.4 Real commodity prices

Bodart, Cabdelon, and Carpantier (2012) 42 commodity-dependent countries Monthly: 1980–2009 Panel cointegration 0.2 Real commodity prices

Ricci, Milesi-Ferretti, and Lee (2013) 48 industrial and emerging countries Annual: 1980–2004 Panel cointegration Advanced countries (0.8)

Emerging market countries (0.5) Real commodity prices

Phillips and others (2013) 40 advanced and emerging market 
countries

Annual: 1990–2010 Panel ordinary least 
squares (fixed effect)

0.1 Real commodity prices
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CHAPTER 21

Motives and Effectiveness of Foreign 
Exchange Interventions: Evidence 
from Peru

MELESSE TASHU

This chapter empirically assesses the motives and effectiveness of foreign exchange intervention in Peru. 
While the Central Reserve Bank of Peru states that its foreign exchange interventions are directed only 
toward containing excessive volatility, the results of this chapter show that, in practice, the interventions 
seem to have been aimed at “leaning against the wind” as well. The results also show that foreign 
exchange sales, but not purchases, react to volatility, indicating asymmetry in the central bank’s reac-
tions to episodes of appreciation and depreciation pressures. Similarly, the chapter documents evidence 
of assymetry in the effectiveness of the foreign exchange interventions.

Capital flows to Peru have increased significantly in recent years, reflecting both push factors 
(easy money in advanced economies) and pull factors (strong fundamentals of the Peruvian 
economy). While a large share of these flows is foreign direct investment, the growing size and 
volatility of portfolio and  short- term flows is a source of concern, as these often lead to the 
buildup of risks and vulnerabilities in the financial system.

While using prudential measures to contain the buildup of financial and macroeconomic 
risks, the Central Reserve Bank of Peru (Banco Central de Reserva del Perú [BCRP]) relies on a 
daily basis on foreign exchange intervention to safeguard the foreign exchange market against 
the pressures from large and volatile capital flows. In 2013 alone, the BCRP intervened with 
foreign exchange purchases of US$5.2 billion through April and with foreign exchange sales of 
a similar amount between July and December in the spot market, reflecting the volatility of 
capital flows. The BCRP intervened with a stated objective of containing volatility in the 
 foreign exchange market. The pattern of its intervention, however, suggests that “leaning 
against the wind”—that is, limiting the pace of appreciations and  depreciations— could also be 
another objective of the intervention.

This chapter aims to assess empirically the motives and effectiveness of foreign exchange inter-
ventions in Peru. Effectiveness is assessed not only against officially stated objectives but also 
against other motives empirically revealed by the data. In this regard, the chapter estimates a 
reaction function of the BCRP in order to identify the revealed motives of its interventions and 
to address the simultaneity problem between foreign exchange interventions and exchange rates. 
In doing so, the chapter also tests if there is asymmetry in the BCRP’s responses to appreciation 
and depreciation pressures and if there is asymmetry in the effectiveness of interventions between 
foreign exchange purchases and sales.

The chapter employs an innovative empirical approach to address the potential simultaneity 
problem between foreign exchange intervention and exchange rate movements. In particular, 
the chapter devises instrumental variables based on information on the specific timing of foreign 
exchange interventions by the BCRP and the  intra daily exchange rate data. Although the 
BCRP’s foreign exchange intervention is not  preannounced, intervention decisions are made 
every day by a committee that meets between 11:30 a.m. and 1:00 p.m. Hence, the chapter uses 
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exchange rate movements before 11:30 a.m. to estimate the BCRP’s reaction function and uses 
the predicted values of the likelihood of foreign exchange interventions from the estimated 
 reaction function as instruments for foreign exchange intervention in the exchange rate 
 equations. The dependent variables of the exchange rate equations in the  second- stage regression 
are changes in the level and volatility of the exchange rate between the afternoon and morning 
trading sessions.

The chapter first examines capital flows and foreign exchange interventions in Peru, followed 
by a discussion of methodological issues. The data and estimation results are then presented along 
with the conclusions drawn from them.

CAPITAL FLOWS AND FOREIGN EXCHANGE INTERVENTIONS
Peru’s significant amount of net capital flows averaged about 8 percent of GDP a year from 
2010–13, well above the regional average (about 5 percent of GDP),1 and above Peru’s own aver-
age of about 6 percent over the past decade. Gross inflows amounted to about 9½ percent of 
GDP a year during 2010–13 (Figure 21.1). This surge in capital flows reflects both push and pull 
factors. In advanced economies, interest rates hit bottom and monetary aggregates jumped sig-
nificantly following the global financial crisis, pushing a glut of financial flows to emerging 
market economies.2 Meanwhile, Peru has become an increasingly attractive destination for capital 
flows, with its record of high economic growth (about 6½ percent a year during the past decade), 
strong terms of trade, and sound monetary and fiscal policies.

The increase and volatility of portfolio and  short- term capital flows to Peru have raised con-
cerns even though a large share of the flows is foreign direct investment. Despite the authorities’ 
efforts to encourage capital outflows to ease appreciation pressures (including by increasing the 
limits on external investment by pension fund managers), net portfolio inflows have continued 
to rise as Peruvian firms’ demand for external financing has increased to take advantage of low 
global interest rates. External bond issuance by Peruvian firms doubled to US$6.5 billion in 2013 
(3.2 percent of GDP) from US$3 billion in 2012 (1.5 percent of GDP).

Empirical evidence shows that surges in capital inflows are associated with excessive expansion 
of credit, asset price bubbles, real exchange rate appreciation, and current account deteriorations, 
which are likely to lead ultimately to financial and economic crisis (Cardarelli, Elekdag, and Kose 
2010; Furceri, Guichard, and Rusticelli 2012; Reinhart and Reinhart 2008). While avoiding 
capital control measures, the Peruvian authorities implemented preventive measures, including 
accumulating international reserves, strengthening macroprudential policies, and encouraging 
capital outflows to avoid the buildup of vulnerabilities associated with capital flows. Consequently, 
early signs of  overheating— including credit growth of over 20 percent and significant apprecia-
tion of stock and housing prices in  2011— moderated toward the end of 2012 despite the con-
tinuation of capital inflows.

On a daily basis, however, the authorities use foreign exchange intervention to safeguard the 
foreign exchange market and the financial system from the impact of high and volatile capital 
flows. Peru’s foreign exchange market is an interbank market based primarily on spot transac-
tions. The derivatives market is not well developed and is limited to very small forwards and 
options transactions. Trading in the spot market is also thin. Consequently, modest changes in 
capital flows can generate volatilities in the foreign exchange market (Figure 21.2), with potential 
effects on balance sheets and the buildup of vulnerabilities in the financial system due to relatively 

1 The average net capital flows to Brazil, Chile, Colombia, Mexico, and Uruguay.
2 The Federal Reserve’s tapering of purchase of securities starting in the second half of 2013 has already slowed the pace 
of capital flows to emerging market economies, including Peru.
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Figure 21.1 Capital Flows, Four-Quarter Moving Sum
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Figure 21.2 Capital Flows, Exchange Rate, and Foreign Exchange Intervention
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high financial dollarization.3 As a result, the BCRP tries to reduce exchange rate volatility by 
intervening in the foreign exchange market.

Interventions are conducted mainly in the spot market and occasionally by making swaps and 
sales of  dollar- indexed securities (equivalent to selling foreign exchange forward) (Rossini, 
Quispe, and Rodriguez 2013; Rossini, Quispe, and Serrano 2013). By and large, foreign 
exchange interventions by the BCRP are not  preannounced.4 Foreign exchange interventions 
during recent episodes of capital inflows have led to reserve accumulation. Net international 
reserves stood at about US$65.7 billion (about 32½ percent of GDP) as of  end- 2013. These 
interventions were mostly sterilized through issuance of BCRP securities, Treasury deposits, and 
reserve requirements. BCRP securities denominated in local currency are sold to financial insti-
tutions and have a return of about 4 percent. (In addition, a 4 percent fee is charged on transfers 
of the securities to nonfinancial entities to ensure that they do not attract further capital inflows 
from nonresidents.) The BCRP has also sold foreign exchange during times of depreciation pres-
sures such as following the Lehman Brothers crisis, the euro zone crisis, and more recently fol-
lowing the Federal Reserve’s announcement of unconventional monetary policy tapering. 
Foreign exchange sales are also sterilized (local currency liquidity injected) mainly through swaps 
and repos.

Foreign exchange interventions absorb a significant amount of foreign exchange pressures. A 
Foreign Exchange Market Pressure Index5 is used to break down by the pressures on the exchange 
rate and the net international reservess (Figure 21.3). The Foreign Exchange Market Pressure 
Index shows that foreign exchange interventions absorb a significant share of the pressure from 
capital flows, although the authorities continue to allow for increasing exchange rate flexibility. 
While the increases in foreign exchange reserves during periods of high capital inflows can in 
principle be the result of a reserve buildup, recent foreign exchange interventions in Peru seem to 
have been motivated mainly toward easing the pressure on the exchange rate. For instance, the 
net international reserves was already high at  end- 2011, and foreign exchange interventions since 
then could have most likely been conducted to ease foreign exchange pressures.

Statistical evidence suggests that containing volatility may not be the only objective of foreign 
exchange intervention in Peru. The BCRP’s foreign exchange intervention prior to May 2013 was 
concentrated on foreign exchange purchases, and after May 2013 on foreign exchange sales, 
indicating that foreign exchange interventions might be aimed at more than just containing vola-
tility. In other words, the pattern of the BCRP’s intervention may indicate attempts to lean 
against the wind or limit the rate of appreciations or depreciations. Empirical studies have also 
found evidence that the deviation of the exchange rate from its trend induces foreign exchange 
intervention in Peru (Gonzalez 2009; Humala and Rodriguez 2009). Furthermore, contrary to 
the stated objective, the BCRP’s intervention during September 2012–April 2013 appears to have 
increased volatility.

3 Despite significant progress in reducing financial dollarization over the past decade, credit and deposit dollarization 
remain high at around 40 percent.
4 The exception is between September 2012 and April 2013, when the BCRP purchased foreign exchange almost on a 
daily basis after announcing in August 2012 that it would purchase more stable amounts of foreign exchange even during 
days of depreciating pressures, while keeping the amounts of intervention unannounced. The decision was taken due to 
concerns of predictable appreciating pressure on the nuevo sol and the strategy sought to generate higher exchange rate 
volatility (BCRP 2012; Rossini, Quispe, and Serrano 2013).
5 The index tries to measure exchange rate and reserve accumulation pressures. It is calculated as the sum of the percentage 
change in the exchange rate and the percentage change in reserves, following the empirical literature (Aizenman and 
Hutchison 2012; Cardarelli, Elekdag, and Kose 2010). The exchange rate is defined, for this purpose, in terms of U.S. 
dollars per nuevos soles so that the pressure on the exchange rate has the same sign as the pressure on foreign exchange 
reserves.
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This chapter investigates the motives and effectiveness of foreign exchange interventions in 
Peru. To achieve these goals, the chapter proceeds in two steps. First, the BCRP’s reaction func-
tions are estimated separately for foreign exchange purchases and sales to shed light on the 
motives of interventions, which may vary between episodes of appreciations and depreciations. 
Second, the likelihoods of interventions, predicted from the  first- stage regressions, are used as 
instrumental variables for foreign exchange interventions (to overcome potential simultaneity 
biases) in the exchange rate equations.

METHODOLOGY
The literature identifies two channels through which a sterilized intervention can affect the level 
of the exchange rate: the portfolio balance and signaling effects.6 According to the portfolio bal-
ance approach, sterilized intervention alters the composition of agents’ portfolios as central banks 
buy/sell domestic assets in their sterilization effort, and thereby the relative prices of domestic- 
and  foreign currency–denominated assets, assuming that these assets are imperfect substitutes in 
investors’ portfolios (Dominguez and Frankel 1993; Sarno and Taylor 2001). Alternatively, for-
eign exchange intervention could work through the signaling channel if central bank interven-
tions are perceived by private agents as a signal for a future policy stance or as a means of 
disseminating information about exchange rate fundamentals, assuming the central bank has 
superior information (Dominguez and Frankel 1993; Kearns and Rigobon 2005; Sarno and 
Taylor 2001).

Efforts to empirically test the impact of foreign exchange interventions on the exchange rate 
are often hampered by potential simultaneity biases. While intervention could affect the exchange 

6 Dominguez (2003, 2006) also shows how intervention can affect the  intra daily exchange rate returns through a third 
channel, the microstructure channel. This approach shows how heterogeneity among traders, based on their differences 
in understanding and interpreting information revealed through central bank information, can affect the  short-term value 
and volatility of the exchange rate.
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Figure 21.3 Capital Flows, Exchange Rate, and Foreign Exchange Intervention
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rate, the decision to intervene is not independent of movements in the exchange rate (Disyatat 
and Galati 2007; Dominguez and Frankel 1993; Galati, Melick, and Micu 2005; Kearns and 
Rigobon 2005). Even after the central bank has decided to intervene, the timing and amount of 
the intervention depends on the reaction of the exchange rate to the initial intervention (Disyatat 
and Galati 2007; Kearns and Rigobon 2005).

A common solution to the simultaneity problem is the use of lagged intervention variables 
(Baillie and Osterberg 1997; Broto 2012; Dominguez and Frankel 1993; Guimaraes and 
Karacadag 2004). But this method may underestimate the true impact of interventions, as part 
of the impact may be reflected through lagged values of the dependent variables, which are often 
included among the explanatory variables (Galati, Melick, and Micu 2005). Furthermore, central 
banks often intervene with the aim of influencing not only future movements but also contem-
poraneous movements of the exchange rate.

Another approach employed in recent empirical studies is  event study–style  regressions. This 
method attempts to address the simultaneity problem by precisely identifying the time of inter-
vention and relating it to the exchange rate returns using very  high- frequency  intradaily data 
(Dominguez 2003, 2006).7 However, this method may not resolve the simultaneity problem if 
central banks base their intervention decisions on  intradaily exchange rate movements or volatil-
ity (Dominguez 2003). That said, there is evidence that central banks are more likely to base their 
intervention decisions on longer-term objectives, although the size of the interventions may be 
determined by market reactions to the initial interventions (Neely 2001).8 Unfortunately, this 
method demands very  high- frequency ( minute- by-minute) data on exchange rates and interven-
tions, which are not publicly available for Peru.

A third approach to addressing the simultaneity bias is by using an instrumental variable 
method, which involves estimating a central bank’s reaction function and using predicted values 
of intervention from the estimated reaction function as an instrument for intervention in the 
exchange rate equation (Adler and Tovar 2011; Disyatat and Galati 2007; Galati, Melick, and 
Micu 2005; Kearns and Rigobon 2005). The common practice is to use lagged values of the 
exchange rate in an ordinary least squares estimation of the central bank’s reaction function. The 
exclusion of the contemporaneous values of the exchange rate could, however, create an omitted 
variable bias, although the bias could be trivial because there is no empirical evidence of persis-
tence in exchange rate moments (Galati, Melick, and Micu 2005).9

This chapter employs an instrumental variable estimation method to assess the effectiveness 
of foreign exchange intervention in Peru. However, unlike the common practice of using lagged 
exchange rates in the reaction functions, the chapter uses  same- day exchange rates, taking advan-
tage of  intradaily exchange rate data availability and the approximate timing of foreign exchange 
interventions. The foreign exchange market in Peru operates between 9:00 a.m. and 1:30 p.m. 
local time, and decisions on foreign exchange interventions are made every day by a committee 
that meets between 11:30 a.m. and 1:00 p.m. (Lahura and Vega 2013), indicating that interven-
tions are conducted after 11:30 a.m.10 On the other hand,  intradaily exchange rate data are 

7 Dominguez (2003, 2006) runs regressions of  five- minute exchange rate returns (mean and volatility) on ( time- stamped 
to the nearest  five- minute) signed intervention and other announcement dummy variables.
8  Two- thirds of 22 central banks surveyed by Neely (2001) indicated that they intervened in the foreign exchange market 
to align the exchange rate to “fundamental values,” and about 90 percent of them indicated that the purpose of their 
intervention was to resist  short-term trends. But 95 percent of the respondents reported that market reactions to their 
initial intervention sometimes or always affected the size of the intervention.
9 Consequently, the correlation between the included lagged moments and the omitted contemporaneous moments is 
likely to be negligible.
10 The decision to intervene in the afternoon may also be motivated by the fact that most foreign exchange dealers aim to 
close their positions by the end of the trading day, leading to an increased flow of transactions during the closing hours. 
The author thanks Marco Ortiz and Fernando Perez Forero of the BCRP for pointing this out.
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publicly available for three specific points in time: market opening (around 9:00 a.m.), 
11:00 a.m., and market closing (1:30 p.m.). The chapter uses exchange rate movements during 
the morning session to estimate the BCRP’s reaction function. Predicted values of the likelihoods 
of foreign exchange interventions from the BCRP’s reaction function are then used as instru-
ments for foreign exchange interventions in the regressions for changes in the exchange rate (both 
the level and volatility) between the afternoon and morning sessions.

The assumption is that the BCRP makes intervention decisions after observing the behavior 
of the exchange rate during the morning trading session. This method minimizes the possibility 
of omitted variable bias in the second stage of the regressions. Furthermore, interventions are 
used in the form of dummy variables, since the daily dollar amounts of interventions may depend 
on market reactions to the initial interventions and hence may create a simultaneity bias. The 
model also assumes that intervention decisions by the central bank are completely unanticipated 
by the market; otherwise, expectations for intervention could affect the behavior of the exchange 
rate in the morning trading session and create simultaneity bias. This assumption is consistent 
with the BCRP’s discretionary intervention strategy, except during September 2012–April 2013.

In particular, the BCRP is assumed to intervene in the foreign exchange market when the level 
and volatility of the exchange rate deviate from implicit target ranges following the standard lit-
erature (Disyatat and Galati 2007; Galati, Melick, and Micu 2005; Sarno and Taylor 2001).11

The likelihood of the central bank’s intervention depends on the extent of the deviations. This 
can be represented by the following equation:

( )( ) +) α ( + εINT (= α + α ((t αTT α () +) α ( t) + ε+ αα+ α , (21.1)

where INT is the dummy for intervention (1 when the BCRP intervenes, 0 otherwise), st and 
st
*  are logs of the actual and target levels of the nuevo sol/U.S. dollar exchange rate, σs and σS

*

are the actual and target volatility of the exchange rate, ε is the random error term, and t is the 
time index.

For each period, the BCRP is assumed to set its target ranges for the level and volatility of the 
exchange rate based on historical averages. The main results of this chapter are obtained based on 
exchange rate level and volatility targets estimated by a  one- year simple moving average, but the 
exercise is replicated with a  six- month simple moving average and  one- year rolling  Hodrick- Prescott 
filtered average targets (for the level of exchange rate only) to test if the results are robust to 
changes in the time length and method of averaging.

Equation (21.1) is estimated using a probit model for foreign exchange purchases and sales 
separately to capture the potential asymmetry in the BCRP’s reactions to episodes of apprecia-
tions and depreciations.12 For foreign exchange sales, INT is a dummy variable with 1 on days of 
foreign exchange sales and 0 otherwise. Similarly, for the equation for foreign exchange purchases, 
INT equals 1 on days of foreign exchange purchases and 0 otherwise. There is empirical evidence 
on asymmetry of central bank intervention in the foreign exchange market (Lahura and Vega 
2013; Pontines and Rajan 2011; Ramachandran and Srinivasan 2007). For instance, volatility is 
likely to be more of a concern and a reason for intervention during episodes of depreciations than 

11 International reserve accumulation could be another potential motive for foreign exchange purchases, but this is not 
included in our model because the central bank is less likely to have a daily target for international reserves. Furthermore, 
since international reserves were already high in Peru, it is less likely to be a principal motive for foreign exchange inter-
vention during the sample period of this study, in particular in 2012 and 2013.
12 A single equation for intervention, defined as a multinomial dummy of 1 for foreign exchange purchases, 0 for no 
intervention, and −1 for foreign exchange sales, is also estimated using a multinomial logistic regression as a robustness 
exercise for the test of asymmetry in the central bank’s reaction to episodes of appreciation and depreciation (results are 
discussed later in the chapter).
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during episodes of appreciations, as the former are often associated with anxiety in the financial 
market. On the other hand, motives for intervention during episodes of appreciation are likely to 
be reserve accumulation and leaning against the wind to prevent real exchange rate appreciations 
and current account deficit deterioration. The fact that central banks of developing countries 
have a limit on foreign exchange sales (due to the zero lower bound on foreign exchange reserves), 
but can purchase foreign exchange without limit (at least in principle), can be another source of 
asymmetric central bank intervention.13

The intervention rules are defined as follows:

• The BCRP intervenes to prevent excessive appreciations and depreciations. The BCRP’s tolera-
ble range is assumed to be the target exchange rate, estimated by historical average, plus or 
minus one standard deviation. The BCRP intervenes to prevent excessive appreciations if 
the exchange rate during the morning trading session14 falls below the lower bound of its 
tolerable range (defined here as the historical average minus one standard deviation). It also 
intervenes to avoid excessive depreciations if the exchange rate during the morning trading 
session exceeds the upper bound of its tolerable range (defined here as the historical average 
plus one standard deviation).15

Consequently, the exchange rate gap (deviation) is derived as follows:

( )
( )*

* i) f thi e exchange rate rises above the upppp
t

t=)t
t er boundee

if thi e exchange rate falls below the lowt( )st
*
t

l er boundee

⎧
⎨
⎪⎧⎧
⎨⎨
⎩⎪
⎨⎨
⎩⎩

where α1 is expected to be positive in both cases, since the likelihood of intervention 
increases with the increasing exchange rate gap.

• The BCRP intervenes to contain excessive volatility. Intervention takes place if the volatility of 
the morning trading session (as measured by the square root of the squared deviation of the 
morning session exchange rate from the weekly average exchange rate) exceeds the historical 
average weekly standard deviation. A higher volatility gap is expected to increase the likeli-
hood of intervention.

Predicted values of interventions (estimated likelihoods of intervention) from the above 
regressions are used as instrumental variables for foreign exchange intervention in the exchange 
rate equations below [equations (21.2) and (21.3)]. Both estimated likelihoods of foreign 
exchange purchases and sales enter the equations for the level and volatility of the exchange rate 
in addition to control variables (other potential factors that could affect the daily variability of 
the exchange rate). The dependent variables are defined as the differences between the afternoon 
session levels and the corresponding morning session levels.16

 Δer_pmt = β0 + β1INT_purt + β2INT_salet + β3Controlt + εt (21.2)

Δvol_pmt = γ0 + γ1INT_purt + γ2INT_salet + γ3Controlt + μt , (21.3)

13 The author thanks Marco Ortiz and Fernando Perez Forero of the BCRP for pointing this out.
14 Due to lack of higher frequency data, the morning session exchange rate is calculated as the average of the opening 
(9:00 a.m.) and the 11:00 a.m. exchange rates.
15 In a similar setup, Galati, Melick, and Micu (2005) uses the historical average ±1.5 standard deviation as target bounds 
for the yen/U.S. dollar exchange rate. Given the low variability of the nuevo sol/U.S. dollar rate, this chapter tightens the 
target bound to ±1 standard deviation, although the model is reestimated using a ±1.5* standard deviation target bound 
to see if the results are sensitive to the width of the target bound.
16 Due to data limitations, the 1:30 p.m. (closing) exchange rate is used as the afternoon session exchange rate.

if the exchange rate rises above the upper bound

if the exchange rate falls below the lower bound
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where Δer_ pmt is the difference between the closing exchange rate and the exchange rate at 
11:00 a.m., and Δvol_ pmt is the difference between the afternoon session volatility and the 
morning session volatility.17 INT_ purt is the dummy for a foreign exchange purchase, 
INT_salet is the dummy for a foreign exchange sale, and Control is the other control variables 
as defined below.

INT_purt and INT_salet enter the regression equations separately to test for potential asym-
metric responses to foreign exchange purchases and sales. Asymmetric responses may result if 
foreign exchange purchases and foreign exchange sales signal different information to the market 
(Lahura and Vega 2013). For instance, foreign exchange purchases during episodes of apprecia-
tion may be perceived as an effort by the central bank to build international reserves. Such accu-
mulation of international reserves may in turn attract more capital inflows, due to improved 
 self- insurance against external shocks, and weaken the effectiveness of the foreign exchange 
intervention. On the other hand, foreign exchange sales by the central bank during episodes of 
depreciation can be effective because the intervention may be perceived by the market as a signal 
that the central bank is attempting to correct misalignments in the exchange rate. Empirical 
evidence for asymmetric effects of foreign exchange interventions has been found by Lahura and 
Vega (2013) for Peru and Broto (2012) for Brazil, Chile, Colombia, and Peru.

In theory, control variables include the unexpected components of major economic data 
announcements (surprises), measured by the differences between the officially announced data 
and the corresponding average analyst estimates just before the announcement (Disyatat and 
Galati 2007; Dominguez 2003, 2006; Galati, Melick, and Micu 2005). However, the 
announcements of major economic news in Peru and the United States (economic growth, 
consumer price index, unemployment, and the policy rate), with the exception of GDP 
growth in Peru, are made either early in the morning or after the foreign exchange market 
closes, and are not expected to have differential impacts on morning and afternoon exchange 
rate variability. The Peruvian authorities announce monthly economic growth data sometime 
around noon and, as a result, the difference between the announced GDP growth rate and the 
average estimates before the announcement (in absolute value terms for the volatility equa-
tion) are included in equations (21.2) and (21.3). In addition, indicators for regional and 
global factors are included. The change in the Chicago Board of Exchange Market Volatility 
Index (VIX) between the opening and closing quotes is included in the volatility regression to 
capture the impact of global market volatility, which is expected to be positive.18 On the other 
hand, the daily change (between market opening and closing) in the common factor (principal 
component) of LA6 exchange rates is included in the exchange rate equation to capture the 
impact of regional factors, such as the impact of commodity prices, which is also expected to 
be positive.19

DATA AND ESTIMATION RESULTS
Data on daily (11:00 a.m. and 1:30 p.m.) exchange rates and daily foreign exchange interven-
tions are from the online statistical database of the BCRP. Data for the opening session exchange 
rate for Peru, exchange rates for other LA6 economies, and analysts’ consensus estimates of GDP 
are from Bloomberg. Finally, VIX are from the Chicago of Board Options Exchange online 

17 The afternoon session volatility is measured by the square root of the squared deviation of the afternoon session 
exchange rate from the weekly average exchange rate.
18 Ideally, the changes in the VIX should have been between the 11:00 a.m. and 1:30 p.m. quotes to match the changes 
in the dependent variables. But minute-by-minute historical quotes are not available for the period covered in this 
chapter.
19 The LA6 are Brazil, Chile, Colombia, Mexico, Peru, and Uruguay.
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 database. The sample covers daily data for four years (January 2010–December 2013) and 
includes a total sample of 982 observations.20

Statistical analysis of the exchange rate and intervention data suggests that intervention deci-
sions are prompted mainly by the deviations of the level of the exchange rate from a notional 
target range. In particular, foreign exchange purchases are strongly associated with the deviation 
of the level of the exchange rate from the lower bound of the BCRP’s tolerable range (Figure 21.4). 
However, foreign exchange sales are conducted during episodes of exchange rate depreciations 
even when the level of the exchange rate falls within the target range, possibly due to volatility 
concerns. In general, volatility is high during periods of depreciations as shown by the widening 
of the target range in the second half of 2013.

Foreign exchange purchases seem to be driven primarily by the deviation of the exchange rate 
from the BCRP’s notional tolerable range (leaning against the wind). About 91 percent of the 
foreign exchange purchases were conducted during days when the level of the morning session 
exchange rate fell below the lower bound of the notional tolerable range. Less than 5 percent of 
the foreign exchange purchases were conducted on days when only exchange rate volatility devi-
ated from the target, whereas the level of the exchange rate remained within target (Figure 21.5).

However, leaning against the wind does not seem to be the only target of foreign exchange 
sales. Compared to foreign exchange purchase days, a lower proportion (75 percent) of the for-
eign exchange sales was conducted on days when the morning session exchange rate deviated 
from the upper bound of the BCRP’s notional tolerable range. On the other hand, a relatively 
large share of the foreign exchange sales (about 20 percent) were conducted on days when the 
exchange rate volatility deviated from the target while the level remained within the BCRP’s 
tolerable range (Figure 21.6).

20 Of the 982 observations, the BCRP purchased foreign exchange on 354 days (36 percent of total observations), sold 
foreign exchange on 81 days (8¼ percent of total observations), and did not intervene on 534 days (55½ percent of total 
observations).
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Figure 21.4 Exchange Rates and Foreign Exchange Intervention
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Figure 21.6 Characterization of Foreign Exchange Sales by the Central Reserve Bank 
of Peru, January 2010–December 2013

©International Monetary Fund. Not for Redistribution



 Tashu 355

The BCRP’s Reaction Functions

The BCRP’s reaction functions are estimated by probit regressions. The estimated regressions seem 
to explain intervention decisions very well. The likelihood ratio statistics and the Pseudo R2 values 
are large, indicating strong goodness of fit.  Two- day lags of the dependent variables are found to 
be statistically significant, indicating the tendency for intervention clustering (Table 21.1).

The results provide strong evidence that the BCRP intervenes to prevent excessive apprecia-
tions and depreciations (deviations from the notional tolerable range). Deviations of the level of 
the exchange rate from the lower and upper bounds of the BCRP’s notional tolerable range are 
positively and significantly associated with foreign exchange purchases and sales, respectively 
indicating that such deviations prompt foreign exchange interventions (Table 21.1). But the 
BCRP’s reaction to volatility appears to be asymmetric. While the deviation of the exchange rate 
volatility from the BCRP’s target is positively and significantly associated with foreign exchange 
sales, its correlation with foreign exchange purchases is negative but not statistically significant. 
This suggests that excessive exchange rate volatility seems to be more of a concern for the BCRP 
during episodes of depreciations.

Regression (2) in Table 21.1 was estimated with the addition of a dummy for intervention 
policy change, interacted with excessive exchange rate appreciation and exchange rate volatility, 
to test if the BCRP’s  preannouncement of interventions in August 2012 was associated with a 
change of its reactions to exchange rate movements.21 The results do not change in a significant 
way. The BCRP’s reaction to excessive appreciation remains statistically significant. Its reaction 
to excessive volatility remains negative, but becomes weakly significant, suggesting that the BCRP 

21 The dummy takes 1 during September 2012–April 2013, the appreciation episode when the central bank’s new inter-
vention strategy was applied, and 0 otherwise.

TABLE 21.1

Probit Regression Results for the Probability of Foreign Exchange Intervention

(a) Foreign Exchange Purchases (b) Foreign Exchange Sales

Independent Variable (1) (2) Independent Variable Coefficient

Foreign exchange 
purchase_first lag

1.613
(11.60)***

1.511
(10.73)***

Foreign exchange 
sale_first lag

1.143
(5.42)***

Foreign exchange 
purchase_second lag

0.525
(3.76)***

0.398
(2.79)***

Foreign exchange 
sale_second lag

0.711
(3.24)**

Excessive appreciation 31.437
(6.64)***

29.139
(5.79)***

Excessive depreciation 12.823
(6.36)***

Excessive volatility −0.110
(−1.11)

−0.215
(−1.90)*

Excessive volatility 0.304
(3.72)***

Excessive appreciation* 
dummy for intervention 
policy change

—
—

306.325
(2.44)**

Constant −2.280
(−18.81)***

Excessive volatility* dummy 
for intervention policy 
change

—
—

−0.695
(−1.17)

Constant −1.766
(−16.93)***

−1.710
(−16.10)***

Model statistics Model statistics
Number of observations 960 960 Number of observations 960
 LR- χ2 (4) 632.4*** 663.0***  LR- χ2 (4) 249.5***
 Pseudo- R2 0.50 0.52 Pseudo R2 0.49

Source: Author’s estimations.
Note: Purchase and sale of foreign exchange are represented by dummy variables with values of 1 when there was purchase (sale) and 
0 otherwise. Equations (21.1) and (21.2) are without and with intervention policy change dummy interaction, respectively. Numbers in 
 parentheses are  z- values. * Significant at the 10 percent level, ** significant at the 5 percent level, and *** significant at the 1 percent level.
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might have intervened out of a concern for too low volatility, which is not in line with its general 
stated objective.

The results of the BCRP’s estimated reaction function are robust to changes in estimation 
methodology. For instance, the main results remain unchanged when a single equation reaction 
function, instead of separate reaction functions for foreign exchange purchases and sales, is esti-
mated using a multinomial logistic regression (Annex 21.1).22 In particular, the odds of foreign 
exchange purchases are affected only by excessive appreciations, but the odds of foreign exchange 
sales are affected both by excessive depreciations and volatility.

Effects of Foreign Exchange Interventions

Instrumental variable estimates for the level and volatility of the exchange rate provide evidence 
of asymmetric effects of foreign exchange interventions on exchange rate variability (Table 21.2). 
Three regressions are estimated for each change in the level and volatility of the exchange rate. 
Regression (1) includes only foreign exchange intervention variables (foreign exchange purchases 

22 The dependent variable is a dummy that takes 1 for foreign exchange purchases, −1 for foreign exchange sales, and 0 
for no intervention. Multinomial logistic regression, instead of multinomial probit, was used because no convergence was 
achieved using multinomial probit regression.

TABLE 21.2

Estimated Effects of Foreign Exchange Intervention on the Level and Volatility of the 
Exchange Rate

Change in the Level of the Exchange Rate Change in Volatility of the Exchange Rate

Explanatory Variables (1) (2) (3) (1) (2) (3)

Foreign exchange purchase 0.018
(1.41)

0.018
(1.49)

0.027
(1.73)*

−0.073
(−2.21)**

−0.077
(−2.33)**

−0.128
(−3.08)***

Foreign exchange sale −0.138
(−2.68)***

−0.138
(−2.70)***

−0.137
(−2.68)***

−0.124
(−1.86)**

−0.135
(−2.00)**

−0.143
(−2.12)**

Foreign exchange 
sale_first lag

0.113
(2.20)**

0.115
(2.25)**

0.115
(2.27)**

—
—

—
—

—
—

Change in ER_LA1 —
—

0.013
(4.48)***

0.013
(4.47)***

—
—

—
—

—
—

GDP surprise2 — −0.006
(−0.28)

−0.007
(−0.30)

— −0.006
(−0.1)

−0.005
(−0.08)

Absolute value of change in 
the VIX

—
—

—
—

—
—

—
—

−0.011
(−1.01)

−0.011
(−0.97)

Likelihood of foreign 
exchange purchase 
interacted with dummy for 
intervention policy change

—
—

—
—

−0.015
(−0.89)

—
—

—
—

0.093
(2.02)**

Constant −0.002
(−0.32)

−0.003
(−0.38)

−0.004
(−0.53)

0.113
(6.16)***

0.126
(5.68)***

0.132
(5.90)***

Model statistics
Number of observations 979 979 979 980 980 980
 F- statistic 3.59*** 6.25*** 5.34*** 3.16** 1.84* 2.29**
Adjusted R2 0.008 0.026 0.026 0.004 0.003 0.007

Source: Author’s estimations.
Note: The table estimates use the instrumental variable ( two- stage  least- squares) method. Predicted values of foreign exchange purchase and sale 
from regressions (a) and (b) of Table 21.1 are used as instruments for foreign exchange purchase and sale, respectively. Equation (21.1) is the 
 baseline regression, equation (21.2) includes control variables, and equation (21.3) includes interaction of foreign exchange purchases with a 
dummy for intervention policy change on top of control variables. Numbers in parentheses are  t- values. * significant at the 10 percent level, 
** significant at the 5 percent level, and *** significant at the 1 percent level. VIX = Chicago Board Options Exchange Volatility Index.
1Change in the principal component of exchange rates in the LA6 (Brazil, Chile, Colombia, Mexico, Peru, Uruguay).
2The difference between actual real GDP growth and consensus estimates prior to data release. Entered in absolute value in the volatility 
 equations.
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and sales),23 whereas regression (2) includes other control variables. Regression (3) includes inter-
action of a dummy variable for intervention policy change with a foreign exchange purchase.

According to the results, there is no strong statistical evidence to suggest that foreign exchange 
purchases by the BCRP are successful in preventing an appreciation of the exchange rate, as the 
likelihood of foreign exchange purchases is either statistically insignificant [regressions (1) and (2)] 
or only weakly significant [regression (3)]. But the likelihood of foreign exchange purchases has a 
statistically significant and negative impact on volatility, indicating the foreign exchange purchase 
by the BCRP reduces volatility. In other words, although the BCRP’s objective for intervention 
during episodes of appreciation is to lean against the wind, it ends up reducing volatility without 
having a significant impact on the level of the exchange rate.

On the other hand, foreign exchange sales appear to be successful not only in reducing volatil-
ity, but also in preventing the depreciation of the exchange rate, although some of the effects 
appear to reverse the following day. These results are consistent with findings of Lahura and Vega 
(2013)24 that foreign exchange sales are more successful in preventing depreciation than foreign 
exchange purchases in preventing appreciation. With the exception of the first lag of foreign 
exchange sales, lags of foreign exchange intervention are not found to be statistically significant, 
indicating that the effects of interventions are short lived.

Unfortunately, the overall fits of the estimated models are not good, as is the case with similar 
empirical studies on exchange rates. The variables included in this chapter explain very little 
about exchange rate variability. This is partly because not all potential determinants are included 
due to limitations on daily data, but it also reflects the difficulty of explaining exchange rate vari-
ability. Among the control variables, only the common factor (principal component) of the 
exchange rates of LA6 economies became statistically significant, reflecting the importance of 
regional common factors such as the impact of commodity prices.

The results are robust to changes in the definition of the target and tolerable range of the 
exchange rate. The above regressions were reestimated for the target exchange rate defined as a 
 six- month moving average and a  one- year  Hodrick- Prescott rolling filtered average, and for the 
tolerable range defined as a  one- year historical average ±1.5 times the standard deviation. The 
results both for the BCRP’s reaction function and the exchange rate regressions, presented in 
Annexes 21.2 to 21.4, show that the conclusions drawn above are robust to changes in the defini-
tion of the target and tolerable range of the exchange rate. The only exception is that volatility 
became statistically significant in the foreign exchange purchase equation when the BCRP’s toler-
able range is broadened to a  one- year historical average e±1.5* standard deviation, in particular 
in the second regression. But the coefficient remains negative, still supporting the hypothesis of 
asymmetric BCRP reaction.

CONCLUSIONS
This chapter has presented empirical evidence of the asymmetry in the BCRP’s reactions to 
appreciation and depreciation pressures. While foreign exchange purchases are driven mainly by 
excessive appreciation of the exchange rate, foreign exchange sales respond to both excessive 
exchange rate volatility and excessive depreciation of the exchange rate. This implies that exchange 
rate volatility may be more of a concern for the BCRP during depreciation pressures than during 
appreciation pressures. In all regressions, excessive volatility is negatively associated with the like-
lihood of foreign exchange purchases by the BCRP, and in some of the regressions it becomes 

23 Statistically significant variables in regressions (1) and (2) of Table 21.1 are used as instruments for the likelihood of 
foreign exchange sales and purchases, respectively.
24 The authors employ event study regressions and structural vector autoregressions.
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statistically significant, albeit weakly. This indicates that the BCRP might have intervened against 
very low volatility during appreciation episodes. This latter result is consistent with the BCRP’s 
public statements in August 2012 that it was concerned by the low volatility and persistent appre-
ciation of the nuevo sol, and with its decision to  preannounce foreign exchange purchases of 
stable amounts even during days of depreciations.

Although foreign exchange sales seem to be effective in preventing depreciation, there is not 
sufficient statistical evidence to support the success of foreign exchange purchases. The results 
show that foreign exchange sales by the BCRP are effective in reducing the level and volatility of 
the exchange rate. Foreign exchange purchases do not have statistically significant effects on the 
level of the exchange rate, but they do have an unintended statistically significant negative impact 
on exchange rate volatility. The results also show that the BCRP’s  preannouncement of its inter-
ventions in August 2012 did not change the effectiveness of the intervention.

Since interventions can be costly, the BCRP needs to target its interventions where they are 
most effective.25 In this regard, the results of this chapter imply that:

• Foreign exchange sales by the central bank can be warranted during periods of depreciation 
pressures if there are concerns over excessive volatility and depreciation. The statistical evi-
dence in this chapter shows that foreign exchange sales are effective in reducing the excessive 
volatility and depreciation of the nuevo sol. But since these effects are found to be short 
lived, interventions should not aim at preventing the depreciating trend of the exchange 
rate, which ought to be driven by fundamentals.

• Foreign exchange purchases by the central bank during periods of appreciation pressures are 
warranted mostly if volatility is a concern.26 If reducing volatility is not the objective, as the 
results of this study indicate, foreign exchange purchases could perpetuate the appreciation 
by reducing volatility and encouraging a  one- sided bet on the domestic currency.

25 The cost of sterilization in 2012 was estimated at about ½ percent of GDP.
26 Building international reserves can also be a reason for intervention during episodes of appreciations, although this is 
less likely to be the case in Peru recently.
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ANNEX 21.1. SINGLE EQUATION REGRESSION OF THE 
REACTION FUNCTION OF THE CENTRAL RESERVE BANK 
OF PERU

ANNEX TABLE 21.1.1

Multinomial Logistic Regression of Foreign Exchange Intervention

Independent Variable

(1) (2)

Foreign Exchange 
Sale

Foreign Exchange 
Purchase

Foreign Exchange 
Sale

Foreign Exchange 
Purchase

Intervention_first lag −1.531
(−4.49)***

2.636
(11.04)***

−1.529
(−4.49)***

2.439
(10.15)***

Intervention_second lag −0.798
(−2.30)**

0.853
(3.57)***

−0.797
(−2.30)**

0.634
(2.63)***

Deviation from target (appreciation) −71511
(−0.02)

45.131
(5.12)***

−73835
(−0.01)

38.394
(4.09)***

Deviation from target (depreciation) 14.940
(4.08)***

−9406
(−0.00)

14.850
(4.06)***

−9170
(−0.00)

Volatility 0.285
(1.82)**

−0.130
(−0.68)

0.284
(1.81)**

−0.300
(−1.39)

Deviation from target (appreciation)* 
dummy for intervention policy change

—
—

—
—

56546
(0.01)

519.424
(2.39)**

Volatility* dummy for intervention 
policy change

—
—

—
—

−1.783
(−0.42)

−1.453
(−1.39)

Constant −2.703
(−9.22)***

−2.668
(−12.63)***

−2.693
(−9.19)***

−2.516
(−11.78)***

Model statistics
Number of observations 980 980
 LR- χ2 (10) 877.12*** 909.20***
 Pseudo- R2 0.50 0.52

Source: Author’s estimations.
Note: The dependent variable is a dummy taking values of 1 for foreign exchange purchase, −1 for foreign exchange purchase sale, 
and 0 otherwise. The base outcome is  no  intervention. Equations (21.2) and (21.2) are without and with, respectively, intervention policy change 
dummy interaction. Numbers in parentheses are z- values. * Significant at the 10 percent level, ** significant at the 5 percent level, and *** 
significant at the 1 percent level.
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ANNEX 21.2. THE EXCHANGE RATE TARGET ESTIMATED BY 
 SIX- MONTH MOVING AVERAGE EXCHANGE RATE

ANNEX TABLE 21.2.1

Probit Regression Results for the Probability of Foreign Exchange Intervention

(a) Foreign Exchange Purchases (b) Foreign Exchange Sales

Independent Variable (1) (2) Independent Variable Coefficient

Foreign exchange 
purchase_first lag

1.635
(11.75)***

1.548
(11.05)***

Foreign exchange sale_first lag 1.430
(7.48)***

Foreign exchange 
purchase_second lag

0.569
(4.07)***

0.464
(3.28)***

Foreign exchange 
sale_second lag

1.010
(5.11)**

Excessive appreciation 47.200
(6.31)***

45.548
(5.81)***

Excessive depreciation 7.461
(2.73)***

Excessive volatility −0.110
(−1.13)

−0.217
(−1.94)*

Volatility 0.220
(2.71)***

Excessive appreciation* 
dummy for intervention 
policy change1

—
—

—
—

Constant −2.022
(−21.12)***

Excessive volatility* dummy for 
intervention policy change

—
—

0.630
(1.59)

Constant −1.669
(−17.76)***

−1.639
(−17.29)***

Model statistics Model statistics
Number of observations 980 898 Number of observations 980
 LR- χ2 642.5*** 484.87***  F- statistic 217.62***
 Pseudo- R2 0.50 0.44 Adjusted R2 0.39

Source: Author’s estimations.
Note: Purchase and sale of foreign exchange are represented by dummy variables with values of 1 when there was purchase (sale) and 0 otherwise. 
Equations (21.1) and (21.2) are without and with intervention policy change dummy interaction, respectively. Numbers in parentheses are  z- values. 
* Significant at the 10 percent level, ** significant at the 5 percent level, and *** significant at the 1 percent level.
1Dropped from equation (21.2) as it predicts success perfectly.
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ANNEX TABLE 21.2.2

Estimated Effects of Foreign Exchange Intervention on the Level and Volatility of the 
Exchange Rate

Explanatory Variables

Change in the Level of the Exchange Rate Change in Volatility of the Exchange Rate

(1) (2) (3) (1) (2) (3)

Foreign exchange purchase 0.017
(1.32)

0.017
(1.39)

0.025
(1.70)

−0.090
(−2.73)***

−0.094
(−2.84)***

−0.127
(−3.28)***

Foreign exchange purchase 
sale

−0.133
(−3.07)***

−0.126
(−2.94)***

−0.126
(−2.94)***

−0.170
(−2.40)**

−0.179
(−2.51)**

−0.181
(−2.53)**

Foreign exchange purchase 
sale_first lag

0.110
(2.55)***

0.105
(2.44)**

0.105
(2.45)**

—
—

—
—

—
—

Change in ER_LA1 —
—

0.013
(4.36)***

0.013
(4.36)***

—
—

—
—

—
—

GDP surprise2 — −0.007
(−0.33)

−0.008
(−0.35)

— −0.006
(−0.09)

−0.005
(−0.08)

Absolute value of change in 
the VIX

—
—

—
—

—
—

—
—

−0.012
(−1.05)

−0.011
(−0.98)

Likelihood of foreign 
exchange purchase 
interacted with dummy for 
intervention policy change

—
—

—
—

−0.017
(−0.98)

—
—

…
…

0.079
(1.67)*

Constant −0.002
(−0.29)

−0.002
(−0.33)

−0.003
(−0.41)

0.123
(6.64)***

0.136
(6.18)***

0.138
(6.23)***

Model statistics
Number of observations 979 979 979 980 980 980
 F- statistic 4.10*** 6.36*** 5.46*** 5.08*** 2.82** 2.81**
Adjusted R2 0.010 0.027 0.027 0.008 0.007 0.009

Source: Author’s estimations.
Note: Estimated using the instrumental variable ( two- stage  least- squares) method. Statistically significant variables in regressions (1) and (2) of 
Table 21.2.1 are used as instruments for likelihood of foreign exchange sales and purchases, respectively. Equation (21.1) is the baseline regression, 
equation (21.2) includes control variables, and equation (21.3) includes interaction of foreign exchange purchases with dummy for intervention 
policy change on top of control variables. Numbers in parentheses are  t- values. * Significant at the 10 percent level, ** significant at the 5 percent 
level, and *** significant at the 1 percent level. VIX = Chicago Board Options Exchange Volatility Index.
1Change in the principal component of exchange rates in the LA6 (Brazil, Chile, Colombia, Mexico, Peru, Uruguay).
2The difference between actual real GDP growth and consensus estimates prior to data release. Entered in absolute value in the volatility 
 equations.
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ANNEX 21.3. THE EXCHANGE RATE TARGET ESTIMATED BY 
 ONE- YEAR AVERAGE ROLLING  HODRICK- PRESCOTT FILTERED 
EXCHANGE RATE

ANNEX TABLE 21.3.1

Probit Regression Results for the Probability of Foreign Exchange Intervention

(a) Foreign Exchange Purchases (b) Foreign Exchange Sales

Independent Variable (1) (2) Independent Variable Coefficient

Foreign exchange 
purchase_first lag

1.620
(11.65)***

1.519
(10.80)***

Foreign exchange sale_1st lag 1.072
(5.34)***

Foreign exchange 
purchase_second lag

0.531
(3.80)***

0.405
(2.85)***

Foreign exchange sale_2nd lag 0.660
(3.16)**

Excessive appreciation 31.935
(6.73)***

29.668
(5.88)***

Excessive depreciation 13.784
(7.01)***

Excessive volatility −0.115
(−1.16)

−0.220
(−1.94)*

Volatility 0.283
(3.52)***

Excessive appreciation* 
dummy for intervention 
policy change

—
—

323.227
(2.39)**

Constant −2.254
(−19.14)***

Excessive volatility* dummy for 
intervention policy change

—
—

−0.675
(−1.14)

Constant −1.773
(−17.31)***

−1.720
(−16.52)***

Model statistics Model statistics
Number of observations 980 980 Number of observations 980
 LR- χ2 (4) 648.38*** 6678.62***  F- statistic 260.23***
 Pseudo- R2 0.51 0.53 Adjusted R2 0.47

Source: Author’s estimations.
Note: Purchase and sale of foreign exchange are represented by dummy variables with values of 1 when there was purchase (sale) and 0 otherwise. 
Equations (21.1) and (21.2) are without and with intervention policy change dummy interaction, respectively. Numbers in parentheses are  z- values. 
* Significant at the 10 percent level, ** significant at the 5 percent level, and *** significant at the 1 percent level.
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ANNEX TABLE 21.3.2

Estimated Effects of Foreign Exchange Intervention on the Level and Volatility of the 
Exchange Rate

Explanatory Variables

Change in the Level of the Exchange Rate Change in Volatility of the Exchange Rate

(1) (2) (3) (1) (2) (3)

Foreign exchange purchase 0.018
(1.42)

0.019
(1.49)

0.027
(1.72)*

−0.072
(−2.20)**

−0.077
(−2.32)**

−0.128
(−3.07)***

Foreign exchange sale −0.138
(−2.68)***

−0.137
(−2.69)***

−0.136
(−2.67)***

−0.124
(−1.86)**

−0.135
(−2.00)**

−0.143
(−2.12)**

Foreign exchange 
sale_first lag

0.113
(2.20)**

0.114
(2.25)**

0.115
(2.26)**

—
—

—
—

—
—

Change in ER_LA1 —
—

0.013
(4.45)***

0.013
(4.44)***

—
—

—
—

—
—

GDP surprise2 — −0.007
(−0.30)

−0.007
(−0.32)

— −0.006
(−0.10)

−0.005
(−0.08)

Absolute value of change in 
the VIX

—
—

—
—

—
—

—
—

−0.011
(−1.03)

−0.016
(−1.49)

Likelihood of foreign 
exchange purchase 
interacted with dummy for 
intervention policy change

—
—

—
—

−0.015
(−0.88)

—
—

—
—

0.093
(2.02)**

Constant −0.002
(−0.33)

−0.003
(−0.38)

−0.004
(−0.53)

0.113
(6.15)***

0.126
(5.68)***

0.132
(5.90)***

Model statistics
Number of observations 979 979 979 980 980 980
 F- statistic 3.59*** 6.20*** 5.30*** 3.14** 1.83* 2.28**
Adjusted R2 0.008 0.026 0.026 0.004 0.003 0.007

Source: Author’s estimations.
Note: Estimated using the instrumental variable ( two- stage  least- squares) method. Statistically significant variables in regressions (1) and (2) of 
Table 21.3.1 are used as instruments for likelihood of foreign exchange sales and purchases, respectively. Equation (21.1) is the baseline regression, 
equation (21.2) includes control variables, and equation (21.3) includes interaction of foreign exchange purchases with a dummy for intervention 
policy change on top of control variables. Numbers in parentheses are  t- values. * Significant at the 10 percent level, ** significant at the 5 percent 
level, and *** significant at the 1 percent level. VIX = Chicago Board Options Exchange Volatility Index.
1Change in the principal component of exchange rates in the LA6 (Brazil, Chile, Colombia, Mexico, Peru, Uruguay).
2The difference between actual real GDP growth and consensus estimates prior to data release. Entered in absolute value in the volatility 
 equations.
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ANNEX 21.4. TOLERABLE RANGE DEFINED AS  ONE- YEAR 
HISTORICAL AVERAGE EXCHANGE RATE ±1.5 TIMES 
STANDARD DEVIATION

ANNEX TABLE 21.4.1

Probit Regression Results for the Probability of Foreign Exchange Intervention

(a) Foreign Exchange Purchases (b) Foreign Exchange Sales

Independent Variable (1) (2) Independent Variable Coefficient

Foreign exchange 
purchase_first lag

1.691
(12.27)***

1.625
(11.75)***

Foreign exchange sale_first lag 1.391
(7.21)***

Foreign exchange 
purchase_second lag

0.606
(4.39)***

0.524
(3.75)***

Foreign exchange 
sale_second lag

0.972
(4.91)**

Excessive appreciation 41.367
(5.01)***

34.138
(3.81)***

Excessive depreciation 9.592
(3.44)***

Excessive volatility −0.170
(−1.75)*

−0.246
(−2.26)**

Volatility 0.244
(3.12)***

Excessive appreciation* 
dummy for intervention 
policy change1

—
—

—
—

Constant −2.034
(−21.04)***

Excessive volatility* dummy for 
intervention policy change

—
—

0.375
(0.87)

Constant −1.544
(−18.25)***

−1.500
(−17.61)***

Model statistics Model statistics
Number of observations 980 896 Number of observations 980
 LR- χ2 (4) 627.7*** 461.24***  F- statistic 222.06***
 Pseudo- R2 0.49 0.42 Adjusted R2 0.40

Source: Author’s estimations.
Note: Purchase and sale of foreign exchange are represented by dummy variables with values of 1 when there was purchase (sale) and 0 otherwise. 
Equations (21.1) and (21.2) are without and with intervention policy change dummy interaction, respectively. Numbers in parentheses are  z- values. 
* Significant at the 10 percent level, ** significant at the 5 percent level, and *** significant at the 1 percent level.
1 Dropped from equation (21.2) because it predicts success perfectly.
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ANNEX TABLE 21.4.2

Estimated Effects of Foreign Exchange Intervention on the Level and Volatility of the 
Exchange Rate

Explanatory Variables

Change in the Level of the Exchange Rate Change in Volatility of the Exchange Rate

(1) (2) (3) (1) (2) (3)

Foreign exchange purchase 0.015
(1.20)

0.016
(1.25)

0.024
(1.57)

−0.082
(−2.48)**

−0.086
(−2.58)**

−0.123
(−3.08)***

Foreign exchange sale −0.136
(−3.08)***

−0.130
(−2.98)***

−0.130
(−2.98)***

−0.180
(−2.58)***

−0.189
(−2.68)***

−0.192
(−2.72)***

Foreign exchange 
sale_first lag

0.107
(2.42)**

0.103
(2.35)**

0.103
(2.36)**

—
—

—
—

—
—

Change in ER_LA1 —
—

0.013
(4.37)***

0.013
(4.36)***

—
—

—
—

—
—

GDP surprise2 — −0.007
(−0.33)

−0.008
(−0.34)

— −0.007
(−0.12)

−0.006
(−0.10)

Absolute value of change in 
the VIX

—
—

—
—

—
—

—
—

−0.011
(−1.03)

−0.011
(−0.96)

Likelihood of foreign 
exchange purchase 
interacted with dummy for 
intervention policy change

—
—

—
—

−0.017
(−0.96)

—
—

—
—

0.078
(1.68)*

Constant −0.001
(−0.16)

−0.001
(−0.18)

−0.002
(−0.29)

0.121
(6.53)***

0.134
(6.09)***

0.137
(6.17)***

Model statistics
Number of observations 979 979 979 980 980 960
 F- statistic 4.05*** 6.35*** 5.45*** 4.92*** 2.72** 2.72**
Adjusted R2 0.010 0.027 0.027 0.008 0.007 0.009

Source: Author’s estimations.
Note: Estimated using the instrumental variable ( two- stage  least- squares) method. Statistically significant variables in regressions (1) and (2) of 
Table 21.4.1 are used as instruments for likelihood of foreign exchange sales and purchases, respectively. Equation (21.1) is the baseline regression, 
equation (21.2) includes control variables, and equation (21.3) includes interaction of foreign exchange purchases with a dummy for intervention 
policy change on top of control variables. Numbers in parentheses are  t- values. * Significant at the 10 percent level, ** significant at the 5 percent 
level, and *** significant at the 1 percent level. VIX = Chicago Board Options Exchange Volatility Index.
1Change in the principal component of exchange rates in the LA6 (Brazil, Chile, Colombia, Mexico, Peru, Uruguay).
2The difference between actual real GDP growth and consensus estimates prior to data release. Entered in absolute value in the volatility equations.
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CHAPTER 22

Measuring External Risks for Peru: 
Insights from a Macroeconomic Model 
for a Small, Open, and Partially 
Dollarized Economy

FEI HAN

This chapter quantifies the effects of external risks for Peru, giving particular attention to two major 
external risks: the investment slowdown in China and monetary policy tightening in the United States. 
In particular, a macroeconomic model for a small, open, and partially dollarized economy is developed 
and estimated for Peru to measure risk spillovers and simulate domestic macroeconomic responses in 
different scenarios with these two external risks. The simulation results suggest that Peru’s output is 
vulnerable to both risks, particularly U.S. monetary policy tightening. Simulations also highlight the 
importance of higher exchange rate flexibility and a lower degree of dollarization, which could help 
mitigate the negative spillover effects of these external risks.

As a small and open economy, Peru is exposed to external shocks from its major trading partners, 
particularly China. China is one of Peru’s main trading partners and was its largest export destina-
tion during 2011–12 (Figure 22.1a). In particular, 17 percent of Peru’s total exports went to 
China in 2012 (about 4 percent of GDP), of which 81 percent were metals (Figure  22.1b). 
According to data from the UN Commodity Trade Statistics, over a third of Peru’s copper 
exports, 64 percent of gold exports, and 22 percent of other mineral commodities went to China 
during 2008–12 (Figure 22.1c). However, China’s mineral imports from Peru, including copper 
and gold, still represent a relatively small share of China’s total mineral imports (Figure 22.1d).

As a partially dollarized economy, Peru is exposed to monetary policy shocks in the United 
States. By  end- 2013, about 38 percent of banking system liquidity and 42 percent of bank credit 
to the private sector in Peru were denominated in foreign currency, reflecting high financial dol-
larization (Figure 22.2a). Not surprisingly, Peru’s  short- term interest rate denominated in U.S. 
dollars is highly correlated with the U.S. federal funds rate (Figure 22.2b).1 Thus, U.S. monetary 
policy shocks that affect the federal funds rate might lead to a significant impact on the 
 dollar- denominated domestic interbank interest rate and, hence, economic activity.

The IMF’s 2012 and 2013 Spillover Reports identified China’s investment slowdown and U.S. 
monetary policy normalization as two of the major global risks going forward (IMF 2012, 2013). 
The 2012 Spillover Report found that China has significant spillover effects on its main trading 
partners and on world prices, mainly through investment, which has been a key driver of China’s 
economic growth and lower external surpluses. In particular, as mentioned in the 2012 Spillover 
Report, “a slowdown in China’s investment growth, while desirable to rebalance demand towards 
consumption in the medium term, could in the interim hit partners and world prices, especially 
if the adjustment were to be sharp and disorderly.” Furthermore, prompt normalization of U.S. 

1 The correlation between the U.S.  dollar– denominated interest rate in Peru and the U.S. federal funds target rate was 0.9 
during 2000–13.
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monetary policy was also identified as one of the other main global spillover risks in the 2013 
Spillover Report. As the U.S. economy recovers, monetary policy should be tightened, and this 
will likely lead to capital flows into the United States and higher interest rates across the world, 
slowing economic growth. As a partially dollarized, small, and open economy, Peru’s exposure to 
the U.S. monetary policy shock might be larger than that of a typical nondollarized, small, and 
open country.

There is limited literature quantifying the exposure of Peru to China’s investment slowdown 
or U.S. monetary policy tightening. Salas (2010) proposed a simple macroeconomic model 
resembling the Quarterly Projection Model developed by the Central Reserve Bank of Peru 
(Banco Central de Reserva del Perú [BCRP]), but no external shocks were considered. Ahuja and 
Nabar (2012) measured the spillover effects of China’s investment slowdown on main commodity 
exporters by estimating the direct trade exposures of each commodity exporter to China. 
However, as found in Annex IV of the IMF Staff Report for the 2013 Article IV Consultation 
with Peru (IMF 2014), the main transmission channel of China’s spillovers to Peru is through 
China’s impact on world metal prices, and hence Peru’s terms of trade and economic activity 
(income effect), instead of the direct trade channel.

This chapter uses a new Keynesian macroeconomic model for a small, open, and partially 
dollarized economy to estimate and simulate Peru’s macroeconomic and policy responses to a 
temporary slowdown in China’s investment growth and a continued tightening of U.S. monetary 
policy. In particular, the chapter develops a simple new Keynesian type macroeconomic model 
consisting of an aggregate demand equation (or IS curve), an  expectations- augmented Phillips 
curve, a  Taylor- type monetary policy rule, and an uncovered interest parity (UIP) condition 
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Figure 22.1 Peru’s Trading Partners
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based on a similar model proposed by Salas (2010). To be consistent with the 2012 and 2013 
IMF Spillover Reports, the chapter considers a temporary slowdown in China’s investment 
growth and continued tightening of U.S. monetary policy as the external shocks. In the model, 
Chinese and U.S. variables are treated exogenously.2 In addition, the model assumes that the 
spillovers from China’s investment slowdown are mainly transmitted through global metal prices 
and trade linkages, and the spillovers from U.S. monetary policy tightening are mainly transmit-
ted through Peru’s  short- term interest rate denominated in U.S. dollars and trade linkages. The 
model is then estimated to quantitatively measure these spillover channels, simulated under dif-
ferent scenarios to generate the macroeconomic and policy responses.

An investment slowdown in China would have a significantly negative impact on world metal 
prices, and hence Peru’s terms of trade, economic growth, and other core macroeconomic vari-
ables. More specifically, the model estimates suggest that a decrease in China’s investment growth 
by one standard deviation is likely to cumulatively reduce Peru’s terms of trade (in gap terms) and 
output gap by about 2 percentage points and 0.2 percentage points, respectively, over the year 
after the shock. The effect dies out in about three years.

2 This chapter does not use a  two- region framework such as the one developed by Berg, Karam, and Laxton (2006b), 
because the outward spillovers from Peru to China and the United States seem to be quite limited.
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Continued tightening of U.S. monetary policy would have significantly negative and 
 long- lasting spillover effects on Peru’s U.S.  dollar–denominated  short- term interest rate, and 
hence economic growth and other core macroeconomic variables. In particular, simulations using 
the estimated model suggest that, depending on the magnitude and persistence of the U.S. mon-
etary policy shock, the costs to Peru’s economic activity might be larger and more persistent than 
those from China’s investment slowdown, partly due to the nontemporary feature of the shock.

Greater exchange rate flexibility is likely to mitigate the impact of both external shocks. By 
allowing more room for the exchange rate to fluctuate, Peru can better use it as the first line of 
defense against external shocks, and significantly reduce their adverse impact. Simulations with 
the macroeconomic model suggest that a more flexible nominal exchange rate (as a result, for 
instance, of less foreign exchange intervention) is likely to reduce the spillover effects of the two 
external shocks on Peru’s output gap, particularly over the first year after the shock.3

Less dollarization can also reduce the exposure of Peru to U.S. monetary policy tightening, 
and might be even more effective than a more flexible exchange rate. Considering the potential 
balance sheet effects of a more flexible exchange rate,4 macroprudential policies directed toward 
reducing credit dollarization, such as reserve requirements on  foreign currency–denominated 
deposits and  short- term external liabilities,5 might be more desirable for policymakers. This 
chapter’s model simulations with less dollarization suggest that these macroprudential measures 
could be even more effective than allowing the nominal exchange rate to fluctuate more widely.

The next section of this chapter presents the macroeconomic model, followed by a description 
of the data and estimation strategy of the model and the estimation results. The chapter then 
discusses the simulation exercises conducted in three scenarios: a baseline scenario, a China sce-
nario (where China’s investment growth slows down temporarily), and a China and U.S. scenario 
(where, on top of the China scenario, the U.S.  short- term interest rate rises permanently). More 
simulation exercises are then conducted to examine the roles that exchange rate flexibility and 
dollarization can play. The final section of the chapter presents conclusions.

A MACROECONOMIC MODEL FOR A SMALL, OPEN, 
AND PARTIALLY DOLLARIZED ECONOMY
A  new Keynesian macroeconomic model for Peru is developed to analyze the macroeconomic 
responses in the context of a small, open, and partially dollarized economy. The model is based 
on a general equilibrium and rational expectations model developed by Salas (2010) and Berg, 
Karam, and Laxton (2006a, 2006b), which can be characterized by a core set of behavioral equa-
tions. Since the model is relatively small compared to the traditional dynamic stochastic general 
equilibrium models, and yet has a  well- grounded economic interpretation (Berg, Karam, and 
Laxton 2006a, 2006b), it has been used by the BCRP for policymaking. The model has four 
building blocks: (1) an IS curve or aggregate demand equation, (2) an  expectations- augmented 
Phillips curve or aggregate supply equation, (3) a  Taylor- type monetary policy rule for the 
 short- term interest rate, and (4) a UIP condition. Three features of the model are worth noting. 
First, in the context of a small and open economy,  terms- of-trade and foreign output are included 
as exogenous variables in the aggregate demand equation. Second, in a partially dollarized econ-
omy, agents can take loans in U.S. dollars. Thus the U.S.  dollar– denominated  short- term interest 

3 The effectiveness of a more flexible exchange rate depends on the assumption of the degree of flexibility, as will be dis-
cussed later in this chapter.
4 The balance sheet effects associated with large exchange rate fluctuations have been analyzed in many studies. As shown 
by Calvo and Reinhart (2002) and Reinhart and Reinhart (2008), exchange rate depreciation can reduce the ability to 
repay  foreign currency–denominated debt.
5 See  García- Escribano (2010) for a detailed discussion on Peru’s prudential measures for dedollarization.
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rate also enters the aggregate demand equation as an exogenous variable. Third, to capture the 
foreign exchange interventions conducted by the central bank, a  backward- looking behavior in 
the determination of the exchange rate expectations is considered in the model.6

Aggregate Demand

The aggregate demand or IS curve describing the dynamics of the output gap (yt) is characterized 
in equation (22.1).

y y a r ToTt ya ra r t r t tott tot t t= +a yya ( ) + a ( )tot⎡⎣ ⎤⎦⎤⎤ +1ToTtot t tToTT( )totr r t r t tottt( ⎣rt trr a ott) + aa ⎣ara ( −ttott tott ⎣r (β βr +r trr trrr t β T TT +ToTTT ( −tot t (tot tToTTTT +ToTTT tToTTTT (tot t ($ a qaa a yq tq y t t
y+ +a yt

* ε .  (22.1)

In this equation, rt is the real interest rate in local currency and rtrr
$ is the real interest rate in 

U.S. dollars. Their effects on the output gap are affected by a common coefficient ar and idiosyn-
cratic coefficients, or weighting parameters, βr and βr$. ToTt is the  terms- of-trade gap, that is, the 
gap for international relative prices,7 and this captures the indirect spillover channel from China 
to Peru. It is assumed that both contemporaneous and lagged terms of trade could directly affect 
the current output gap, and βtot is the weighting parameter for the current  terms- of-trade gap. qt 
is the gap for the real effective exchange rate (REER).8 The external demand measured by the 
foreign output gap, yt

*, is also considered. It is assumed that Peru, as a small and open economy, 
does not affect its terms or trade or external demand. In other words, the terms of trade and 
external demand in equation (22.1) are exogenous variables. Finally, the disturbance term εt

y  
denotes a demand shock. Annex 22.1 provides a detailed description of the data.

 Expectations- Augmented Phillips Curve

A standard new Keynesian aggregate supply equation or  expectations- augmented Phillips curve 
characterizing inflation (t) is specified in equation (22.2).

 π π επ π
π

t tππ t y t m tπm
t t tb btπ E b y bt m s stb πtπ ( )tπ b + −st( ) +− −1 π tb E tππ tb Ete tπππ 1 .  (22.2)

In this equation, inflation has both backward- and  forward- looking behaviors, indicated by the 
two components, t–1 and Et(t+1), respectively, where Et(t+1) is the inflation expectation. 
( ) is imported inflation measured in local currency, computed as the sum of imported 
inflation πt

m (measured in U.S. dollars), and the nominal exchange rate variation, (St – St–1). The 
disturbance term επ

t  represents a supply shock.

Monetary (Interest Rate) Policy Rule

A  Taylor- type monetary policy rule characterizing the determination of the  short- term nominal 
interest rate (it) is specified in equation (22.3).

 i c it ii ci tii t
ic iic ii ( )i( )c { }i c c c Ey ty t+c y ( )t( ) + ( )t⎡⎣ ⎤⎦⎤⎤ +)i )cic {i c c Ey y tc y ( t( ) + ( t)ic EtEE ( tcc{i c cy yc yy y ( )t +−t ) −t ε .  (22.3)

6 Central banks in several partially dollarized economies actively intervene in the foreign exchange market in order to 
prevent the balance sheet effects stemming from large exchange rate fluctuations; see Calvo and Reinhart (2002) and 
Reinhart and Reinhart (2008).
7 All the gap variables in this chapter are computed with the  Hodrick- Prescott (HP) filter.
8 The REER is also included here because Peru’s terms of trade and REER are not highly correlated, and thus seem to 
contain differentiated information. An increase in the REER indicates a real appreciation  vis- à-vis its trading partners.
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In this equation, i  is the  steady- state nominal interest rate or the neutral rate, and − is the 
inflation target. Following Barro (1989), interest rate smoothing is considered when the central 
bank determines the interest rate, as indicated by its first lag, it–1. In addition, the interest rate 
also responds to output gap yt and the deviations of inflation t and expected inflation Et(t+1) 
from the inflation target −. Thus, the interest rate has a  forward- looking behavior, as both infla-
tion and inflation expectations are anchored by this policy rule. The disturbance term εt

i denotes 
a monetary policy shock.

Uncovered Interest Rate Parity Condition

The nominal exchange rate St is determined by the uncovered UIP, as expressed in equation (22.4).

 ( )⎡⎣⎡⎡ ⎤⎦4 .( ) −⎡⎡⎡ ⎤ − + εE ( s i⎤⎦⎤⎤ = it ((E ( t t⎦⎤⎤ ii⎦⎤⎤ t tε+ εii s*  (22.4)

In equation (22.4), the expected quarterly exchange rate variation [Et(St+1) – St] is multiplied 
by four to be transformed into an annual term, which is equal to the differential between the 
interest rate in local currency and the interest rate in foreign currency (or U.S. dollars, in this 
chapter) plus an error term t

s. Following Salas (2010), we assume that the exchange rate expecta-
tion Et(St+1) is determined by a weighted average of a  backward- looking component (St–1) and a 
 forward- looking component (St+1), as specified in equation (22.5), which is in line with the 
authorities’ objective of interventions to reduce the excess volatility of the exchange rate.

 ( ) ( )= γ +γ ε+E ( (+ .) + ε+s)t (E ( t t( )(+ s) t
e) = γγ) γγ t − 1  (22.5)

The parameter  (between 0 and 1) implicitly measures the extent to which the exchange rate 
is smoothed by the central bank’s foreign exchange interventions. More specifically, the higher 
the value of γ, the higher the degree of exchange rate smoothing.

In addition, following Salas (2010), the REER (in gap terms) in equation (22.1) is determined 
by its first lag, nominal exchange rate variation, and the differential between domestic and foreign 
inflation, as specified in equation (22.6).

 q d q d dt qdd sdd t t t
qd qqd ( )s st t + −d ( ) +dsd (s st tss ( t t πdddd π πt −t ε* ,  (22.6)

where t is foreign inflation and the disturbance term εt
q denotes a shock to the REER.

Finally, the real interest rates rt and rtrr
$ in the  aggregate- demand equation [equation (22.1)] are 

linked to the domestic nominal interest rates it and itii
* in local currency and U.S. dollars, respec-

tively, by the Fisher equation.

 rt = it –Et(t+1) 

 r i E Et tr ir tEE t
* * +iti ( )sts − ( )ttE) ( tEtEE) ( t .

External Shocks

The terms of trade, external demand, and interest rate in U.S. dollars are the main exogenous 
variables in this model and the main channels through which external shocks spill over to Peru.

We assume that the  terms- of-trade gap follows an AR(1) process with world metal prices as an 
exogenous variable.

 ToT T TT Mt tTT ottt t m t tMM tot+T TT +ρToTTTtottt t mmTT +ToTTT tTT ε .  (22.7)
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In equation (22.7), Mt is the world metal price (in gap terms), and εt
tot is the disturbance term 

or the  terms- of-trade shock stripping out the shocks to world metal prices.
We also assume that the domestic nominal interest rate in U.S. dollars, itii

*, follows an AR(1) 
process with the U.S. federal funds rate FFRt as an exogenous variable, as presented in 
equation (22.8).9

i i FFRt iii t f t tRR i* * *
.+i +ρffii tii +itii ε  (22.8)

External demand yt
* is approximated by a  trade- weighted average of Peru’s top three trading 

partners’ output gaps, including the United States, China, and the euro area, as specified in equa-
tion (22.9).

 y w y w y w ytwUS US
t
EA EA

t
CHNHH

t
CHNHH* = +w ytwUS US + . (22.9)

In equation (22.9), yt is the output gap of each of these three economies and wt is the trade 
weight between each of the three economies and Peru (summing up to 1).

China’s investment slowdown is transmitted through its impact on China’s output and world 
metal prices. There are mainly two channels for the transmission of this shock in the model. First, 
as discussed above, China’s investment slowdown directly affects China’s growth and output gap 
yt

CHNHH , and thus external demand yt
* according to equation (22.9) (the direct channel). Second, 

China’s investment slowdown puts downward pressures on world metal prices (Mt) and Peru’s 
terms of trade according to equation (22.7) (the indirect channel).

U.S. monetary policy tightening is transmitted through its impact on Peru’s  dollar- denominated 
nominal interest rate. This is mainly characterized by equation (22.8). It should be noted that, 
for simplicity, the  second- round impact of U.S. monetary tightening on Peru through its impact 
on its own output is not considered in this chapter. While this is a shortcoming of the model, 
this assumption is motivated by the fact that the United States accounted for less than 20 percent 
of Peru’s total trade during 2011–12. If this  second- round adverse impact were to be taken into 
account, the actual spillovers might be even larger than our model estimates.10

DATA AND ESTIMATION
The model is estimated with quarterly data over the sample period 2000:Q1–2013:Q3.11 It has 
six endogenous variables: output gap, inflation, interbank interest rate in local currency, nominal 
exchange rate (quarterly rate of change), REER gap, and  terms- of-trade gap. All the gap variables 
are computed with the HP filter. Expected inflation Et(t + 1) is proxied by the  one- year-ahead 
inflation expectation, obtained from the BCRP’s macroeconomic expectation survey.12 Inflation 
is computed as the seasonally adjusted annualized rate, and the inflation target π = 2 according 

9 The coefficient estimates would still be consistent even if the interest rates were integrated of order 1.
10 Since this chapter is mainly interested in the impact of the rise in the U.S. ( short- term) interest rate, we define the U.S. 
scenario as one without higher demand for Peru’s exports. However, if we were to define the U.S. scenario as higher inter-
est rates and higher demand for Peru’s exports (due to the Federal Reserve’s announcement that the monetary policy 
tightening will be conditional on improved economic indicators), then the actual impact might be smaller than the 
projections in this chapter.
11 Except equation (22.8), which is estimated with data over 2000:Q1–2009:Q1, before the federal funds target rate hit 
the zero lower bound.
12 The inflation expectations in the survey are  end- of-year expectations. We adopt the BCRP’s weighting scheme to com-
pute the  one- year-ahead expected inflation.
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to the BCRP.13 Annex 22.1 provides a detailed description of the data and their sources. Finally, 
the model is estimated as a system using the generalized method of moments, and the endoge-
nous variables are instrumented by their first lags in the estimation to avoid the endogeneity 
problem. The weighting parameters βr, βr$, and βToT are not estimated but calibrated following 
Salas (2010): βr = 0.3, βr$ = 0.15, and βtot = 0.48.14

Estimation results are presented in Annex Tables 22.1.1 to 22.1.4. Since the level of dollariza-
tion has been trending down and the share of Peru’s exports to China has increased more notably 
since the  mid- 2000s (see Figure 22.1a), we also use a subsample 2005:Q1–2013:Q3 in the esti-
mation as a robustness check to the  full- sample estimates, whereas the results are qualitatively 
similar. Several points are worth mentioning. First, the coefficient estimates all have the expected 
signs and are in line with Salas (2010). Second, world metal prices are statistically significant in 
terms of driving Peru’s  terms- of-trade dynamics, which confirms other empirical findings.15 
Third, the U.S. federal funds rate has a significant impact on Peru’s dollar-denominated nominal 
interest rate, which is consistent with the high correlation between these two series, as shown in 
Figure 22.2. Fourth, although local currency–denominated and dollar-denominated interest rates 
seem to have an insignificant impact on Peru’s output gap, the impact becomes significant if more 
observations are included.16 This suggests a downward sloping IS curve for Peru, and thus implies 
that the U.S. monetary policy tightening is likely to have a significant impact on Peru’s real 
economy. Last but not least, similar to Salas (2010), we also find a significantly high degree of 
exchange rate smoothing, which might be partly due to the BCRP’s foreign exchange 
interventions.

SCENARIOS AND SIMULATIONS
This section conducts simulations using the estimated model to examine the macroeconomic 
responses in three different scenarios over 2013:Q4–2018:Q4. The first is a baseline scenario 
with the IMF’s baseline projections.17 The second is the China scenario where the investment 
growth rate of China declines temporarily by one standard deviation from the baseline in 
2015:Q1.18 The third is the China and U.S. scenario where, on top of the China scenario, the 
U.S. federal funds target rate starts to rise in 2015:Q2 following the projections made by 
Carpenter and others (2013). The simulation horizon is 2013:Q4–2018:Q4.

Assumptions of the external variables in the baseline scenario mainly come from IMF projec-
tions, except China’s real GDP growth and the U.S. federal funds rate. We assume that the annual 
growth rate of Chinese real GDP stays at 7½ percent and the federal funds target rate remains 
unchanged at 0.15 percent per annum throughout the simulation horizon. The other external 
variables, including world metal prices, foreign inflation (proxied by world inflation), and the 

13 The annual inflation target has been 2 percent (with a tolerance band of ±1 percentage point) since 2007. However, the 
target was 2½ percent (with a tolerance band of ±1 percentage point) during 2002–06, and the target range was 
3½–4 percent and 2½–3½ percent in 2000 and 2001, respectively. For simplicity, we follow Salas (2010) and assume 
that the annual inflation target is 2 percent over our entire sample period from 2000–13.
14 These values of the calibrated parameters are also in line with the ones in the Quarterly Projection Model developed by 
the BCRP (Macroeconomic Models Department 2009).
15 These values of the calibrated parameters are also in line with the ones in the Quarterly Projection Model developed by 
the BCRP (Macroeconomic Models Department 2009).
16 However, due to data availability of the other variables, we cannot estimate the entire model with the extended sample 
period.
17 Except the assumptions of China’s real GDP growth and the U.S. federal funds rate; see the detailed assumptions in the 
following paragraph.
18 This is a one standard deviation negative temporary shock to China’s investment growth in one quarter, equivalent to 
a 2.5 percent decline in China’s investment levels from the baseline. This shock is the same as the shock to China’s invest-
ment growth considered in the IMF’s 2012 Spillover Report for a better comparison (IMF 2012).
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output gaps of the United States and euro area, are obtained from the IMF’s World Economic 
Outlook database projections. Imported inflation (measured in U.S. dollars) and expected infla-
tion are obtained from the projections included in IMF (2014).

The China scenario assumes a one standard deviation (temporary) decline in China’s invest-
ment growth compared to the baseline scenario in 2015:Q1.19 This shock has a negative impact 
on world metal prices and China’s output gap, as expected (Annex Figure 22.1.1). First, we esti-
mate the impact on world metal prices using a simple vector autoregression with exogenous 
variables, which includes the growth of China’s real investment in fixed assets (FAI) and world 
metal price inflation as endogenous variables, and U.S. and euro area real GDP growth as exog-
enous variables. The estimates suggest that a one standard deviation decline in China’s real FAI 
growth is likely to reduce world metal prices by 3¼ percent over a year, similar to the finding in 
IMF (2013) and Ahuja and Nabar (2012).20 World metal price inflation returns to its baseline 
level after about two years. Second, to estimate the impact of this shock on China’s output gap, 
we estimate another simple vector autoregression with exogenous variables model with China’s 
real FAI and GDP growth as endogenous variables, and U.S. and euro area real GDP growth as 
exogenous variables. The estimates suggest that the shock reduces China’s real GDP growth by 
0.3 percentage points cumulatively after one year.21 Finally, the assumptions for the other external 
variables remain the same as those in the baseline scenario.

The China and U.S. scenario assumes that, besides the assumptions in the China scenario, the 
federal funds target rate starts to rise gradually in 2015:Q2, following the projections made by 
Carpenter and others (2013). In this scenario, the federal funds target rate is assumed to increase 
linearly by 107 basis points over the first year (2015:Q2–2016:Q2) and another 107 basis points 
over the second year (2016:Q2–2017:Q2), then plateau when it reaches 4 percent per annum in 
2018:Q4 (Annex Figure 22.1.1). With these dynamics, the impact on Peru’s  dollar- denominated 
interest rate is significant (almost one to one) and long lasting.

China Scenario

Simulation results suggest that a one standard deviation negative shock to China’s investment 
growth is likely to reduce Peru’s output gap by about 0.6 percentage points cumulatively over the 
simulation horizon. The simulated dynamics for the main endogenous variables (in deviations 
from the baseline scenario) are shown in Annex Figure 22.1.2. The shock is estimated to reduce 
Peru’s  terms- of-trade gap by about 4 percentage points over the simulation horizon, and thus 
widen Peru’s negative output gap, mainly through the income effect.22 The output gap returns to 
its baseline level about three years after the shock.

The shock has a negligible impact on inflation, the nominal interest rate, and the exchange 
rate.  Year- on-year inflation declines by only 0.03 percentage points at the peak over the simula-
tion horizon, reflecting the  well- anchored inflation expectation. The nominal interest rate in local 
currency is lowered by six basis points at the peak as a response to the widened negative output 
gap. In particular, exchange rates (both nominal and real) only depreciate slightly, reflecting a 
high degree of exchange rate smoothing, which is similar to the finding of Salas (2010). This 
might be partly due to the foreign exchange interventions conducted by the BCRP.

19 Following Ahuja and Nabar (2012), we use real investment in fixed assets as a proxy for real investment due to the 
availability of quarterly data for investment.
20 See Table 24A.2 in Ahuja and Nabar (2012). The estimated impact on world metal prices is then transformed into the 
impact on the gap of world metal prices by computing the new trend of metal prices with the HP filter.
21 The estimated impact is then transformed into the impact on China’s output gap by computing the new potential 
output with the HP filter.
22 The shock also reduces China’s output gap and affects Peru’s output gap through the direct trade channel captured by 
y*. However, this channel is not the main spillover channel, as found in IMF (2014).
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China and U.S. Scenario

In this scenario, Peru’s output gap is reduced by about 2½ percentage points cumulatively over 
the simulation horizon and continues to widen. The shock is estimated to raise Peru’s 
 dollar- denominated interest rate by about 100 basis points one year after the shock, and thus 
reduce Peru’s output gap significantly in terms of both magnitude and persistence. The output 
gap does not return to its baseline level within the simulation horizon, partly due to the 
 long- lasting feature of this federal funds rate shock (see Annex Figure 22.1.1).

The shock has a much larger impact on inflation, the nominal interest rate, and the exchange 
rate than the shock to China’s investment slowdown. In particular, exchange rates (both nominal 
and real) depreciate substantially according to the UIP and much more than in the China 
 scenario.23 As a result of the shock and these relatively large depreciations, inflation first declines 
and then starts to rise two years after the shock. However, the impact on  year- on-year inflation 
is still limited (the peak impact is less than 0.2 percentage points), partly due to the  well- anchored 
expected inflation. The nominal interest rate in local currency is lowered further by 3 basis points 
at the peak compared to the China scenario due to a larger (negative) output gap.

The Role of Exchange Rate Flexibility

Greater exchange rate flexibility is likely to mitigate the impact of external shocks on output, but 
a large depreciation might put upward pressure on inflation. In order to better examine the role 
of exchange rate flexibility in the model, we make the nominal exchange rate (EXR) in the model 
exogenous by replacing the UIP condition (4) and the formation of exchange rate expectation (5) 
with exogenously specified dynamics of the EXR. Purchasing power parity is assumed to hold 
over the simulation horizon; the projected EXR is taken as our baseline. We then contrast this 
baseline EXR with a  more- depreciated EXR path where the EXR converges exponentially toward 
its historical average during 2002–13.24 Compared to the endogenous EXR in the China and 
U.S. scenario (Annex Figure 22.1.2), this “depreciated EXR” path assumes more rapid deprecia-
tions at the beginning but slower depreciations later on (Annex Figure 22.1.3), which shows 
simulation results based on these two exogenous EXR paths. Three observations are worth men-
tioning. First, due to a relatively large depreciation in 2015:Q1, the output gap starts to rise at 
the beginning but turns negative as the shocks unwind. Second, a more depreciated EXR path 
can reduce the decline in the output gap by about 0.4 percentage points cumulatively over the 
simulation horizon in both scenarios. Third, inflation is under pressure in the first year after the 
shocks due to the “ front- loaded” depreciation,25 and as a response, the interest rate in local cur-
rency shoots up by about 25 basis points at the same time.

The Role of Dollarization

A lower degree of dollarization significantly reduces the adverse impact of the shock to the U.S. 
federal funds rate, without inducing substantial inflationary pressures. The parameter βr$ can be 
interpreted as a rough measure of the degree of dollarization. In an extreme case where βr$ = 0, 
the model becomes a standard macroeconomic model for a small and open economy without 
dollarization, and there is no direct impact of the federal funds rate on domestic economic activ-
ity. Based on this observation, we can lower the degree of dollarization by assigning a smaller 

23 The nominal exchange rate depreciates by about 9 percent by  end- 2018 in the China and U.S. scenario, compared to 
a depreciation of only 0.2 percent in the China scenario.
24 This is merely an illustrative assumption of a more flexible EXR, since the EXR does not generally have the 
 mean- reverting property. This  more- depreciated assumption translates to about an 11 percent depreciation compared to 
the baseline EXR over the simulation horizon.
25 The peak impact on  year- on-year inflation is about ½ percentage points in both scenarios.
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value to βr$. A simulation exercise is done with βr$ = 0.075, half of the calibrated value (Annex 
Figure 22.1.4). Four points are worth noticing. First, the lower degree of dollarization does not 
affect the China scenario. Second, the decline in the output gap in the China and U.S. scenario 
is significantly reduced by about 1 percentage point cumulatively over the simulation horizon, 
and the output gap starts to converge toward its baseline level. Third, depreciations of both 
nominal and real EXRs are similar to those in Annex Figure 22.1.2. Fourth,  year- over-year infla-
tion is slightly higher than in the high dollarization case, but is only 0.2 percentage points above 
the baseline scenario at the peak. As a result, the interest rate in local currency does not decrease 
as much as in the high dollarization case.

CONCLUSIONS
This chapter finds that Peru’s economic activity is vulnerable to both China’s investment slow-
down and continued tightening of U.S. monetary policy, a larger and  long- lasting impact from 
the latter. A macroeconomic model for a small, open, and partially dollarized economy was 
developed and estimated to simulate the impact of these two external risks. The simulation results 
suggest that (1) a one standard deviation temporary decline in China’s investment growth is likely 
to reduce Peru’s output gap by about 0.2 percentage points cumulatively one year after the shock, 
and (2) a rising U.S. federal funds rate as of 2015:Q2 (increasing by some 100 basis points per 
year) might have substantial and persistent effects on Peru’s output.

Greater exchange rate flexibility or less dollarization could enhance Peru’s resilience against 
external risks. Simulations with a more flexible exchange rate produce smaller negative spillovers 
to Peru for both external risks. One of the findings of this chapter, as well as certain other studies 
such as Salas (2010), is the significant exchange rate smoothing achieved by the BCRP’s frequent 
interventions in the foreign exchange market. Thus, less foreign exchange intervention might 
lower the degree of exchange rate smoothing and increase the flexibility of the exchange rate. 
Furthermore, this chapter finds that less dollarization can reduce the negative spillovers of U.S. 
monetary policy tightening more effectively than greater exchange rate flexibility. Macroprudential 
policy directed toward reducing credit dollarization, such as reserve requirements on  foreign 
 currency–denominated deposits and  short- term external liabilities, might be more desirable for 
policymakers in terms of reinforcing Peru’s resilience to external interest rate shocks.
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ANNEX TABLE 22.1.1

Estimation Results: Aggregate Demand Equation

y y a r ToTt ya t r t r t tot tot t t= +a yya ( ) + a ( )tot⎡⎣ ⎤⎦⎤⎤ +1ToTt tot tot t tToTT( )tot⎣r r t r( rt trr a ot) + aa ⎣ara ( −ttott tot ⎣r (β βr +r trr trrr t β T TT +ToTTT ( −tot t (tot tToTTT +ToTTT tToTTTT (tot t ($
$ a qaa a yq tq y t t

y+ +a yt
* ε

Estimated Parameters

Parameter GMM Estimates Standard Error
GMM Estimates 

(2005:Q1–2013:Q3)
Posterior Mode in 

Salas (2010)

ay 0.71*** 0.08 0.65*** 0.49
ar 0.26 0.36 0.97*** 0.28

atot 0.03*** 0.01 0.02** 0.04
aq 0.04 0.14 0.08 0.06
ay* 0.31* 0.17 0.86*** 0.08

Calibrated Parameters

βr 0.3 — 0.3 0.3
βr$ 0.15 — 0.15 0.15
βtot 0.48 — 0.48 0.48

Source: IMF staff estimates.
Note: *, **, and *** indicate statistical significance at the 10 percent, 5 percent, and 1 percent levels, respectively. 
GMM = generalized method of moments.

ANNEX 22.1 
Data

Variable Data and Source

Output gap GDP (millions of 1994 nuevos soles), seasonally adjusted by Haver Analytics. Gap 
computed with the Hodrick-Prescott filter. Source: Haver Analytics.

 Terms- of-trade gap Export price index relative to import price index (1994 = 100, quarterly average, 
seasonally adjusted). Gap computed with the Hodrick-Prescott filter. Source: 
Central Reserve Bank of Peru.

Real effective exchange rate gap Gap computed with the Hodrick-Prescott filter. Source: IMF, Information Notice 
System database.

Foreign output gap A weighted average of the output gaps of the United States, euro area, and 
China using trade shares between each of the three economies with Peru as the 
weights. Sources: IMF, World Economic Outlook and International Financial 
Statistics databases.

Inflation Consumer price index inflation (December 2001 = 100, quarterly average, 
seasonally adjusted). Source: Central Reserve Bank of Peru.

Imported inflation Computed with the import price index (1994 = 100, quarterly average, seasonally 
adjusted). Source: Central Reserve Bank of Peru.

Foreign inflation World inflation (quarterly average, seasonally adjusted). Source: IMF, International 
Financial Statistics database.

World metal price gap World metal price index (2005 = 100, quarterly average, seasonally adjusted). 
Source: IMF, International Financial Statistics database.

Nominal interest rate in local currency Interbank interest rate (quarterly average). Source: Central Reserve Bank of Peru.

Nominal interest rate denominated in 
U.S. dollars

U.S.  dollar–denominated interbank interest rate (quarterly average). Source: 
Central Reserve Bank of Peru.

Nominal exchange rate Quarterly average. Increase denotes depreciation. Source: Central Reserve Bank 
of Peru.

U.S. federal funds rate Quarterly average. Source: Haver Analytics.

Expected inflation  One- year-ahead inflation expectations (quarterly average). Source: 
Macroeconomic Survey of the Central Reserve Bank of Peru. 

Expected nominal exchange rate  One- year-ahead expectations of nominal exchange rate (quarterly average). 
Source: Macroeconomic Survey of the Central Reserve Bank of Peru.

China’s investment in fixed assets Source: National Bureau of Statistics of China.
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ANNEX TABLE 22.1.3

Estimation Results: Monetary Policy Rule

i c it ic t t
ic iic ( )i( )cic { }i c c c Ey t e t+c y ( )t( ) + ( )t⎡⎣ ⎤⎦⎤⎤ +)ic { i c c Ec tc yy ( ) + ()ic Et tec{ i c cy tycy y ( t ⎣−tt ) −tt ε

Estimated Parameters

Parameter GMM Estimate Standard Error
GMM Estimates 

(2005:Q1–2013:Q3)
Posterior Mode in 

Salas (2010)

ci 0.73*** 0.04 0.73*** 0.66
cy 0.70*** 0.26 -0.09 0.51
cπ 0.71* 0.41 5.54 —
cπ

e 0.15 0.28 -0.20 1.93
3.30*** 0.38 3.07*** —

Source: IMF staff estimates.
Note: *, **, and *** indicate statistical significance at the 10 percent, 5 percent, and 1 percent levels, respectively. 
GMM = generalized method of moments.

i

ANNEX TABLE 22.1.4

Estimation Results: Exchange Rate Expectation Equation

E st t ts t
e

+( )sts + = + ( ) +tt) = 1+ss (stss ε

Estimated Parameters

Parameter GMM Estimate Standard Error
GMM Estimates 

(2005:Q1–2013:Q3)
Posterior Mode in 

Salas (2010)

 0.61** 0.26 0.73*** 0.66

Source: IMF staff estimates.
Note: *, **, and *** indicate statistical significance at the 10 percent, 5 percent, and 1 percent levels, respectively. 
GMM = generalized method of moments.

ANNEX TABLE 22.1.2

Estimation Results:  Expectations- Augmented Phillips Curve

π π επ π
π

t tππ e t t y t m t
m

tb btπ E b y btb πtπ ( )tπ b +− b Et tπ
πe tb t (πtπ

Estimated Parameters

Parameter GMM Estimates Standard Error
GMM Estimates 

(2005:Q1–2013:Q3)
Posterior Mode in 

Salas (2010)

bp 0.12** 0.05 0.15 0.65
bπ

e 0.21*** 0.02 0.19*** 0.30
by 0.10*** 0.03 0.14*** 0.10
bm 0.06*** 0.01 0.06*** 0.05

Source: IMF staff estimates.
Note: *, **, and *** indicate statistical significance at the 10 percent, 5 percent, and 1 percent levels, respectively. 
GMM = generalized method of moments.
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Sources: Central Reserve Bank of Peru; Haver Analytics; IMF, Global Assumptions, International Financial Statistics, Information Notice System, and  
World Economic Outlook databases; National Institute of Statistics; and IMF staff estimates.
Note: Panels b and d based on vector autoregressions with exogenous variables. Three different scenarios of external shocks are considered in this 
simulation exercise over the simulation horizon of 2013:Q4–2018:Q4: (1) Baseline scenario: mainly assumptions from the IMF’s World Economic 
Outlook database and IMF (2014). (2) China scenario: A one standarddeviation temporary decline in China’s investment growth in 2015:Q1 com-
pared to the baseline scenario. (A one standard deviation decline in growth is equivalent to a 2.5 percent decline in China’s investment levels from 
the baseline scenario.) (3) U.S. scenario: The federal funds target rate starts to rise in 2015:Q2 and follows the projections made by Carpenter and 
others (2013). FAI = real investment in fixed assets; VARX = vector autoregressive model with exogenous variables.
1Impulse responses of China’s real GDP growth to a one standard deviation shock to the FAI growth in 2015:Q1 estimated with a VARX model 
including China’s real FAI and GDP growth as endogenous variables and U.S. and euro area real GDP growth as exogenous variables. Lag length is 
chosen according to the AIC. Shocks are identified in the VARX by the Cholesky decomposition and the impulse responses are not affected by the 
Cholesky ordering.
2Impulse responses of China’s FAI growth to its own one standard deviation shock in 2015:Q1 estimated with a VARX model including China’s FAI 
growth rate and world metal price inflation as endogenous variables and U.S. and euro area real GDP growth as exogenous variables. Lag length 
is chosen according to the Akaike’s information criterion. Shocks are identified in the VARX by the Cholesky decomposition and the impulse 
responses are not affected by the Cholesky ordering. 

Annex Figure 22.1.1 External Shocks and Simulation Scenarios
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a. China Scenario: Dynamics of China’s
Real FAI Growth1
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c. World Metal Prices: Impact of China
Scenario2
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d. Peru’s U.S. Dollar–Denominated
Interest Rate: Impact of U.S. Scenario
(Percent per year; deviation from
baseline scenario)
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e. China’s Real GDP: Impact of China Scenario1

(Quarter-over-quarter percent change; deviation
from baseline)
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Sources: Central Reserve Bank of Peru; Haver Analytics; IMF, International Financial Statistics, Information Notice System, and World Economic 
Outlook databases; National Institute of Statistics; and IMF staff estimates.
Note: Three different scenarios of external shocks are considered in this simulation exercise over the simulation horizon of 2013:Q4–2018:Q4:  
(1) Baseline scenario: mainly assumptions from the IMF’s World Economic Outlook database and IMF (2014). (2) China scenario: A one standard 
deviation temporary decline in China’s investment growth in 2015:Q1 compared to the baseline scenario. (A one standard deviation decline in 
growth is equivalent to a 2.5 percent decline in China’s investment levels from the baseline scenario.) (3) China and U.S. scenario: On top of the 
assumptions in the China scenario, the U.S. federal funds target rate starts to rise in 2015:Q2 and follows the projections made by Carpenter and 
others (2013). REER = real effective exchange rate; TOT = terms of trade.

Annex Figure 22.1.2 Peru’s Macroeconomic Responses: Impact of External Shocks
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a. Peru’s Terms-of-Trade Gap: Impact of
China Scenarios
(Percent of equilibrium TOT; deviation
from baseline scenario)

b. Peru’s Output Gap: Impact of China
and U.S. Scenarios
(Percent of potential output; deviation
from baseline scenario)

c. Peru’s Inflation: Impact of China and U.S.
Scenarios
(Year-over-year percent change;deviation
from baseline scenario)

d. Peru’s Nominal Interest Rate: Impact
of China and U.S. Scenarios
(Percent a year; deviation from
baseline scenario)

20
13

:Q
4
14

:Q
1

14
:Q

2
14

:Q
3

14
:Q

4
15

:Q
1

15
:Q

2
15

:Q
3

15
:Q

4
16

:Q
1

16
:Q

2
16

:Q
3

16
:Q

4
17

:Q
1

17
:Q

2
17

:Q
3

17
:Q

4
18

:Q
1

18
:Q

2
18

:Q
3

18
:Q

4

20
13

:Q
4
14

:Q
1

14
:Q

2
14

:Q
3

14
:Q

4
15

:Q
1

15
:Q

2
15

:Q
3

15
:Q

4
16

:Q
1

16
:Q

2
16

:Q
3

16
:Q

4
17

:Q
1

17
:Q

2
17

:Q
3

17
:Q

4
18

:Q
1

18
:Q

2
18

:Q
3

18
:Q

4

e. Peru’s REER Gap: Impact of China and
U.S. Scenarios
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Impact of China and U.S. Scenarios
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d. Peru’s REER Gap: Impact of China
and U.S. Scenarios
(Percent of equilibrium REER; 
deviation from baseline scenario;
decrease=depreciation)

e. Peru’s Nominal Exchange Rate: Assumptions
(Nuevo soles per U.S. dollar)

Sources: Central Reserve Bank of Peru; Haver Analytics; IMF, International Financial Statistics, Information Notice System, and World Economic 
Outlook databases; National Institute of Statistics; and IMF staff estimates.
Note: Nominal EXR is assumed to be exogenous in this simulation exercise over the simulation horizon of 2013:Q4–2018:Q4. Three different sce-
narios of external shocks and two different EXR dynamics are considered and specified as follows: (1) Baseline scenario: mainly assumptions from 
the IMF’s World Economic Outlook database and IMF (2014). (2) China scenario: A one standard deviation temporary decline in China’s investment 
growth in 2015:Q1 compared to the baseline scenario. (A one standard deviation decline in growth is equivalent to a 2.5 percent decline in China’s 
investment levels from the baseline scenario.) (3) China and U.S. scenario: On top of the assumptions in the China scenario, the U.S. federal funds 
target rate starts to rise in 2015:Q2 and follows the projections made by Carpenter and others (2013). (4) Baseline EXR is calculated assuming that 
the purchasing power parity holds during 2014:Q1–2018:Q4. (5) EXR starts to depreciate gradually toward its 2002–13 average when China’s invest-
ment growth declines in 2015:Q1. EXR = exchange rate; REER = real effective exchange rate.

Annex Figure 22.1.3 Peru’s Macroeconomic Responses with Exogenous Exchange Rate: Impact of External 
Shocks
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Sources: Central Reserve Bank of Peru; Haver Analytics; IMF, International Financial Statistics, Information Notice System, and World Economic 
Outlook databases; National Institute of Statistics; and IMF staff estimates.
Note: A lower degree of dollarization in this simulation exercise is characterized by a smaller value of the calibrated parameter βr$ in the model. 
More specifically, βr$ is set to be a half of the calibrated value, that is, 0.075. In addition, three different scenarios of external shocks are considered 
in this simulation exercise over the simulation horizon of 2013:Q4–2018:Q4. (1) Baseline scenario: mainly assumptions from the IMF’s World 
Economic Outlook database and IMF (2014). (2) China scenario: A one standard deviation temporary decline in China’s investment growth in 
2015:Q1 compared to the baseline scenario. (A one standard deviation decline in growth is equivalent to a 2.5 percent decline in China’s invest-
ment levels from the baseline scenario.) (3) China and U.S. scenario: On top of the assumptions in the China scenario, the U.S. federal funds target 
rate starts to rise in 2015:Q2 and follows the projections made by Carpenter and others (2013). REER = real effective exchange rate.

Annex Figure 22.1.4 Peru’s Macroeconomic Responses with a Lower Degree of Dollarization: Impact of 
External Shocks
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CHAPTER 23

Advances and Challenges 
in Social Policies

YU CHING WONG

Significant progress has been made in reducing poverty and income inequality in Peru over the past 
decade. Poverty and inequality indicators improved thanks to a combination of high growth, macro-
economic stability, job creation, increased incomes, and strengthened social policies. The authorities 
have expressed their commitment to more socially inclusive growth. A new Ministry of Social Inclusion 
was created in 2011 for that purpose, and the budget has devoted an increasing amount of resources 
for socially inclusive initiatives. However, much remains to be done in specific areas such as gender 
inequality and social disparities between rural and urban populations. Further enhancing the effi-
ciency of social spending through better targeted social programs and continuing to raise more resources 
to increase social expenditure will be key for Peru to achieve socially inclusive growth.

This chapter reviews progress as measured by different social indicators in Peru, compares those 
indicators with regional and nonregional peers, and examines the policy challenges to achieve 
more socially inclusive growth. The next section reviews the performance of Peru’s key social 
indicators in comparison with other emerging market economies in Latin America and other peer 
countries. The chapter then reviews Peru’s key challenges to further reduce  intracountry or 
regional disparities in poverty levels and in meeting basic needs. The chapter presents a snapshot 
of public social expenditure in Peru and summarizes the authorities’ priorities and action 
 plans— as announced at the start of President Ollanta Humala’s administration in  2011— to 
achieve key social targets by 2016. The chapter also highlights the efforts needed to increase the 
size and efficiency of social expenditure inputs, before presenting some conclusions.

COMPARISONS OF PERU’S SOCIAL INDICATORS WITH 
SELECTED LATIN AMERICAN COUNTRIES
Growth and macroeconomic stability in Peru over the past 10 years have contributed to a sig-
nificant reduction in poverty.1 Peru’s economic growth has been one of the strongest among the 
LA6 countries in the region,2 with purchasing power parity GDP per capita expanding on average 
by 6 percent during 2000–14 (Figure 23.1). Against this backdrop, poverty in Peru, as measured 
by the international benchmark of the share of the population living on less than $2 (purchasing 
power parity) a day, was reduced by  two- thirds during 2000–12 (Figure 23.2). This largely 
reversed an increase in poverty during 1990–2000, as poverty reduction was slow in response to 
economic expansion in the 1990s and poverty increased in the wake of the Asian crisis that 

The author would like to thank Madelyn Estrada and Zulima Leal for outstanding research assistance.
1 Social indicator data from the World Bank and the United Nations Development Programme are used for  cross- country 
comparisons with Peru.
2 The LA6—Brazil, Chile, Colombia, Mexico, Peru, and  Uruguay— are the Latin American economies with more inte-
grated and developed financial markets that follow inflation targeting as the monetary framework.
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Figure 23.1 Peru and Selected Latin American Countries: GDP per Capita (2014) 
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Figure 23.2 Peru and Selected Latin American Countries: Poverty Rate
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affected Peru. Among the LA6 economies, Peru’s poverty level is below that of Colombia, but 
above the levels of the other four countries (on a purchasing power parity $2 per day poverty line 
basis; see Figure 23.3).

Peru has also achieved important progress in reducing income inequalities (Figure 23.4). 
Income inequality declined steadily as income per capita rose, with the Gini coefficient declining 
to 45 percent in 2012, representing an improvement of about 11 percentage points since the late 
1990s. Peru ranks second among the LA6 in the measure of income inequality by the Gini coef-
ficient, although Latin American countries are among the most unequal in the world.3,4

Peru has also seen strong improvements in a large number of key social indicators, with steady 
progress in human development. Peru ranked 82nd out of 187 countries (44th percentile) on the 

3 Peru ranks 27th in income inequality out of 129 countries with data on the Gini coefficient. For the top 55 countries 
with the highest income inequality, 22 are countries from Latin America and Caribbean (United Nations Development 
Programme 2013).
4 Peru ranked the sixth lowest (Haiti, 26 percent; Honduras, 67 percent; Bolivia, 71 percent; Nicaragua, 74 percent; and 
Paraguay, 82 percent) among countries in Latin America and the Caribbean.
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Figure 23.3 Poverty Reduction and Change in GDP Per Capita, 2000–13
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United Nations Development Programme’s Human Development Index in 2013 (Figure 23.5). 
In terms of relative ranking, the score represents a slight improvement compared to Peru’s perfor-
mance since 2005 (46th percentile) but largely on par with that in 2000 (43th percentile).

Peru’s performance on other social indicators, especially health and education, are also com-
parable to LA6 countries (Figure 23.6). For instance, Peru achieved impressive progress in reduc-
ing infant mortality by more than half from 2003–13, to 13 per 1,000 live births. However, Peru 
still has room for improvement compared to other LA6 countries in terms of access to improved 
rural water sources (only available to 72 percent of the rural population), and adult literacy rates 
(Figure 23.6). Secondary and tertiary education enrollments are not particularly low when com-
pared with other countries, but progress in the past decade has been slow.

 INTRACOUNTRY DISPARITIES
Peru has a ways to go in improving gender inequalities (Figure 23.7). The country ranked 77th 
out of 152 countries (51st percentile) in 2013 on the Human Development Gender Inequality 
Index, a composite measure that shows inequality in achievements between women and men in 
reproductive health, empowerment, and the labor market. In particular, Peru’s maternal mortality 
rate of 67 per 100,000 live births (albeit a declining trend since the late 2000s) is still high among 
the LA6. Also, only 83 percent of childbirths are attended by skilled health personnel in Peru, 
the lowest among the LA6.5

Reducing widespread rural poverty remains a major policy challenge in Peru. The rural popu-
lation accounts for a quarter of the country’s total population, but 49 percent of the poor were 
concentrated in rural areas in 2013 (Table 23.1).6 While 5 percent of the national population fell 
below the extreme poverty line in 2013, 16 percent of Peruvians in rural areas were living in 

5 In fact, Peru ranked the sixth lowest among countries in Latin America and the Caribbean. The lowest were Haiti, 
26 percent; Honduras, 67 percent; Bolivia, 71 percent; Nicaragua, 74 percent; and Paraguay, 82 percent.
6 With increasing urbanization, 75 percent of Peru’s population resided in urban areas and only 25 percent in rural areas 
in 2013 (Instituto Nacional de Estadística e Informática 2014). By national definition in Peru, households are classified 
as “poor” if their total expenditures are lower than the cost of a basic food basket plus an estimate of nonfood expendi-
tures, and as “extremely poor” if their total expenditures are lower than the cost of a basic food basket. In 2013, the 
threshold was defined at 292 nuevos soles per capita per month for poverty and 155 nuevos soles per capita per month 
for extreme poverty (Instituto Nacional de Estadística e Informática 2010).
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extreme poverty (compared to 1 percent in urban areas). By geographical distribution, 47.2 per-
cent of the poor are concentrated in the highlands (Sierra), followed by coastal areas (35.9 per-
cent) and forest areas (Selva) (16.9 percent) in 2013.

While extreme poverty levels in rural areas are still high, they have declined significantly since 
2001 (Figure 23.8). The national population living in extreme poverty dropped by close to 
20 percentage points during 2001–13 to 4.7 percent. Extreme poverty in rural areas declined 
more rapidly, by 35 percentage points, from 51 percent in 2001 to 16 percent in 2013. The 
national population living below the poverty line declined by close to 31 percentage points from 
2001 to 2013 (to 23.9 percent). A similar decline is seen in the share of the rural population 
living below the poverty line, which dropped from 78 percent of the rural population in 2001 to 
48 percent in 2013.
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Figure 23.6 Selected Social Indicators
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Poverty is particularly high among the indigenous population, the  self- employed and primary 
sector workers, and populations with lower education attainment. The incidence of poverty in 
2013 was 27 percent among those who classify themselves as indigenous (including Quechua, 
Aymara, and Amazonian origin), although this marked a decline from 30.2 percent in the previ-
ous year. By type of employment, 42.6 percent of the poor (47.1 percent of the extreme poor) 
were  self- employed compared to 32 percent of the nonpoor in 2013. In addition, 54.3 percent of 

TABLE 23.1

Distribution of Poor and Extreme Poor Population (Percent)

Poverty Extreme Poverty

2010 2013 2010 2013

Area of Residence 100.0 100.0 100.0 100.0
Urban 47.9 50.7 17.9 16.7
Rural 52.1 49.3 82.1 83.3
Geographical Region 100.0 100.0 100.0 100.0
Costa 34.7 35.9 10.4 9.2
Sierra 48.5 47.2 68.3 71.9
Selva 16.8 16.9 21.3 18.9

Source: Instituto Nacional de Estadística e Informática (2011).
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Figure 23.7 Selected Gender Inequality Indicators
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the  working- age poor (80.4 percent of the extreme poor) were working in the agriculture, fishery, 
and mining sector, whereas only 18.3 percent of the nonpoor were employed in these sectors. Low 
education attainment contributes directly to poverty incidence. An adult living in poverty aver-
ages 7.3 years of formal education and an adult living in extreme poverty averages 5.7 years. In 
contrast, an adult nonpoor person has an average of 10.5 years of education (Instituto Nacional 
de Estadística e Informática 2014).

Employment growth has been an important driver in reducing poverty. Household income 
has increased through higher employment and higher wages. For the period 2001–09, the 
employed economically active population grew by 24.4 percent, with even higher growth of 
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30.3 percent in Metropolitan Lima (Instituto Nacional de Estadística e Informática 2010). Real 
income per capita of the population in the lowest third, fourth, and fifth income deciles increased 
by more than 50 percent between 2005 and 2010 (Figure 23.9). Other studies such as Economic 
Commission for Latin America and the Caribbean (2010) have found that poverty reduction in 
Peru during 2002–09 was mainly due to the growth effect (78 percent), whereas the distribution 
effect (22 percent) was much smaller.

Peru’s macroeconomic management success in recent years has helped reduce poverty and cre-
ate jobs, and this will likely continue with sound macroeconomic policies. A large number of 
studies have examined the reasons why economic growth has not generated a faster reduction in 
poverty (World Bank 2005, 2011). Beside geographical and endowment differences, growth has 
been based on natural resource extraction  industries— which are high in capital intensity but cre-
ate few jobs. At the same time, rural agriculture and urban informal employment sectors are 
characterized by relatively lower productivity and low wage growth. Strengthening the linkage 
between growth and employment creation would require microeconomic reforms to achieve 
higher productivity levels and a more diversified economy, including more  labor- intensive sec-
tors. In addition, increasing the efficiency of public investments would reduce the regional gaps 
in physical and human capital and bring about greater redistribution over the medium term.

PUBLIC SPENDING COMPARISON
Peru has lower public expenditures on education and health than other LA6 countries. 
Comparable data from the World Bank’s World Development Indicators show that Peru’s total 
public expenditures on education and health are below 6 percent of GDP, the lowest among the 
LA6, which average from 8–10 percent of GDP (Figure 23.10). This is in part due to the smaller 
size of Peru’s government revenue, which is only about 20 percent of GDP (Figure 23.11). This 
suggests that mobilizing more government revenue would help provide the additional resources 
to increase social spending beyond current levels.

Fiscal policy has had a limited effect in lowering inequality in Peru to date. A study by the 
Organisation for Economic Co-operation and Development (2012) shows that cash transfer has 
been effective in reducing income inequalities in countries outside the region. However, in the 
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case of Peru and other LA6 countries, such transfers appear to have only a limited impact on 
lowering income inequality (Figure 23.12).

Targeted social programs have attempted to alleviate poverty and promote development of 
 low- income populations. In Peru, universal coverage of health and education accounts for about 
40 percent of social spending. Targeted social programs for the purpose of mitigating extreme 
poverty showed the largest increase among the different categories of social spending, increasing 
by an average of 14.5 percent during 2005–10 (Table 23.2). They accounted for 1.7 percent of 
GDP or about 16 percent of total social expenditure in 2010. There are 22 social programs 
conducted by state agencies, including major programs such as the Juntos Cash Transfer 
Program, Comprehensive Nutrition Program, Integral Health Insurance Program (Seguro 
Integral de Salud ), Glass of Milk Program, and the National Education Infrastructure Program. 
 Results- based budgeting for these programs has been in place since the 2007 Budget Act.

The authorities have highlighted the need to further improve the quality and targeting of 
social expenditure. Social expenditure effectiveness is hindered by the presence of imperfect 
 targeting— leakage (benefiting nontarget populations) surpasses 40 percent in four out of five 
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Figure 23.10 Peru and Selected Latin American Countries: Public Expenditures in Education 
and Health, 2012
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Figure 23.12 Income Inequality in Select Latin America Countries Relative to Income 
Inequality in Countries outside the Region

major social programs, and undercoverage (not benefiting the target population) ranges from 
46 percent in the program with the smallest rates of exclusion to 97 percent in the worst case. 
The cost of leakage in these five programs is estimated by the government to represent more than 
 one- third of their total budget (Llanos and Rosas 2010, 4). In this context, better utilization of 
the Household Targeting System (Sistema de Focalizacion de Hogares) could help achieve greater 
delivery efficiency. For instance, the application of the National Identity Document for minors 
has allowed for identifying 11 million children who are the recipients of the bulk of social pro-
grams (Ministry of the Economy and Finance 2011).

THE GOVERNMENT’S KEY PRIORITIES AND ACTION PLAN
The Peruvian authorities are committed to delivering more socially inclusive growth. Over the 
last few years, the approved budgets have allocated additional resources for strengthening human 
capital and social inclusion (Table 23.3). The government has also released a set of key quantita-
tive social targets that include reducing the overall poverty ratio (national definition) to 20 per-
cent, and reducing extreme poverty by half to 5  percent and rural poverty to 27 percent, 
respectively, by 2016 (Table 23.4). In addition, a new Ministry of Social Development and 
Inclusion was created in August 2011 to better coordinate social programs previously managed 
by the Ministry of Women’s Affairs, the Ministry of Economy and Finance, and the Cabinet.7

Priorities include greater focus on the poorest districts and expanding the coverage of success-
ful social programs. The authorities are focusing their programs on the 800 poorest districts 
through the household targeting system. Other key measures include expanding successful social 
programs, such as the Juntos cash transfer program, to additional districts, and increasing the 
coverage of targeted programs for persons over the age of 65 (S/. 250 every two months) living 
in extreme poverty and who have not received state benefits by way of the expanded coverage of 
Pension 65. The program initially aimed to expand coverage from 70,000 persons with 

7 See Chapter 26 on the establishment of the Ministry of Social Development and Inclusion.
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TABLE 23.2

Public Sector Social Expenditure

Share of GDP
Average 
Increase

Share of General 
Government Expenditure Share in Total

2005 2010 2005 2010  2005– 10 2005 2010 2005 2010

(Millions of nuevos soles) (Percent)

Total Social Expenditure and Pensions 28,607 46,367 10.9 10.7 10.1 57.8 52.3 100.0 100.0
Universal Coverage (Education and health)1 10,587 18,979 4.0 4.4 12.4 21.4 21.4 37.0 40.9

Education 7,527 11,292 2.9 2.6 8.4 15.2 12.7 26.3 24.4
Health 3,060 7,687 1.2 1.8 20.2 6.2 8.7 10.7 16.6

Targeted Programs (Extreme poverty) 3,711 7,300 1.4 1.7 14.5 7.5 8.2 13.0 15.7
Nontargeted Social Programs 12,951 16,215 4.9 3.7 4.6 26.2 18.3 45.3 35.0

Social Health Insurance (ESSALUD) 3,626 5,609 1.4 1.3 9.1 7.3 6.3 12.7 12.1
Pensions 9,324 10,605 3.6 2.4 2.6 18.8 12.0 32.6 22.9
Housing Development Program (FONAVI) 1 0 0.0 0.0 … 0.0 0.0 0.0 0.0

Other Social Expenditure2 1,358 3,873 0.5 0.9 23.3 2.7 4.4 4.7 8.4

Source: Ministry of Economy and Finance.
1 Net of spending on education and health already included in the extreme poverty programs. Includes social expenditure of the three levels of government: national, regional, and local.
2 Includes other social expenditure of the local and regional government.
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TABLE 23.3

Key Policy Priorities on Growth with Social Inclusion
1. Early childhood
•	 Launch of More Cradle (CUNA MAS), comprehensive care for children up to three years focusing on nutrition and early 

education, and SAMU, a  government- run mobile emergency care service
•	 Expansion of the Coordinated Nutrition Program
•	 Expansion of the Maternal and Newborn Health Program

2. Education for children and adolescents
•	 More schools and teachers in rural areas
•	 Instruction that takes into account the diversity, multilingualism, and multiculturalism of the country
•	 Evaluating the learning achievements of student and teacher performance
•	 Educational support

3.  Providing young people with opportunities for advancement through scholarships in universities and technical colleges: 
Beca 18

4. Assisting poor families with minimum income: the expansion of the Juntos program
5. Assisting the elderly in extreme poverty without a retirement pension through Pension 65
6. Rural development
•	 Coordinated infrastructure investment (e.g., rural roads, electrification, sanitation) tendered to bidder requesting the 

lowest subsidy.

Source: Ministry of the Economy and Finance.

TABLE 23.4

Social Indicator Outcomes and Goals (Percent)

2010 Goal 2016

Poverty
Poverty Rate 31 20
Extreme Poverty 10  5
Rural Poverty 54 27
Health
Chronic Infant Malnutrition 18  5
Neonatal Mortality (per 1,000 

population)
 9  5

Education
Coverage of Initial Education 70 95
Rural Elementary Education1  8 40
Social Services2

Rural Electrification 60 85
Rural Water Supply 39 57
Rural Sanitation 11 45

Sources: Macroconsult; and IMF staff estimates.
1 Completion.
2 Coverage of homes.

S/. 47 million in 2011, to 170,000 persons with S/. 241 million in 2012, and to 267,000 persons 
with S/. 400 million in 2013.

It is necessary to further enhance social spending programs and raise more resources to 
increase social expenditure. While the current expenditure envelope allows for initial increases in 
social spending, additional fiscal space needs to be created (when it is macroeconomically feasi-
ble) to accommodate higher spending in the medium term by increasing revenue mobilization. 
In this context, the modified mineral taxation regime introduced in  2011— consisting of profit 
 margin–based royalties, a new special mining tax as revenue for the central government, and a 
special voluntary levy on profits targeting companies holding stability  contracts— could generate 
an additional US$1 billion (about 0.5 percent of GDP) annually.
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CONCLUSIONS
Although Peru compares well with its regional peers in key social indicators despite low levels of 
social spending, there is much room for improvement in specific areas such as gender inequality. 
Importantly, large regional and  rural- urban disparities persist and further reduction of rural pov-
erty remains a key policy challenge. While economic growth and macroeconomic stability remain 
the prerequisites for poverty reduction, further enhancing the efficiency of social spending and 
raising more resources to increase social expenditure are needed. In addition, increasing the effi-
ciency of public investments would reduce the regional gaps in physical and human capital and 
bring about greater redistribution over the medium term.
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CHAPTER 24

Some Thoughts on Fiscal Policy 
and the Unfinished Agenda

ALONSO SEGURA

Peru has achieved a positive fiscal policy track record over the past 25 years thanks to an ongoing pro-
cess of strengthening the macrofiscal framework. This first involved taking steps to correct existing dis-
tortions, such as the tendency to run fiscal deficits, the volatility of the main fiscal aggregates that 
reduced the predictability and credibility of fiscal management, and the haphazard approach to bud-
getary decision making, which lacked a clear, single objective. Once macroeconomic stability and cred-
ibility were restored, the authorities continued their efforts to consolidate the macrofiscal framework 
and institutionalize fiscal policy through binding rules governing the preparation of the budget. In an 
international setting that in coming years may pose challenges for the medium-term growth of econo-
mies such as Peru, there is room to consolidate the current macrofiscal framework and to maintain 
fiscal sustainability through action on three fronts: increasing permanent revenues through measures to 
broaden the tax base, seeking greater efficiency in public spending and prioritizing expenditures on the 
basis of an ex post evaluation of results, and reforming the system of intergovernmental transfers based 
on the principles of predictability in public spending, limitations on the capacity to absorb the resources 
transferred, and accountability.

The prudent management of fiscal policy that has been consistently applied in recent decades in 
Peru is one of the pillars of the country’s current economic success. This is reflected in the cred-
ibility of the Peruvian economy, as recognized through its solid credit ratings, as well as its fiscal 
indicators, which are even better than those of countries with the same or higher credit ratings. 
This confidence has translated into lower costs for investing and persistent high rates of growth, 
both in investment and in national output. Responsible management of fiscal policy, together 
with other reforms, has created a climate that encourages the private sector to take medium- and 
long-term decisions with greater confidence and thereby improve economic productivity, a vital 
ingredient for growth over the long term.

Thus, what Peru has achieved today is part of an ongoing strengthening process that began 
some 25 years ago. The process included correcting the glaring distortions at that time, such as 
the persistent tendency to run fiscal deficits and the marked volatility of the main fiscal aggre-
gates—which reduced the predictability and credibility of fiscal management—as well as the 
haphazard approach to budgetary decision making, which lacked a clear, single objective. In fact, 
during the 1980s, fiscal policy was characterized by a steady series of large fiscal deficits and an 
economy that was unable to obtain financing except through monetary issuance, with the atten-
dant high inflation. Subsequently, the 1990s saw the initial reforms that made it possible to sta-
bilize the macroeconomy and earn credibility among economic agents. In the last 10 years, the 
policies pursued have allowed Peru to consolidate its fiscal policy with a focus on balanced man-
agement of public finances over the economic cycle, and the strengthening of fiscal institutions, 
so as to impart predictability and stability to the existing macrofiscal framework. The country 
must now be careful not to undo all that effort and must focus on building upon what has been 
achieved, keeping an eye on the goals that have been established and taking nothing for granted.

©International Monetary Fund. Not for Redistribution



402 Some Thoughts on Fiscal Policy and the Unfi nished Agenda 

In particular, the international setting that is expected to prevail in coming years will pose 
challenges for the medium-term growth of economies such as Peru. With a view to boosting the 
growth potential in the next few years and responding to the looming international context, the 
government has recently proposed actions within a framework along three fronts geared to ensur-
ing greater investment and gains in productivity and competitiveness: (1) strengthening human 
capital and reducing informality, (2) reducing the infrastructure gap, and (3) cutting red tape and 
reducing excess costs.

Peruvian fiscal policy is being conducted within a macrofiscal framework that will have to be 
maintained and consolidated in the coming years. Indeed, in the macroeconomic setting that the 
world is likely to witness over the next few years, the current macrofiscal framework can be 
supplemented so as to optimize the functioning of fiscal policy in terms of sustainability and its 
stance vis-à-vis the economic cycle.

Fiscal sustainability is an essential condition for promoting needed structural reforms which 
take years or even decades to achieve. The last 25 years of Peru’s economic history are evidence 
of this, because without prudent management of fiscal policy it would never have been possible 
to construct the macrofiscal cushions for dealing with the 2008–09 global financial crisis or with 
the current external shock. Empirical evidence reveals countless examples of countries that aban-
doned their commitment to responsible fiscal policy, even if only temporarily, thereby losing 
credibility and consistency over time, and making fiscal imbalances a self-fulfilling prophecy. Peru 
must eschew this route, especially because the economy has a propensity toward sharp swings in 
its terms of trade and the country is prone to natural disasters.

The unfinished agenda that will allow Peru to cope more effectively with the new challenges 
in the years ahead could in fact be quite lengthy. This chapter, however, will focus on the follow-
ing items that are a good point of departure for continuing with a fiscal reform process that was 
launched nearly 25 years ago, and that is still yielding good results: (1) boosting permanent tax 
revenues, which requires broadening the tax base and making further efforts to reduce informal-
ity, which is one of the main factors constraining economic growth; (2) significantly improving 
the efficiency of public spending and setting spending priorities in light of an ex post evaluation 
of results, together with mechanisms to minimize the time needed to design and implement a 
timely and time-bound fiscal response to mitigate the situation in a countercyclical manner; and 
(3) reforming the system of intergovernmental transfers for all types of financing sources on the 
basis of the principles of predictability in public spending, limitations on the capacity to absorb 
the transferred resources, accountability, and ex post evaluations.

Table 24.1 and Figure 24.1, as well as the sections that follow, outline the phases of fiscal 
policy in Peru since the 1980s.

FIRST PHASE: FISCAL AUTARKY WITH HIGH RECURRING 
DEFICITS AND A CONSEQUENT LACK OF CREDIBILITY
During the 1970s and 1980s, the government believed that it could stimulate the economy 
through state-sponsored investment by making use of the international financial facilities that 
were available at the time. Yet this approach was both inefficient and failed to consider the vaga-
ries of the international economy. Thus growth fell substantially when the international setting 
turned less favorable, with sharp drops in prices for the commodities that Peru was exporting, 
slow growth in the world economy, and rising international interest rates. This was accompanied 
by an approach to macroeconomic management that was uncertain and unpredictable, and also 
by idiosyncratic shocks such as the El Niño phenomenon of 1983. As a result, average growth in 
GDP per capita from 1980–89 fell to about 1.5 percent, hyperinflation reached 7,481 percent in 
1990, the current account deficit averaged about 5.5 percent of GDP a year, net  international 

©International Monetary Fund. Not for Redistribution



 Segura 403

TABLE 24.1

Phases of Fiscal Policy in Peru

Phase 1: Fiscal Austerity, Recurrent 
Deficits, and Scant Credibility

Phase 2: Fiscal Stabilization and the Quest 
for Credibility

Phase 3: Institution 
Building and Fiscal 
Consolidation

Phase 4: Strengthening 
of Institutions

1980s 1990s 2000s 2010 to date

Setting
1980: End of the boom in export 

prices (1980)
Crises: Asia (1997), Russia (1990), Brazil 

(1999)
2002: Boom in export 

prices
2008–09: Global 

financial crisis
1983: El Niño phenomenon 1998: El Niño phenomenon 2011: End of the boom 

in export prices

Policy
1985–87: Reduction in the 

general sales tax; increase in 
the payroll at the expense of 
public investment

1991: Tax reform; resumption of 
payment on the debt

2003: Decentralization; 
administrative systems 
for the general sales 
tax

2011: New mining 
regime

1993: New Constitution; creation of the 
“Cash Committee”

2008: Results-based 
budgeting

2013: Promulgation of 
the Law to Strengthen 
Fiscal Responsibility 
and Transparency

1986–89: Distortionary taxes 
introduced; financing through 
monetary emission

1999: Promulgation of the Fiscal 
Prudence and Transparency Act; 
creation of the Fiscal Stabilization Fund

Source: Author’s compilation.

–14

–12

–10

–8

–6

–4

–2

0

2

4

1980 83 86 89 92 95 98 2001 04 07 10 13

First Phase Second Phase Third and Fourth Phase

Source: Central Reserve Bank of Peru.

Figure 24.1 Peru: Economic Outcome of the Nonfinancial Public Sector 
(Percent of GDP)

reserves turned negative, and there were recurrent and growing fiscal deficits that amounted to 
9 percent of GDP, while payments on the public debt were suspended.

In this context, the country’s productive system came to a virtual standstill, as reflected in 
public sector revenues. Moreover, the tax system had serious distortions (with the attendant eco-
nomic costs for society), such as an excessive and growing number of taxes and tax rates, and a 
virtual loss of control and oversight by the authorities.

During this period there were six different general taxes (income tax, wealth tax, import 
duties, export duties, production taxes, and consumption taxes), and these in turn contained 
multiple subclassifications and different regimes. In addition, there were many taxes imposed on 
specific transactions, with the result that the effective number of taxes exceeded 100. This showed 
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the weakness of a tax system that, in practice, was unworkable. The units responsible for the 
administration and supervision of taxes and customs duties were extremely weak, and there was 
no effective compliance with tax and customs obligations. In general terms, the tax system was 
complex, distortive, inefficient, and unfair, and did nothing to contribute to the sound manage-
ment of fiscal policy.

As a result of this situation, it was difficult to collect greater revenues when the Peruvian 
economy fell victim to a major external shock and a prolonged period of slow growth. Thus, 
current revenues shrank from 20.5 percent of GDP in 1982 to 9 percent in 1989.

Despite the scant capacity to finance the public budget through tax revenues, public spending 
was the equivalent of 13.5 percent of GDP in 1989, and there was significant budgetary rigidity. 
This was reflected in wage and salary increases, pension outlays, and price controls that were 
introduced to alleviate the impact of hyperinflation on people’s real incomes. Thus, for example, 
public payroll expenditures rose on average by 10.5 percent in real terms during 1985 and 1987. 
Prices were fixed during this period for such goods as gasoline, public services, and basic food 
items, including cooking oil, pasta, and sugar, in some cases entailing state subsidies. As a result, 
current expenditure (primarily on payrolls and pensions) represented more than 75 percent of 
nonfinancial public spending. Another characteristic that shows the rigidity and inefficiency of 
spending during the period was the many state-owned enterprises in most sectors of the economy. 
In 1980, there were at least 23 state-owned enterprises, operating in most economic sectors, 
including food (Epsa), tourism (Entur), commerce (Enci), and mining (MineroPerú).

By contrast, public investment served as the adjustment variable in spending policy during 
this period. Public investment declined by as much as 30 percent in some years until by the end 
of the 1980s it stood at about 3 percent of GDP. The low revenue collection capacity, combined 
with inefficient and rigid public spending, led to recurrent fiscal deficits that had to be financed. 
At the same time, however, external financing dried up in the wake of the decision by the authori-
ties to declare a moratorium on payment of the public debt, a move that effectively cut Peru off 
from the international financial community. Consequently, the fiscal deficits were financed by 
internal borrowing, primarily in the form of monetary emissions by the central bank. For exam-
ple, in 1987 financing provided by the central bank to the public treasury amounted to nearly 
4 percentage points of GDP. This internal financing through the central bank merely increased 
the already high inflation rate and exacerbated macroeconomic imbalances. Moreover, the 
 payments that were actually made lagged well behind those authorized, reflecting the financing 
problems facing the authorities.

By the end of the 1980s, the fiscal situation was dire and a series of reforms were needed to 
eliminate distortions, regain credibility in financial markets, and initiate a process of macroeco-
nomic stabilization.

SECOND PHASE: STABILIZATION AND THE QUEST 
FOR CREDIBILITY
At the beginning of the 1990s, in the midst of the crisis then gripping the Peruvian economy, an 
in-depth program of macroeconomic stabilization was launched to correct the macroeconomic 
imbalances, including the high and recurrent fiscal deficits, hyperinflation, shortage of foreign 
exchange, and other problems noted above. The program also aimed to liberalize the economy, 
restore the country’s access to international financial markets, and lay the foundation for a domes-
tic capital market.

On the fiscal front, an important reform was implemented on the revenue side based on the 
principles of efficiency, neutrality, simplicity, and fairness in the tax system. Accordingly, 41 tax 
exemptions were suspended and 64 taxes were eliminated at the beginning of the decade. At the 
same time, a system was introduced based on only four taxes—the income tax, value-added tax, 
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excise tax, and customs duties—together with a special regime for small taxpayers designed to 
reduce tax informality. The strengthening of the tax system also included a move to modernize 
and reinforce the National Superintendency of Tax Administration and the Superintendency of 
Customs Administration, an initiative undertaken with the technical support of international 
agencies and drawing upon experience in developed economies. It should be noted that these two 
supervisory bodies were merged in 2003. This set of measures soon began to bear fruit: tax rev-
enues rose from 9 percent of GDP in 1989 to nearly 16 percent in 1995.

Another set of reforms that served to make the economy more efficient and generate addi-
tional tax revenues involved the program to privatize money-losing public enterprises and free up 
external trade. A legal framework was established to effect the sale of state-owned enterprises, and 
agencies were created to handle both the regulatory and promotional aspects of privatizations and 
concessions. As a result of these moves, the government was able to sell enterprises that were 
showing losses, such as Peruana de Teléfonos, AeroPerú, and ElectroLima. In terms of liberalizing 
foreign trade, customs duties were simplified and reduced, with the result that the average tariff 
was brought down from 66 percent to 16 percent, and the enormous array of rates and provisions 
was cut to three simple rates in 1993.

The rationalization of the tax system had to be accompanied by strict control over public 
spending. Accordingly, the Ministry of the Economy and Finance (MEF) was reinforced as the 
central body for making decisions with budgetary impact, thus doing away with the scattering of 
responsibilities that had prevailed until then. A Cash Committee (Comité de Caja) was created to 
set expenditure ceilings based on the availability of public funds, as well as to make decisions on 
cash management and debt service. In addition, all tax legislation that included any type of tax 
exemption was to be accompanied by a report from the MEF, and emergency decrees could no 
longer be used to amend taxation provisions. These changes remain in place today.

Along with the internal corrections to the tax system and the budget process, a plan was 
launched to restore the Peruvian economy’s access to the international financial market through 
an orderly process for refinancing payment of the external debt. This reintegration process was 
achieved with the assistance of a group of Latin American economies as well as advanced econo-
mies, led by Japan and the United States, accompanied by specific commitments with interna-
tional agencies, which supplied the financing needed for the stabilization programs. Subsequently, 
amounts owed to the Paris Club were renegotiated in a way that would not exert pressure on the 
fiscal accounts.

This marked the launch of the process of macroeconomic stabilization. Thanks to that process 
the fiscal deficit, which stood at 8.9 percent of GDP during the 1980s, was reduced to an average 
of 1 percent in the 1990s (with primary surpluses). As a result, inflation fell sharply to less than 
4 percent in 2000, and annual economic growth averaged 1.5 percent in per capita terms. This 
macroeconomic situation, together with the renegotiation of the public debt, succeeded in restor-
ing Peru’s credibility with economic agents. The next step was to consolidate these gains and 
make them sustainable and consistent over time.

THIRD PHASE: INSTITUTION BUILDING 
AND FISCAL CONSOLIDATION
The macrofiscal framework was institutionalized in 1999 with promulgation of the Fiscal 
Prudence and Transparency Act (Ley de Prudencia y Transparencia Fiscal [LPTF]). The general 
principle underlying that law was “to establish a commitment to a balanced fiscal outcome over 
the cycle, building up fiscal surpluses in favorable periods and allowing only moderate and non-
recurrent fiscal deficits in times of slower growth.” To make the law operational, macrofiscal rules 
were incorporated into the framework, with the objective of diminishing the room for discretion 
and more solidly institutionalizing macrofiscal policy.
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In the same vein, escape clauses or rules of exception (Article 5) were included to allow for 
more flexible fiscal management in the event of a national emergency or an international crisis 
that might seriously affect the national economy (provisions that could be invoked only upon a 
request from the executive branch to the Congress) or when there was sufficient evidence of a fall 
in GDP in real terms (as confirmed in a report to the legislative branch from the MEF).

Finally, a countercyclical tool known as the Fiscal Stabilization Fund (Fondo de Estabilización 
Fiscal [FEF]) was included, making it possible for public funds saved during “good” years to be 
set aside for use in “bad” years through a temporary boost in public spending. It is important to 
note that specific clauses were established for the use of funds from the FEF.

The LPTF also included a mechanism to govern formulation of the public budget following 
a two-stage procedure. The first stage involved approval by the Council of Ministers of the 
Multiyear Macroeconomic Framework (Marco Macroeconómico Multianual [MMM]), a docu-
ment containing the guidelines for fiscal policy and establishing limits on overall expenditure and 
borrowing consistent with the fiscal rules and the country’s macroeconomic situation. In the 
second stage, the annual budget was to be approved, disaggregating expenditures for each cate-
gory in each section to reflect the policy debate on government priorities, while respecting the 
fiscal rules and limits set out in the MMM.

In addition, the LPTF made provision for more transparent management of public finances 
in the form of a Statement of Fiscal Policy Principles spelling out in advance the guidelines and 
the medium-term objectives to be pursued in fiscal policy. This document was accompanied by 
monitoring and evaluation reports and an ex post statement on compliance with fiscal responsi-
bility, with a view to verifying not only the observance of the fiscal rules but also the degree of 
any deviation from the macrofiscal targets spelled out in the MMM, thereby making for greater 
accountability. If there are any significant deviations between the projections in the MMM and 
the results observed in practice, they must be explained and corrective measures must be adopted.

In 2003, the LPTF was revised and renamed the Fiscal Responsibility and Transparency Act 
(Ley de Responsabilidad y Transparencia Fiscal ). The principal amendments included a change in 
the coverage of the national fiscal rules, the introduction of rules for subnational levels of govern-
ment, and an improved definition of the rules of exception. In 2003 and in subsequent years as 
well, the expenditure ceiling was increased to reflect the potential for growth in the economy, and 
the scope of the ceiling was confined to current spending by the central government.

This bolstering of the institutions for fiscal policy, together with a highly favorable interna-
tional setting characterized by rising commodity prices, strong growth in trading partners, and 
lower financing costs, has contributed to the extraordinary performance of the Peruvian econ-
omy. Between 2000 and 2014, the economy averaged annual growth of 5.3 percent, sustained by 
private investment that rose from 13 percent of GDP in 2000 to 22 percent in 2014. In contrast 
to previous episodes, this rapid growth went hand in hand with macroeconomic stability, includ-
ing annual inflation of 2.7 percent (within the target range of the central bank), fiscal accounts 
in balance, a public debt reduced to the equivalent of 20 percent of GDP, a slight deficit on the 
current account averaging 1.5 percent of GDP, the accumulation of net international reserves 
equivalent to 30 percent of GDP, and an improvement in the country’s credit rating to invest-
ment grade (Figure 24.2). Taken together, these figures made Peru, together with Mexico, the 
second best-rated economy in the region, behind only Chile.

The decade was also marked by other reforms that complemented the improvement in the 
macrofiscal framework. In 2002, the government introduced a program of withholdings and a 
special system for tax collection with a view to combating evasion. The value-added tax (IGV) 
targeted the informal sectors and other sectors of the economy that are difficult to supervise and 
have high evasion levels. In the case of the corporate (“legal persons”) income tax, the Temporary 
Tax on Net Assets (Impuesto Temporal a los Activos Netos) was introduced. It involved withholding 
½ percent of the net assets of the firm, an amount that could be used as an offsetting credit 
against income tax due.

©International Monetary Fund. Not for Redistribution



 Segura 407

Similarly, a tax reform in 2007 expanded the tax base by dismantling tax exemptions and 
benefits and reducing customs duties. With respect to the IGV, the reform was targeted at tax 
exemptions for specific geographic areas of the country (Amazonia), while in the case of the 
income tax it was targeted at exemptions applicable to interest and capital gains. As for customs 
duties, the rates were reduced gradually over the course of the decade with a view to promoting 
external trade and opening up the economy. Thus, the average tariff rate, which stood at 
13.5 percent in 1998, fell to 3.2 percent by the end of 2013.

The process of strengthening the taxation framework continued in 2011 with the Law for 
Strengthening the National Superintendency of Customs and Tax Administration and a change 
in the mining tax regime to make it more progressive in order to ensure its neutrality and enhance 
competitiveness in the sector. As stated in the 2015–17 MMM (MEF 2015–17, p. 62):

the reform strengthening the [Law for Strengthening the National Superintendency of Customs and 
Tax Administration] has given it greater operating, economic, financial, and budgetary autonomy in 
order to facilitate its task of combating tax evasion and avoidance, smuggling, and illicit trafficking 
in goods, stimulate foreign trade, and broaden the tax base. In the context of the legislative powers 
granted to the executive branch by means of Law 29884 to amend the tax rules with a view to 
enhancing the efficiency and effectiveness of the national taxation system, 19 legislative decrees were 
approved in July 2012, dealing with: (a) amendments to the tax code, (b) amendments to the Income 
Tax Act, (c) the Law on the General Sales Tax and the Selective Consumption Tax, (d) systems for 
paying the General Sales Tax, (e) improvements to the tax regulations intended to simplify taxpayers’ 
compliance with their obligations, (f ) reinforcement of the Tax Court, and (g) repeal of Law 29707, 
which allowed the cancellation of debts using means of payment.

On the public expenditure side, the reforms focused on improving the efficiency of spending and 
optimizing the use of public funds. Thus, in 2000 the National Public Investment System (SNIP) 
was created as a state administrative system that seeks, through a set of principles, methods, pro-
cedures, and standards, to improve the quality, efficiency, and sustainability of public spending 
and ensure the prompt and efficient delivery of goods and services to the population. In the 
context of public investment projects, the SNIP calls for identifying a given problem in society, 
analyzing the alternative solutions, and selecting the one that is most efficient and evaluating its 
implications.1 Thus, public investment as a proportion of GDP has risen from 3.2 percent in 
2001 to the present level of about 5.5 percent.

1 This is done over what is called the “investment project lifecycle,” as the SNIP provides for three differentiated phases in 
the preparation of a project: (1) preinvestment (where the profile and the feasibility of the project are evaluated), (2) invest-
ment (technical and execution report), and (3) postinvestment (maintenance, operation, and ex post evaluations).

Sources: Fitch Ratings; Moody’s Investors Service; and Standard & Poor’s Financial Services.
Note: S&P = Standard & Poor’s Financial Services.
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In line with the objective indicated earlier, a performance-based budgeting system was introduced 
in 2008, with plans for its gradual implementation in all entities of public administration and at all 
levels of government across the country. As indicated in the 2015–17 MMM (MEF 2015–17, p. 63):

the performance-based budgeting system constitutes a new approach to budget preparation, in which 
the interactions to be financed with public funds are designed, implemented and evaluated in light 
of the changes they promote in favor of the population, particularly the most vulnerable segments.

The system has produced some important achievements, including the Integrated National 
Program, which seeks to reduce chronic malnutrition among children under five years old, and 
the Neonatal Health Program, which aims to reduce maternal and neonatal mortality. Currently, 
58 percent of the government budget, excluding pensions and debt service, is allocated under 
the principles of performance-based budgeting, and this proportion will continue to rise in 
coming years.

In terms of pension reform, the government has moved to eliminate certain unfair systems that 
were created on the basis of pension regimes that posed a significant risk to the sustainability of 
public finances. This is the case with the pension regimes under the regulatory framework of 
Decree Laws 19990 and 20530 (the latter known as the Cédula viva). Those systems were char-
acterized by very low contributions by beneficiaries that bore no relation to the benefits they 
would receive upon retirement. In the case of the pension regime under Legislative Decree 20530, 
at retirement the beneficiary was entitled to a pension equal to the last salary earned. In addition, 
a reduced number of qualifying years of service was required to qualify for a pension, and there 
was no minimum age for retirement. It is estimated that the elimination of those schemes as part 
of the pension reform has produced fiscal savings in excess of US$5 billion in present-value terms.

A reform of the civil service was undertaken in 2012 with a view to providing better public 
services and enhancing the human capital of the public sector through an ongoing training pro-
gram and ex post evaluation of performance. This is a key reform, as it took place in a context in 
which the responsibilities of public servants were increasing faster than their capacity to carry them 
out. Thus, between 2003 and 2011, while the funds administered in public investments grew by 
a factor of 4.4, payroll spending went up by only 1.8 times. With these reforms, it is expected that 
average payroll expenditure over the period 2016–18 will return to levels at the beginning of this 
century, but under a new regime of ongoing training and ex post performance evaluation.

Some important steps have also been taken to integrate the country into the international debt 
market and develop the domestic capital market, including that for public debt. Having con-
cluded programs for restructuring the debt, which in aggregate terms ended with the Brady-type 
agreement of 1997 on commercial debt, Peru was in a position to pursue a more active public 
borrowing program. In 2002, the government successfully placed $500 million on the interna-
tional market, and was thereafter able to float progressively larger issues at longer terms and under 
better conditions (including the issuance of a 50-year bond), as the market’s perception of the 
country improved. In 2003, Peru began to issue bonds in local currency through the Market 
Makers Program (Programa de Creadores de Mercado), the objective of which was to develop a 
domestic market for public debt and strengthen the Peruvian capital market. The good reception 
accorded these issues could be attributed to the consolidation of domestic institutional investors, 
particularly private pension fund administrators, and the development of banks, which supported 
demand for these products, as well as to renewed confidence among both foreign and local inves-
tors. Thanks to an active and fiscally responsible approach to debt management, the profile of 
public debt has been improving: public debt in foreign currency fell from more than 80 percent 
in 2000 to 46.1 percent in March 2015, the average term to maturity of public debt has risen 
and today stands at 12.6 years, and the proportion of public debt at fixed rates is 84.3 percent. 
In addition, the liquidity of sovereign bonds has been gradually increasing, thereby generating a 
sovereign yield curve that serves as a benchmark for domestic currency issuances by private firms 
and institutions (Figure 24.3). At present, Peru has debt instruments outstanding with maturities 
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extending as far out as 2050 for global bonds, and to 2042 for sovereign bonds, and the yield 
curve for comparable tranches is lower than that in 2008.

A crosscutting feature of fiscal policy as a whole in recent years has been the move to decentral-
ize resources and responsibilities to the regions and municipalities. The objective is to have the 
regions set priorities for using the funds transferred so that they can meet the principal demand 
for goods and services in their area, which by definition will differ from one area to the next. The 
decentralization process was launched in 2002 using intergovernmental transfers as the main 
sources of funds. A portion of these transfers is made at the discretion of the government for the 
purpose of financing payroll expenses, goods and services, and public investment in line with 
local needs. However, there is also a predetermined or statutory component, which is significant 
in some localities. It is linked to the income tax collected on local extractive activities, and is to 
be used by the subnational authorities to finance public investment. As an illustration of the 
importance of these authorities, it may be noted that their share in total investment rose from 
44 percent in 2004 to 63 percent in 2014.

FOURTH PHASE: STRENGTHENING INSTITUTIONAL 
ARRANGEMENTS
Notwithstanding the success of Peru’s macrofiscal framework, it must be borne in mind that the 
structural characteristics of the country’s economy have changed since the start of the 2000s, 
thereby presenting the need to design a new macrofiscal framework consistent with those new 
features. Such considerations include:

• Consolidation of public debt. At the beginning of the past decade, public finances were in an 
early phase of stabilization, with public debt amounting to close to 50 percent of GDP 
(Figure 24.4) and little in the way of public assets. At present, public finances are in a 
consolidation phase, with public debt of about 20 percent of GDP and public assets 
representing about 16 percent of GDP. Thus, on a net basis, Peru’s public debt is one of the 
lowest in the region (Figure 24.5).

• Importance of public investment for economic growth over the medium term. At the beginning 
of the past decade, the ratio of public investment to GDP was only 2.8 percent, while it 
currently stands at nearly 6 percent of GDP, above the levels in Uruguay (4 percent), 
Colombia (4 percent), Chile (3 percent), and Brazil (2 percent).

Source: Ministry of the Economy and Finance.
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• Higher levels of spending by regional and local governments. At present, investment by those 
levels of government represents 67 percent of total public investment. A macrofiscal 
framework has been designed for these levels of government but, as indicated in the report 
of the Commission for Strengthening the Macro-Fiscal Framework (MEF 2014), “there are 
still shortcomings that must be corrected with respect to design, transparency, recording, 
monitoring and compliance.”

• Greater impact of the natural resource sectors on public finances. At the beginning of the past 
decade, tax revenues derived from the natural resource sectors amounted to 2.4 percent of 
total tax revenues of the general government, while that proportion has now risen to 
12.4 percent. As well, the volatility of tax revenues derived from the natural resource sectors 
over the same period was 1.5, more than double the rate for other tax revenues (0.6). 
Although raw material prices in the years to come will be lower than those in the recent 
past, a series of mining projects are expected to come on stream by 2017, with the result 
that copper production will double from its level in 2013.

Sources: Central Reserve Bank of Peru; Ministries of Finance; and IMF staff estimates.
Note: Nonfinancial public sector for Peru. LA6 = Brazil, Chile, Colombia, Mexico, Peru, and Uruguay.

Figure 24.5 LA6: Net Public Debt Balance of General Government, 2014 
(Percent of GDP)

43.7

34.1

24.7 23.9

3.9

–5.2–10

0

10

20

30

40

50

Mexico Brazil Uruguay Colombia Peru Chile

LA6 average: 20.7

Source: Central Reserve Bank of Peru.

Figure 24.4 Public Debt (Percent of GDP)

51.1

20.1

0

10

20

30

40

50

60

1999 2002 05 08 11 14

©International Monetary Fund. Not for Redistribution



 Segura 411

• A more open trading regime that is having an impact on the effectiveness of fiscal policy. The 
degree of commercial openness, measured as the ratio of exports plus imports to GDP, was 
34 percent at the beginning of the past decade and is now 50 percent.

Against this backdrop, the macrofiscal framework, based as it was on rigid numerical rules, 
was not sufficiently flexible to adapt to the economic and institutional shifts mentioned above. 
As a result, there have been continuous amendments to the Fiscal Responsibility and Transparency 
Act over the past decade, affecting its predictability, simplicity, and transparency.

On the other hand, the introduction of the macrofiscal framework spelled out in the Fiscal 
Responsibility and Transparency Act did not eliminate or even reduce the procyclical bias of fiscal 
policy. A fiscal deficit rule (procyclical, by definition), together with an expenditure rule with 
coverage confined solely to current spending, could not ensure a fiscal policy response that was 
neutral or countercyclical. On this point, the IMF noted in 2013 that while the macrofiscal 
framework contained some important countercyclical components (such as the FEF), it did not 
provide for a fully countercyclical response to shocks to output or to commodity prices.

In this context, Law 29854 was passed, creating a technical entity known as the Commission 
for Strengthening the Macro-Fiscal Framework, which was assigned responsibility for evaluating 
and preparing a proposal to improve the existing macrofiscal framework, in particular with 
respect to the mechanisms for responsibility and transparency, and for fiscal rules.

Acting on the recommendations of that commission, the MEF subsequently prepared a draft 
law governing the macrofiscal framework, the Law for Strengthening Responsibility and Fiscal 
Transparency, Law 30099, which was approved on October 31, 2013, and came into effect with 
the preparation of the government budget for fiscal year 2015.

This new fiscal framework represents a continuation of the process of institutional change that 
began at the beginning of the past decade with the Fiscal Responsibility and Transparency Act. 
The process of strengthening the macrofiscal framework was intended to serve the following 
objectives, which were to be achieved under a more flexible and predictable regime that would 
also reinforce the commitment to fiscal responsibility:

• To lend greater predictability to public spending by de-linking it from the most volatile 
source of public revenues, that is, revenues flowing from the natural resource sectors. 
As indicated in the Statement of Fiscal Policy Principles in the 2015–17 MMM 
(MEF  2015–17, p. 11), “public spending must not be volatile, as this generates costs in terms 
of sector policy efficiency and management capacity; consequently, the management of 
public finances must be insulated from the high volatility of revenues derived from the main 
commodities that we export.” Historically, commodity prices have been volatile and erratic, 
and thus difficult to project.

• To ensure fiscal solvency by keeping public debt at a low level that makes it possible to cope 
with negative shocks such as severe natural disasters, contingencies, international financial 
crises, etc.

• To avoid macroeconomic crises through countercyclical measures that will be triggered in a 
timely manner and only in settings in which the economy deviates sharply from its 
medium-term trend. To the extent that the fiscal rule insulates public spending from the 
temporary effects of output, commodity prices, and other similar factors, the stance of fiscal 
policy is by definition cyclically neutral (acyclical).

However, the fiscal rule does provide for countercyclical responses in a discretionary manner, 
but only for events of low probability and high impact. The factors that limit fiscal policy to this 
context alone (and not to fine-tuning) are the following: (1) fiscal policy operates with significant 
lags; (2) it is impossible to exert full control over the entire range of fiscal stimulus (spending by 
regional and local governments financed with statutory resource revenue transfers, compensation 
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funds, and tax revenues of local governments); (3) the current system of transfers to regional and 
local governments is procyclical and finances a significant percentage of spending, especially for 
public investment; (4) there is uncertainty as to the size of the fiscal multipliers; and (5) there is 
ex ante uncertainty as to the origin of the shock (supply or demand). Given the impossibility of 
controlling all these factors, fiscal policy may in the end have the unfortunate effect of increasing 
the volatility of output over the short term. Because of this, the Law for Strengthening 
Responsibility and Fiscal Transparency seeks to:

• Simplify the fiscal rules for regional and local governments. The main problems arise from 
the heterogeneity of these governments’ public finances, their weak observance of fiscal 
rules, and the scarcity of corrective measures. This in turn reflects the absence of efficient 
measures for information, monitoring, and follow-up, as well as the lack of incentives.

• Strengthen the institutional framework of the FEF, providing it with a technical secretariat 
that, among other functions, would propose investment guidelines to the board for 
generating greater returns.

• Strengthen the institutional arrangements for fiscal policy by creating a Fiscal Council. The 
new macrofiscal framework does away with the old, rigid regime of fiscal rules, but this new 
degree of discretion must be restricted in the sense that there must be an independent entity 
to audit or validate it.

The objectives mentioned above will be achieved with the new macrofiscal rule covering the 
level of nonfinancial spending by the national government, which is based on an ex ante exercise 
of cyclical adjustment for the nonfinancial public sector. This fiscal rule limits the spending over 
which the national government has discretion, and it is more comprehensive in comparison with 
the previous spending rule.2 Taking the figures for 2014, the new spending rule for the national 
government covers 85.9 percent of its nonfinancial spending, whereas the previous consumption 
rule covered only 47.8 percent. As well, it is important to note that the spending rule for the 
national government includes both current and capital spending, with the objective of achieving 
greater consistency between the increase in the stock of public capital and the amount spent on 
equipment and maintenance of that stock. On this point, the report of the Commission for 
Strengthening the Macro-Fiscal Framework (MEF 2014) declares that “it is important to note 
that the distinction between public investment and current spending in the public sector is weak 
and in part artificial, and consequently some public investments do not generate any substantial 
social return, while many components of current spending, such as maintenance of public infra-
structure and expenditures on health and education, may produce a higher return.”

A new element of this macrofiscal framework is the use of structural variables (public revenues 
and GDP) and the announcement of a structural balance indicative target, which is linked to 
budgetary programming and formulation through the expenditure limits imposed by the rules. 
Thus, in determining the binding expenditure rules for budgetary formulation, an incoming 
administration must first (within 90 days after taking office) define and announce its fiscal policy 
objectives (through a Macro-Fiscal Policy Statement) for the term of its mandate, and the impact 
of those objectives on the structural economic outcome of the nonfinancial public sector (struc-
tural balance indicative target). That indicative balance is in fact binding for the formulation of 
public budgets, but the ex post evaluation relates to the spending limit that flows from the struc-
tural balance target.

2 The nonfinancial spending rule for the national government covers the sum of nonfinancial spending by the national 
government and transfers to entities of the nonfinancial public sector, with the exception of funds deriving from the 
canon, sobrecanon and royalties, the Fondo de Compensación Municipal, the Fondo de Desarrollo Socioeconómico de Camisea, 
and the share of regional and local governments in customs revenues.
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With respect to the ex post analysis of fiscal rules, this requires corrective measures in case there 
are any deviations, something that strengthens the commitment in the macrofiscal framework to 
responsible management of public finances. Thus, Ter-Minassian (2010, p. 15) notes that “[t]o be 
effective, rules need also to be supported by appropriate enforcement mechanisms, including pro-
visions for correction of past deviations that do not call for a permanent revision of the rule.”

This new macrofiscal framework provides for two types of corrective measures. The first 
involves the creation of an account for compensation and correction of deviations (referred to in 
the economic literature as the “notional account”). In the case where accrued spending by the 
national government exceeds the limit established by the fiscal rule for a given year, this deviation 
will be added to that account. If the cumulative balance on the account is less than ½ percent of 
GDP, the nonfinancial spending limit of the national government will be reduced, at least pro-
portionately, over the following two years, provided a negative gap exceeding 2 percent of poten-
tial GDP is not projected. On the other hand, if the cumulative balance on this account is 
½ percent of GDP or greater, the nonfinancial spending limit of the national government will be 
immediately cut. In this way, the account for compensation and correction of deviations plays the 
role of an automatic enforcer in the case of breaches of the fiscal rules. In addition, to minimize 
the perverse incentive to postpone the task of correction to a future administration, there is a 
provision that the balance on the notional account must not exceed 0.3 percent of GDP at the 
end of the current administration’s mandate.

The second corrective measure, in line with the objective of ensuring fiscal sustainability, 
requires that, if the debt of the public sector is found or expected to be greater than 30 percent 
of GDP in the following three years, the Macro-Fiscal Policy Statement and the structural balance 
target for the nonfinancial public sector must be amended, incorporating measures deemed 
appropriate to restrict expenditures or to boost revenues in order to return the debt to a level 
below that limit within a period of no more than seven years.

The objective of this latter measure is to correct the projected path both of expenditure and 
revenues in accordance with the structural balance target for the nonfinancial public sector in the 
case of a macrofiscal scenario that would put fiscal sustainability at risk. Economies are subject to 
unexpected shocks of low probability but high impact. For example, in 2007 the general govern-
ment debt in Spain and Ireland stood at 36.3 percent and 20 percent of GDP, respectively. Those 
levels were considered low, as reflected in the solid scores granted by the credit rating agencies. 
Yet within five years (by 2012), those countries’ debt levels had risen to 69.2 percent and 117.1 
percent of GDP, respectively. In the context of a new, more flexible macrofiscal framework that 
can be adjusted to the medium-term potential of the economy, a low public debt level is proposed 
as a signal of the government’s commitment to prudent management of public finances. A level 
of debt no higher than 30 percent will ensure sustainability, even under shock scenarios, and will 
make it possible to maintain an investment-grade sovereign credit rating that translates into lower 
financing costs for the public and private sectors alike.

On the other hand, because the proposed macrofiscal framework is supposed to be more flex-
ible than the previous one, as it can be adjusted to the economy’s medium-term potential and is 
based on the ex ante application of a cyclical adjustment methodology, it was deemed necessary 
to enhance transparency in the management of the public finances through the creation of a 
Fiscal Council. The purpose of this council is to conduct an independent technical analysis of 
macrofiscal policy and to issue opinions on the MMM, the short- and medium-term evolution 
of public finances, and proper application of the methodology for calculating the structural 
accounts and potential GDP. The reports issued by the Fiscal Council—which is comprised of at 
least three independent professionals with broad fiscal experience—are to be published and made 
known to the general public.

Lastly, when it comes to the management of assets, it is important to note that the new macro-
fiscal framework strengthens the institutional framework and the financial administration of the FEF, 
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in line with the Santiago Principles,3 and provides it with a technical secretariat that, among other 
functions, will propose investment guidelines to the board designed to increase the return on the FEF, 
as part of the Global Strategy for Management of the Assets and Liabilities of the Public Treasury.

Thus, the present institutional framework for fiscal policy represents to some extent a continu-
ation of current policy, but with improvements. Peruvian fiscal policy is in effect based on a 
system of fiscal rules governing the level of spending, determined by a cyclically adjusted fiscal 
balance exercise consistent with a structural balance target, and is designed to bring greater pre-
dictability and stability to public spending. In a complementary manner, the FEF serves as a 
countercyclical tool that allows savings to be built up during “good” years so as to provide a 
cushion that can be used in “bad” years in the form of a temporary fiscal stimulus (Figure 24.6). 
In this way, it follows the state of the art in countries with characteristics similar to those of Peru, 
such as an open trading system and a concentration on commodity exports.

The public budget, which is financed by a simple, transparent, and equitable tax system, is 
formulated in two stages. The first stage involves preparation of the MMM, which contains fiscal 
policy guidelines and sets limits on overall spending and indebtedness in observance of the exist-
ing fiscal rules and in a manner consistent with a projected macroeconomic scenario for the year 
of the budget and the two following years. In the second stage, the annual budget is approved. It 
reflects the government’s priorities, and it complies with the fiscal rules set forth in the MMM. 
In addition to this detailed budgetary formulation, there are other tools, such as the SNIP and 
the results-based budgeting system, that are designed to maximize efficiency in the allocation and 
use of public funds.

CHALLENGES AND THE UNFINISHED AGENDA
The international environment over the next few years will be characterized by slower growth in 
the advanced economies than that recorded in the years preceding the 2008–09 global financial 
crisis. There will also be higher financing costs and a permanent fall in commodity prices. All of 
this poses challenges over the medium term for the growth of economies such as Peru. For 
example, in its World Economic Outlook of April 2015, the IMF suggests that output growth in 
emerging countries will decline from around 7 percent from 2001–07 to 5.2 percent from 
2015–20, with the prospect that this downward trend may continue in the absence of structural 

3 Santiago Principles are a set of 24 voluntary guidelines that assign best practices for the operations of sovereign wealth funds.

Sources: Central Reserve Bank of Peru; and the Ministry of the Economy and Finance.

Figure 24.6 Cumulative Savings in the Fiscal Stabilization Fund (Millions 
of U.S. dollars)

336 485 

1,807 1,814 2,114 

5,627 

7,169 

8,590 
9,158 

0
1,000
2,000
3,000
4,000
5,000
6,000
7,000
8,000
9,000

10,000

2006 07 08 09 10 11 12 13 14

0.4% of GDP

4.7% of GDP

©International Monetary Fund. Not for Redistribution



 Segura 415

reforms. The IMF also points out that this reduction in the potential output of emerging 
 economies can be explained in large part by a deterioration in productivity.

With a view to boosting the growth potential in the next few years and responding to the 
looming international context, the Peruvian government has over the last two years been propos-
ing actions within a framework along three fronts geared to ensuring greater investment and gains 
in productivity and competitiveness: (1) strengthening human capital and reducing informality, 
(2) reducing the infrastructure gap, and (3) cutting red tape and reducing excess costs.

For its part, Peruvian fiscal policy is being conducted within a recent macrofiscal framework 
that must be maintained and consolidated in the coming years. And in the global macroeconomic 
setting that is likely to prevail for the next few years, the current macrofiscal framework can be 
supplemented in ways that will optimize the functioning of fiscal policy in terms of fiscal sustain-
ability and the stance vis-à-vis the economic cycle.

Fiscal sustainability is a necessary condition for promoting any type of structural reform that 
may be needed. The last 25 years of Peru’s economic history are evidence of this, for without 
responsible and prudent management of fiscal policy, it would not have been possible to build 
the macrofiscal cushions to cope with the 2008–09 global financial crisis or with the current 
external shock. During the 2008–09 crisis, Peru undertook a fiscal stimulus equal to 3.5 percent 
of GDP (MEF 2011–13), and between 2014 and 2015, it has been pursuing a further fiscal 
stimulus of 3.1 percent of GDP (MEF 2016–18), in contrast to other countries of the region 
that, despite a negative output gap, are still making budget cuts this year.

Similarly, the complex international environment can have a direct impact on the sustainabil-
ity of countries’ public finances in the form of higher financing costs, downward pressures on the 
exchange rate, falling tax revenues, and lower potential growth. It is essential, then, that Peruvian 
fiscal policy continue to distance itself from that of other emerging countries, as it has in recent 
years. Only in this way can the country maintain high credibility among economic agents and 
thereby attract capital, reduce financing costs for the public and private sectors alike, and achieve 
high and sustained economic growth. Empirical evidence reveals countless examples of countries 
that abandoned their commitment to responsible fiscal policy, even if only temporarily, and 
thereby lost credibility and consistency over time, making fiscal imbalances a self-fulfilling proph-
ecy. Peru must eschew this route.

When it comes to the taxation system, as noted earlier, while it is in line with international 
principles, there is room to increase permanent revenues; strengthen the system in terms of its 
fairness, efficiency, and transparency; and broaden the tax base to reduce informality, which is 
one of the main problems constraining back growth. Measures must be geared to reducing tax 
evasion and avoidance, applying risk management systems in tax and customs supervision and 
enforcement, and taking further steps to automate the corresponding processes and procedures 
and allow them to be handled online.

Similarly, in the context of decentralization, Peru must establish incentives to boost municipal 
taxation, where there is still much room for improvement. According to De Cesare (2012), prop-
erty taxes collected by subnational levels of government in Peru represent 0.17 percent of GDP, 
barely one-quarter of their level in Colombia, where the institutional structure is similar to that 
of Peru, and far below the level in Chile, which is the regional leader.

Peru also needs to step up efforts to rationalize and eliminate tax exemptions, and to review 
excise taxes in light of the negative externalities they generate. As part of Peru’s efforts to join the 
Organisation for Economic Co-operation and Development, the country must bring its tax regu-
lations into line with international standards and improve fiscal transparency so as to facilitate 
the sharing of information among tax administrations.

In a context of a permanent fall in tax revenues and a public budget that has seen a 140  percent 
cumulative increase in the last 10 years, the challenge is to make public spending more efficient 
and to set spending priorities based on an ex post evaluation of results. From an economic policy 
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viewpoint, it is important not to overlook the need to “sell” these priority-setting policies to 
society, and to strengthen the institutional underpinnings of fiscal policy. The crisis of 2008–09 
showed that, for the world in general, fiscal policy can play a more important stabilization role 
than had previously been recognized. Yet in the case of Peru, experience with the 2008–09 crisis 
and with the current shock shows that there are rigidities that impede implementation of a timely 
and time-bound discretionary, countercyclical fiscal response. Consequently, to minimize delays 
in the design and implementation of this fiscal response, Peru will need to evaluate various mea-
sures such as establishing a fund or bank for public or public-private investment projects that are 
outside the public budget and can be activated swiftly and executed over a short time.

Last, but of no less importance, is the process of decentralization, which Peru must continue 
to improve. While decentralization implies a broader institutional reform that embraces concepts 
of political reform and reform of the state, on the fiscal front it must surely be a priority to reform 
the intergovernmental transfer system for all types of financing sources, based on the principles 
of predictability in public spending, the capacity to absorb the transferred resources, 
 accountability, and ex post evaluations.

In conclusion, the unfinished agenda toward a fiscal policy that will allow Peru to cope more 
effectively with the new global context in the coming years could in fact be quite lengthy. 
However, the elements mentioned here are a good point of departure for pursuing a process of 
gradual strengthening that began nearly 25 years ago and that is still producing good results today.
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CHAPTER 25

The Future of Monetary Policy

JULIO VELARDE

The global financial crisis demonstrated the need to provide financial stability and stability in terms of 
inflation in order to preserve the transmission mechanism of monetary policy. The Central Reserve Bank of 
Peru (Banco Central de Reserva del Perú [BCRP]) has achieved these twin goals through the use of con-
ventional and nonconventional instruments (e.g., reserve requirements and foreign exchange intervention). 
Looking ahead, monetary policy will need to properly calibrate nonconventional policy instruments to the 
financial cycle and ensure that financial intermediaries fully internalize financial risks. The Peruvian 
authorities will also need to adapt policies to developments in capital markets and as macroprudential 
measures are implemented. Also, the macroprudential framework may need to be strengthened.

The way in which monetary policy is implemented in most countries has undergone a consider-
able transformation over the past 10 years. The consensus as to what central banks can and should 
do is moving rapidly from price stability as the sole objective of monetary policy toward a broader 
definition of macroeconomic stability in which central banks also address financial stability con-
cerns. In addition, the use of multiple policy instruments besides the short-term interest rate is 
now more widely accepted as a necessary condition to effectively implement monetary policy, 
especially when financial markets become dysfunctional.

Are these changes in the monetary policy framework permanent? Or are they just transitory 
responses to a more volatile world where global financial markets tend to overreact more fre-
quently than in normal times? Should the time horizon for monetary policy be extended in order 
to properly accommodate financial cycles within the monetary policy design?

This chapter addresses these questions by looking at Peru as an illustrative example of how 
monetary policy can achieve price stability and at the same time reduce financial vulnerabilities 
associated with financial dollarization. The Peruvian experience is interesting not only because it 
shows the perils of implementing monetary policy in a dollarized economy, where financial vul-
nerabilities are tightly linked to macroeconomic developments, but also because it illustrates how 
monetary policy instruments can be constantly adapted to maintain their effectiveness within 
different macroeconomic scenarios.

The chapter first examines the policy instruments that can be deployed within the inflation-
targeting design adopted by the BCRP. It then looks at how these instruments have been adapted 
to address a more demanding external scenario. The chapter provides an overview of aspects that 
future monetary policy design might need to take into account to be able to provide both finan-
cial stability and stability in terms of inflation.

THE CURRENT STATE OF PERUVIAN MONETARY POLICY
Inflation targeting started in Latin America after the 1997–99 financial crisis that spread across 
emerging market economies. Peru was relatively late in adopting inflation targeting,1 although 

1 Brazil adopted inflation targeting in June 1999, while Colombia and Chile adopted the regime in September 1999.
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it was the first highly dollarized economy to adopt the regime. By the time Peru implemented 
inflation targeting, its economy was in recession and facing mild deflation. In sharp contrast 
to other emerging economies that adopted inflation targeting, Peru needed to put in place an 
expansionary monetary policy to move inflation to a credible target. Inflation targeting was not 
intended for inflation convergence from above but to anchor a credible rate of inflation from 
below.

It was clear by then that inflation targeting had to be complemented by additional instruments 
to address financial risks in a broadly dollarized economy. This is related to widespread concerns 
about financial stability for monetary policy in developed economies as a result of the 2008–09 
global financial crisis. Both the adoption of inflation targeting after the financial crisis that hit 
emerging economies (and Peru in particular) and the successful use of a managed floating 
exchange rate regime paved the way for the design of the inflation-targeting regime in Peru.

Also fundamental for implementation of the inflation-targeting regime in Peru were the 
reforms introduced during the early 1990s that granted independence to the central bank and 
assigned monetary stability as its single objective, as well as the establishment of the floating 
exchange rate regime.

Since 2001, average annual inflation in Peru has been 2.6 percent while the country’s average 
annual growth rate has been 5.8 percent (Figure 25.1). In the group of the five largest Latin 
American inflation targeters2—which share somewhat similar economic structures and are sub-
ject to the same types of external shocks—Peru achieved the lowest inflation and the highest 
growth rate.

Theory suggests that full dollarization provides a strong inflation anchor. However, Table 25.1 
suggests that inflation targeting in Peru has delivered lower and even more stable inflation com-
pared with countries that have officially dollarized, such as Ecuador, El Salvador, and Panama.

2 Brazil, Chile, Colombia, Mexico, and Peru.
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Policy Rate

The outstanding results in delivering price stability have helped consolidate the BCRP’s credibil-
ity as a successful implementer of inflation targeting. The keys to achieving these results were the 
active use of a short-term interest rate to anchor inflation expectations and the proper calibration 
of complementary instruments to preserve financial stability and the transmission of monetary 
policy. Indeed, the policy rate path can be rationalized within a Taylor-type rule that considers 
inflation expectations and GDP growth as its determinants:

i i a a yti i a y ty+ii ( )t
e

t
target + (( )π t

e Δ −yy Δyyyy)t a y)t ( yy)t Δyyyy ,  (25.1)

where π t
e
−1 is defined as the inflation expectation for the next calendar year (a proxy for medium-

term inflation expectations) taken in the month prior to the policy decision.3 Likewise, ΔyΔ t −2

refers to the year-over-year monthly growth of two lagged months of GDP.4 In addition, i  stands 
for the neutral interest rate, and π t

target  is the target inflation rate that was set to 2.5 percent in 
2002 and changed to 2 percent in 2007. Finally, ΔyΔ  is the average rate of GDP growth during 
the inflation-targeting period.

The fact that this policy rule depends on the GDP growth rate and not on an estimated output 
gap is because of the imprecise nature of the gap (Orphanides and Van Norden 2002) and 
because the growth rate in the rule may be even better in terms of welfare than a gap-based rule 
(Sims 2013). Estimation of a simple equation such as equation (25.1) can help directly identify 
how, on average, the central bank changes its monetary policy stance in terms of relevant variables 
available in the information set at the moment of the decision. The estimated rule is depicted in 
equation (25.2):

 
i yii ty −3 2 1 3 0 6
00 2
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Δyyyyyyt t

05)00 *
 (25.2)

A key feature of this estimation5 is that the policy rate always changes more than proportionally 
to changes in observed inflation expectations, a feature called the Taylor principle (Figure 25.2). 

3 Inflation expectation surveys are gathered and published by the BCRP at the end of each month, while policy decisions 
are made within the first two weeks of each month.
4 GDP figures are published with a two-month lag around mid-month by the national statistical agency (Instituto Nacional 
de Estadística e Informática). Even if GDP publication dates sometimes fall after monetary policy decisions, the staff at 
the central bank provides close estimates of the t − 2 growth rate at the time of monetary policy meetings.
5 The estimation uses the generalized method of moments to guarantee that the equation residuals are not correlated with 
information available at the time of decisions such as observed inflation and core inflation rates, credit growth, and past 
interest rate levels. In equation (25.1), standard errors are in parentheses and the asterisks denote significance at the 
1 percent level.

(0.05)

TABLE 25.1

Inflation in Peru and in Fully Dollarized Economies (Percent)

Annual Inflation (2001–14)1 Average Standard Deviation2

Ecuador 5.7 3.4
Panama 2.6 2.5
El Salvador 3.0 2.4
Peru 2.6 1.6

Source: IMF staff calculations.
1 Ecuador officially dollarized in 2000, and El Salvador officially dollarized in 2001. Figures for 
El Salvador figures correspond to 2002–04. 
2 Standard deviation of year-on-year inflation.
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Also, the rule conforms to a flexible inflation-targeting framework, as policy takes into account 
changes in economic activity.

A particular feature of inflation targeting in Peru is that it departs from textbook implementa-
tion and relies on a number of instruments in addition to the standard policy interest rate. These 
complementary instruments aim to reduce the vulnerabilities that financial dollarization gener-
ates and contribute to preserving the transmission mechanism of monetary policy during periods 
of financial stress associated with the global financial crisis in 2009, and after the implementation 
of policy responses in advanced economies. The additional instruments used by the BCRP, com-
monly known as unconventional policies,6 come in two sets: (1) reserve requirement policies 
differentiated by currency, and (2) foreign exchange market intervention policies.

Reserve Requirement Policies

The BCRP uses reserve requirements mainly for monetary control, the mitigation of dollarization 
risks, and the lengthening of the maturity of the banking system’s external leverage. High reserve 
requirements in dollars help banks to internalize dollarization risks and, by increasing banks’ 
liquidity in foreign currency, enhance the financial system’s capacity to absorb shocks, particularly 
those associated with capital flow fluctuations.

In addition, since 2008 the BCRP has used reserve requirements in a more cyclical fashion 
by raising their average and marginal levels during periods of capital flow surges and cutting 
them during capital reversal episodes. By increasing reserve requirements in foreign currency 
during periods of intense capital inflows, the BCRP reduces banks’ incentives to lend in dollars. 
At the same time, it creates a foreign currency buffer to reduce banks’ vulnerability to capital 
reversals.

The 2008–09 global financial crisis put the inflation target cum financial risk control to the 
test. Inflation was running above target during the first half of 2008. High inflation called for 
higher domestic policy interest rates and the widening of the spread against foreign interest rates. 
In turn, higher interest rate spreads against the U.S. federal funds rate induced more carry trades 
and short-term capital inflows in the run-up to the crisis. The important bank liquidity levels 
originated by capital inflows hindered the conduct of monetary policy and intensified 

6 In fact, since the beginning of the 1990s, the BCRP has used these two sets of policies.
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appreciation pressures. In this context, in addition to raising the reference rate (from 4.5 percent 
in July 2007 to 6.5 percent in August 2008) in response to inflation pressures, the BCRP 
increased reserve requirements on domestic and foreign currency deposits to ensure an orderly 
expansion of liquidity and credit. The BCRP also accumulated a significant amount of interna-
tional reserves, mainly by foreign exchange intervention sterilized with fiscal savings.

In September 2008, the BCRP responded immediately to the turbulence caused by the col-
lapse of Lehman Brothers by injecting liquidity up to 9.3 percent of GDP through a wide range 
of instruments, including the reduction of reserve requirements to end-2007 levels, the use of 
foreign exchange sales of $6.8 billion during September 2008–February 2009, and the provision 
of liquidity trough repo operations and currency swaps.

These measures cushioned the domestic financial system from the impact of the crisis and 
facilitated a swift and sustained recovery of credit and growth starting in the second half of 2009. 
During the worst episode of the crisis (October 2008–March 2009), access to credit was pre-
served and nonperforming bank loans remained low.

The 2008–09 global financial crisis provided policymakers worldwide with an important les-
son: monetary policy needs to and can take greater account of financial stability concerns. During 
the crisis, central banks in developed economies made innovative policy moves that included 
explicit guidance to steer expectations of future interest rates and quantitative easing. These poli-
cies spilled over into emerging market economies, which had to face unprecedented levels of capi-
tal inflows. Under these circumstances, monetary policy in Peru had to maneuver to sail against 
the wind and apply a sort of quantitative tightening (Armas, Castillo, and Vega 2014). This 
implied raising reserve requirements, as depicted in Figure 25.3. The surges in capital flows that 
followed the implementation of quantitative easing by the U.S. Federal Reserve had a significant 
impact on monetary and credit conditions in Peru, which required more active use of comple-
mentary policy instruments such as reserve requirements. As shown in Figure 25.3, the BCRP 
increased not only the marginal reserve requirement rate several times, but also the average rate, 
which has a stronger impact on banks’ intermediation costs in foreign currency, limiting credit 
expansion in foreign currency.
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By more rapidly increasing reserve requirements during this period, the BCRP tightened 
monetary conditions in foreign currency, reducing the need for further increases in the domestic 
interest rate to manage inflation. At the same time, higher reserve requirements reduced deposits 
rates and the incentives for short-term capital flows to the banking system. Additionally, higher 
reserve requirements in foreign currency generated a faster accumulation of international liquid-
ity in the banking system, strengthening banks’ liquidity buffers.

In 2013, with the U.S. recovery under way and the consequent tapering announcements, Peru 
sharply reversed the course of it reserve requirement policy. In sum, the cyclical use of reserve 
requirements by the BCRP illustrates how a policy instrument can be adapted to more effectively 
address a challenging external scenario.

An additional nonconventional tool used by the BCRP to limit dollarization risks is the accu-
mulation of international reserves, which are used as a buffer to increase the BCRP’s capability 
to inject liquidity in the presence of adverse external shocks (such as capital flow reversals and 
drastic falls in the terms of trade). In a world with incomplete international financial markets, the 
accumulation of international reserves is a self-insurance mechanism against negative balance of 
payments shocks, such as sudden reversals in capital flows or falls in the terms of trade. This is 
particularly relevant for emerging market economies, which have experienced these kinds of 
shocks more frequently. These shocks have caused large output losses and banking credit disrup-
tions in several emerging market economies, as occurred during the Asian and Russian crises at 
the end of the 1990s. As a result, emerging market economies have developed a greater risk aver-
sion to external shocks, which has prompted them to accumulate more international reserves. In 
the case of Peru, most economic crises experienced during the past century had their roots in 
balance of payments shocks.

Foreign Exchange Market Intervention Policies

The main purpose of foreign exchange intervention in Peru is to reduce the volatility of the 
exchange rate and accumulate international reserves in order to prevent balance sheet effects on 
the partially dollarized financial position of the domestic private sector. There is no implied level, 
ceiling, or floor. No announcement regarding the amount of the interventions is made before-
hand, because having to adjust this amount could have a high cost and because the volatile nature 
of foreign exchange flows requires a more discretionary approach to central bank intervention. 
Therefore, the exchange rate reacts to whatever shock hits its value, but extreme jumps are 
avoided.

As a result, daily percentage changes of the nuevo sol against the U.S. dollar correlate well with 
changes in other exchange rates, as shown in Figure 25.4, reflecting the fact that currencies in 
small open economies tend to move in the same directions when common shocks arise. Foreign 
exchange interventions do not preclude flexibility of exchange rates in the form of necessary 
adjustments, which are the fundamental mechanism in place to absorb external shocks such as 
capital flow reversals or lower terms of trade. The interventions aim only to avoid excessive 
volatility.

Excess exchange rate volatility emerges as a natural consequence of noisy information and 
imperfectly informed traders. The excess volatility of exchange rates, caused by the flow of private 
heterogeneous information, has real effects on the economy, particularly in a situation where 
agents are not hedged adequately. The reasons include the low state of development of the finan-
cial markets, the “original sin” documented by Eichengreen and Hausmann (1999), and the 
country’s habits such as invoicing, holding assets, and transaction technologies in foreign cur-
rency. Thus, in a country like Peru, which has a relatively high degree of financial dollarization 
(currently around 40 percent), balance sheet effects are an important channel to consider in the 
monetary and foreign exchange intervention policy design.

©International Monetary Fund. Not for Redistribution



 Velarde 423

Interventions are implemented by purchases or sales of U.S. dollars in the spot market and by 
carrying out swaps with the issuance of certificates of deposits linked to the exchange rate. In 
2014, the BCRP started using derivatives-based intervention instruments. Swaps are used mainly 
when there are pressures from the nondeliverable forward market that could force banks to trans-
fer this pressure into the spot market. A swap operation with the central bank can provide tem-
porary coverage against the risks involved in a nondeliverable forward market without affecting 
the availability of the bank’s liquidity in domestic currency.

Indicators of relative volatility of the exchange rate among peer economies are a simple mea-
sure of the effectiveness of foreign exchange interventions. In Latin America, despite different 
levels of foreign exchange intervention, exchange rate trends are similar. However, in the case of 
Peru, volatility is lower.

Table 25.2 shows the variance of daily nominal exchange rate changes for five Latin American 
countries since 2000. The variance of the Peruvian exchange rate is lower than that of peer coun-
tries. After the global financial crisis, the variance of the Peruvian exchange rate increased in 
relation to the precrisis period.

In sum, Peru’s inflation-targeting framework has considered conventional monetary policy 
instruments as well as nonconventional policies that have also played the role of macroprudential 
policies. Standard conventional monetary instruments work according to best practices in central 
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TABLE 25.2

Variance of Daily Nominal Exchange Rate Changes, 2000–14

CLP PEN MXN COP BRL

Total Variance 0.50 0.28 0.43 0.47 0.66
Precrisis 0.49 0.23 0.41 0.45 0.70
Postcrisis 0.50 0.37 0.48 0.52 0.58

Sources: Quandl; and author’s estimates.
Note: BRL = Brazilian real; CLP = Chilean peso; COP = Colombian peso; MXN = Mexican peso; PEN = Peruvian nuevo sol.
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banking, while nonconventional policies use (1) discretionary foreign exchange interventions to 
support a managed floating exchange rate regime envisaged to reduce dollarization risks, and 
(2)  reserve requirement policies to control undue credit expansion and differentiated reserve 
requirement policies according to the currency denomination of bank liabilities to fight credit-
induced dollarization risks. All in all, the framework has delivered macroeconomic and financial 
stability.

CHALLENGES FOR FUTURE MONETARY POLICY
One of the key lessons from the global financial crisis and from the Peruvian experience is that 
to deliver both price stability and an effective monetary policy transmission mechanism, central 
banks need to take into account the financial cycle in the design and implementation of the 
monetary framework. This poses several challenges for central banks. First, it requires lengthening 
the time horizon of monetary policy, particularly to properly calibrate nonconventional policy 
instruments. In contrast to typical business cycles that last between 8 and 32 quarters, financial 
cycles tend to last longer, which prompts the need to fine-tune the set of policy instruments to 
different time horizons.

In the case of Peru, most of the nonconventional policy instruments were tailored to accumu-
late international reserves and limit banks’ exposure to the surge of capital flows generated by 
quantitative easing policies. In this way, the risks for the financial sector during the reversal of the 
Federal Reserve’s expansionary policies were reduced (Figure 25.5).

Second, it is fundamental to maintain an appropriate balance in using different types of non-
conventional instruments. These instruments can induce financial intermediaries to internalize 
ex ante financial risks, and if properly calibrated can also help reduce the probability of spreading 
the impact of shocks within the financial system. Consequently, the instruments can increase the 
capability of the central bank and the financial system to absorb this shock. However, if not 
properly calibrated, such instruments can also generate efficiency costs that can delay the develop-
ment of financial markets.

The development of financial markets can also contribute to the resilience of the financial 
system to future external shocks, although it may also generate further challenges for implement-
ing nonconventional policy instruments that may need to be adapted in the future to the way 
monetary policy is implemented.
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Figure 25.5 Broad Timing of Monetary Policy Actions and the Environment
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Going forward, deeper integration of local financial markets with global financial markets will 
make the domestic market largely visible and open, a trend that may increase the size of foreign 
exchange markets relative to what the central bank can potentially intervene. This may in turn 
reduce the scope for an effective foreign exchange intervention. Under such circumstances, as 
Chinn (2014) notes, it may be hard for any central bank, let alone the BCRP, to perform steril-
ized foreign exchange interventions and remain in the center of the trilemma triangle as has been 
the case to date (Aizenman and Ito 2012).

More developed foreign exchange markets have to be accompanied by more developed finan-
cial markets that allow more economic agents to hedge risky positions. This would eliminate 
exchange rate movements as a source of shock and instead turn them into shock absorbers.

This particular feature of financial development is even more important for a financially dol-
larized economy like Peru. To foster dedollarization and minimize instances of credit riskiness due 
to dollar-denominated liabilities, the BCRP has introduced conditional reserve requirements for 
banks’ dollar liabilities based on their performance in reducing outstanding dollar credits relative 
to starting values. In a healthy economy, only firms that generate income in dollars should resort 
to dollar credit and still hedge their positions to smooth their expected income profile.

Further development of capital markets would be welcome in Peru. However, several possible 
challenges loom. First, if more firms resort to bond issuance as a substitute for bank credit, reserve 
requirement policies would likely be weakened, while the conventional interest rate policy may 
still be effective.

Second, in terms of the issuance of bonds denominated in dollars, potential mismatches may 
cause problems for nonfinancial companies, as noted by Avdjiev, Chui, and Shin (2014). 
Although the current magnitude of this latter risk seems to be limited up until now in Peru, it 
serves as a warning in terms of possible future trends, and regulatory measures by the 
Superintendency of Security Markets may be desirable.

Third, the instruments and technological platforms of financial flows are becoming more 
sophisticated and change with the pace of technology. Transaction recording and official statistics 
rely on manuals that do not keep pace. The problem is that good financial information is neces-
sary in the day-to-day management of monetary policy. In the foreseeable future, the fine-tuning 
of policy will likely have to be carried out with more noise. Investing heavily in technological 
improvements and platforms to gather information from the different available sources that can 
be quickly updated could be effective in reducing this potential information gap. The experiences 
of more advanced countries are valuable in this respect.

Fourth, the macroprudential framework may need to be strengthened. The BCRP’s stance in 
terms of monetary and macroprudential measures ought to be in line with the microprudential 
regulation and macroprudential measures of other regulatory and financial service authorities. 
For example, reserve requirement policies need to go hand in hand with liquidity regulation 
proposed by Basel III and implemented by local financial service authorities.

Maintaining price stability will continue to be an important challenge for the region’s central 
banks in the coming years, particularly in the case of a prolonged period of U.S. dollar adjust-
ment. The recent experience in addressing the effects of the tapering episode illustrates that 
exchange rate pass-through might be nonlinear, particularly when the adjustment in the exchange 
rate is rapid and sizable. Indeed, Pérez-Forero and Vega (2015) show that exchange rate pass-
through to prices may be twice as large in a depreciation phase than in an appreciation phase. In 
sharp contrast to the low inflation and even deflation levels observed in advanced economies, the 
current picture in the major Latin American economies is that of high inflation relative to the 
target, as shown in Table 25.3.

Price stability is essential for monetary policy not only because it fosters central bank credibil-
ity, which in turns strengthens the transmission mechanism of monetary policy, but also because 
it can improve the economy’s ability to absorb external shocks. In the case of dollarized 
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economies, it can promote a decline in dollarization by increasing the confidence in the domestic 
currency.

The BCRP continues intervening in the foreign exchange market through outright sales of 
U.S. dollars in the spot market or other exchange rate intervention instruments to tame exchange 
rate depreciations. Foreign exchange intervention to avoid undue exchange rate depreciation is 
geared toward reducing financial vulnerabilities associated with highly dollarized and currency-
mismatched liabilities. In turn, lower reserve requirements are meant to allow expansion of the 
domestic-currency credit supply.

Finally, potential GDP growth is slowing for emerging market economies. Diminishing 
potential growth rates may be a widespread trend in emerging economies as a whole, perhaps 
because of China’s deceleration, the so-called secular stagnation hypothesis due to global demo-
graphic factors, or the hypothesized end of the commodity price supercycle. The potential slow-
down can also be attributed to domestic bottlenecks in investment spending due to still-unsolved 
structural problems, which require speeding up structural reforms in order to increase potential 
GDP growth.

In the case of Peru, the potential output growth rate is now estimated to be about 5 percent. 
Monetary policy cannot do much to speed up growth above potential growth, and authorities 
need to remain vigilant in order to provide the appropriate amount of monetary stimulus. Other 
types of policies—particularly structural reforms in education, health services, and the provision 
of infrastructure—are urgently needed to prevent a further decline in the potential output 
growth rate.

CONCLUSIONS
Since the early 1990s, monetary policy in Peru has emphasized the importance of containing 
inflation and maintaining financial stability. In turn, the stability of the financial system has 
allowed for safeguarding the transmission mechanism channels of monetary policy. Based on this 
experience, this chapter has provided an overview of the current monetary policy strategy of the 
Central Reserve Bank of Peru and highlighted possible challenges for the future of monetary 
policy.

The chapter has emphasized the policy instruments that the central bank can deploy within 
the inflation-targeting design. To limit system-wide credit risk induced by high dollarization, the 
conventional interest rate monetary policy operational target is complemented by additional 
unconventional instruments such as reserve requirements and foreign exchange market 

TABLE 25.3

Year-over-Year Inflation Rates in the Larger Latin American Inflation-
Targeting Countries (Percent)

Date Brazil Colombia Chile Mexico Peru

July 2014 6.5 2.9 4.5 4.1 3.3
August 2014 6.5 3.0 4.5 4.2 2.7
September 2014 6.8 2.9 4.9 4.2 2.7
October 2104 6.6 3.3 5.7 4.3 3.1
November 2014 6.6 3.7 5.5 4.2 3.2
December 2014 6.4 3.6 4.6 4.1 3.2
January 2015 7.1 3.8 4.5 3.1 3.1
February 2015 7.7 4.4 4.4 3.0 2.8
March 2015 8.1 4.6 4.2 3.1 3.0

Source: Bloomberg, L.P.
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intervention policies. The chapter has also highlighted the importance of adapting these instru-
ments to more challenging external scenarios.
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CHAPTER 26

Making Growth Inclusive: Establishment 
of the Ministry of Social Development 
and Inclusion

CAROLINA TRIVELLI

Peru has a long history of uncoordinated and not necessarily effective social policies. Only recently has the 
government recognized the need to adapt social policies to achieve inclusion objectives and coordinate poli-
cies within different time horizons. Against this backdrop, the government created the Ministry of Social 
Development and Inclusion (MIDIS) in 2011 with an ambitious agenda to accelerate poverty reduction 
and achieve inclusive growth. While progress has been uneven, preliminary evidence suggests that the gov-
ernment is on the right track to achieve objectives set for 2016. For the future, it will be important to 
redouble efforts to continue implementing the National Strategy for Social Development and Inclusion, 
which will reduce chronic child malnutrition, strengthen early childhood development, enhance programs 
for children of school age, promote innovative economic inclusion, and broaden protection for the elderly.

At the start of President Ollanta Humala’s administration in 2011, the government undertook a 
wide-ranging initiative to achieve social inclusion by targeting the most vulnerable segments of 
the Peruvian population. To that end, a decision was made to reform the entire set of government 
social initiatives and establish a unified strategy to ensure mutually reinforcing public sector 
efforts to reduce poverty, thereby boosting the impact of those initiatives and achieving a shared, 
fundamental, and broad-based social protection floor for all Peruvians.

The commitment to social inclusion is based not just on considerations of justice and fairness, 
but also reflects a conscious resolve to ensure that all Peruvians, male or female, can contribute 
to the development of their family and community and thereby to the growth of the country as 
a whole. The task is to make sure that the Peruvian State has the tools, strategies, and resources 
to ensure that all citizens—no matter where they reside, what language they speak, what their 
parents do, or what resources are at their disposal—can get ahead in life and achieve their goals, 
thus contributing to Peru and its development.

STARTING POINT
Social policies, and especially policies targeting excluded segments of the population, have been 
around for a long time. In the specific case of Peru, one of the oldest social programs—the Drops 
of Milk (Gotas de Leche) Program dates to the administration of President Augusto B. Leguía in 
the early twentieth century.1 Social policy has obviously changed significantly since then, to the 

 This chapter is based on a number of papers written in 2014 about the experience of establishing the Ministry of Social 
Development and Inclusion (Trivelli 2014a, 2014b; Trivelli and Vargas 2014; Vargas 2014). The author would like to 
thank Jhonatan Clausen for his support during the writing of this chapter.
1 Gotas de Leche reflected the Leguía administration’s concern with lowering the infant mortality rate and setting up health 
clinics, day nurseries, and so on. A reference to these governmental initiatives can be found in President Leguía’s speech 
to the National Congress in October 1924. http://www4.congreso.gob.pe/museo/mensajes/Mensaje-1924-1.asp.
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point where there are now coordinated programs to address specific segments of the population 
and specific needs.

During Peru’s more recent history of social policy, the interest in improving coordination 
among programs can be traced to the government of Alejandro Toledo (2001–06), when initial 
efforts were undertaken to achieve some degree of coordination of social policies through the 
Inter-Ministerial Committee on Social Affairs (CIAS), headed by the Office of the President of 
the Council of Ministers. In 2003, the CIAS published the Guidelines for the National Strategy 
to Overcome Poverty,2 followed a year later by adoption of the National Plan for Overcoming 
Poverty 2004–06.3 The strategy encompassed the entire set of programs and interventions associ-
ated with poverty reduction and put forth overall objectives to achieve that reduction. It also 
proposed that each sector align its own plan for overcoming poverty with the national strategy. 
As often happens, each entity complied with its obligation to draw up a plan and at that point 
coordination of the strategy ceased, despite the emphasis in the strategy itself on dovetailing and 
coordinating efforts.

During the administration of Alan García (2006–11), CIAS devised the CRECER (Growth) 
National Strategy as a fresh attempt to foster coordinated actions to tackle the main problems 
associated with poverty. CRECER made headway in particular with efforts to combat child mal-
nutrition. Chapter IV of the CRECER National Strategy’s Work Plan (Plan de Operaciones) 
specifically established operational procedures for both horizontal and vertical functional coordi-
nation of the various public sector interventions targeting that problem.4 Although the CRECER 
strategy set three objectives, coordination improved only with respect to the first (combating 
malnutrition). Specifically, consensus was achieved regarding a model for complementary sectoral 
interventions that together would work to reduce malnutrition. Regional processes for imple-
menting the CRECER strategy proved to be especially valuable, particularly in areas where efforts 
were reinforced by social coalitions and local authorities, supported by joint interventions by 
international and donor agencies. Good examples were in Ayacucho, with CRECER Wari,5 Puno 
(in Carabaya, in particular), and Huancavelica.

The start of President Humala’s administration in July 2011 triggered a debate over the need 
to organize social policy, direct it to overcome the country’s major social challenges, and coor-
dinate it with other national policies. The objective was to ensure that universal social services 
(health, education, and civil identity) in fact reach all citizens. President Humala proposed 
mobilizing resources for social policies to promote inclusion and, at the same time, ensuring 
that that enhanced inclusion sustained the country’s growth. To that end, the MIDIS was 
established in October 2011 to manage the principal targeted social policies in a coordinated 
manner and to serve as the social development and inclusion policymaking body. The president 
assigned the new ministry the dual challenge of ensuring universal access to public services and 
incorporating more Peruvians into the fabric of those services as a strategy for ensuring Peru’s 
ongoing growth.

In addition, the MIDIS was assigned responsibility for coordinating policies targeting the 
population in situations of poverty and vulnerability and for directly executing five social pro-
grams, four of which already existed and one that was still being developed. The five programs 

2 The guidelines (Las Bases para la Estrategia Nacional de Superación de la Pobreza) were adopted through Supreme Decree 
No. 002-2003-PCM. http://www.congreso.gob.pe/comisiones/2002/discapacidad/ds/002-2003-pcm.htm.
3 The plan (Plan Nacional para la Superación de la Pobreza 2004–2006 ) was adopted through Supreme Decree No. 064-
2004-PCM. http://www.mesadeconcertacion.org.pe/documentos/legislacion/leg_00371.pdf.
4 The work plan (Plan de Operaciones de la Estrategia Nacional CRECER) was adopted through Supreme Decree No. 080-
2007-PCM. http://www.observatorioseguridadalimentaria.org/sites/default/files/politicas_publicas/archivos/PlanOperaciones 
_CRECER.pdf.
5 Section 1.5.1 of the CRECER Strategy Work Plan for Wari establishes general guidelines for horizontal and vertical 
coordination of the strategy. http://goo.gl/TNgxc6.
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are (1) Juntos, a conditional cash transfer program; (2) FONCODES, the remnant of what was 
once the social investment fund set up during the structural adjustment of the 1990s; 
(3) Wawawasi, a day care center program, which would expand its services and coverage and 
eventually become today’s Cuna Más program; (4) PRONAA, the government food procure-
ment/logistics body for distributing food to various vulnerable groups; and (5) Pensión65, the 
social program that was to start delivering noncontributory pensions (as of 2012) to persons over 
the age of 65 living in extreme poverty.

The MIDIS thus began with the challenge not only to expand, improve, and coordinate those 
five programs, but also to coordinate their activities among the programs themselves and with 
actions undertaken by other government entities.

THE IDEA BEHIND THE MIDIS
The establishment of the MIDIS reflects the need for more effective and coordinated policies to 
address the challenges posed by still-high poverty rates, especially in rural areas. Although the 
poverty rate has declined significantly in Peru (from 58 percent in 2001 to 26 percent in 2012), 
the country still suffers from stark divides. Extreme poverty is virtually nonexistent in the big 
cities, while it exceeds 30 percent in the most remote rural areas. The child malnutrition rate in 
rural areas is more than double the national average.6 For these reasons, the MIDIS has largely 
focused since its inception on closing gaps associated with poverty and marginalization.

The establishment of the MIDIS was opposed by some because there were concerns that it 
might become an instrument of government patronage or another government bureaucracy put 
in place just to meet electoral promises. Fortunately, in the three years since the ministry was 
established, neither of those problems has materialized. However, given those concerns, it is 
important to clarify the role of the MIDIS and the scope of its actions.

The MIDIS was shaped by a particular context that justified its establishment and proactively 
facilitated its implementation (Vargas 2014). First, Peru had been experiencing a period of sustained 
economic growth, associated with substantial increases in the government budget and in invest-
ment, along with a significant decline in poverty rates. However, those positive circumstances dis-
guise the existence of gaps that are not being closed by higher economic growth, lower aggregate 
poverty, or greater investment. In other words, while the country as a whole is doing well, there are 
many Peruvians who not only fail to perceive improvements in their standard of living, they also 
feel disconnected from the activities bringing about the overall improvement. They are being left 
behind, or are falling further behind, and for that reason there is a need to target specific policies 
toward them so that they can catch up and, ideally, progress at the pace of the country as a whole, 
both for their own well-being and for the well-being of the nation.7 The MIDIS was established to 
find new ways to meet that challenge, to build on existing efforts, and to ensure that the fruits of 
growth translate into enhanced capacity and opportunity for all.

One of the MIDIS’s first tasks was to clarify the term “social inclusion,” which it defined as 
“circumstances in which everyone can exercise his or her rights, use their skills and make the most 
of the opportunities available to them” (MIDIS 2013a).

6 Section 1.3 of the National Social Development and Inclusion Strategy, “Making Growth Inclusive,” emphasizes the 
need to narrow poverty gaps (whereby poverty is defined as multidimensional) between urban and rural areas. One of the 
criteria for defining the population encompassed by the social development and inclusion process precisely cites belong-
ing to a rural household, defined as households located in settlements of 400 or fewer homes. The strategy is available at 
http://www.MIDIS.gob.pe/files/estrategianacionaldedesarrolloeinclusinsocialincluirparacrecer.pdf.
7 Urban-rural divides and those between certain social groups highlight the groups that are lagging behind: the rural 
population, indigenous groups, poorly educated households, and, clearly, the poorest households. For example, the rural 
poverty rate is more than triple the urban rate, and chronic malnutrition in the most excluded group is more than double 
the national average.

©International Monetary Fund. Not for Redistribution

http://www.MIDIS.gob.pe/files/estrategianacionaldedesarrolloeinclusinsocialincluirparacrecer.pdf


432 Making Growth Inclusive: Establishment of the Ministry of Social Development and Inclusion

Once a consensus was reached on the definition, the ministry had to be made operational. To 
that end, based on the human development approach, the MIDIS devised a model with three 
complementary time frames: short, medium, and long term (Figure 26.1).

• In the short term, through direct assistance programs, the focus is on providing temporary 
relief from conditions causing households to suffer exclusion and poverty. The idea is to enable 
families to overcome day-to-day challenges by providing them with the minimum resources 
needed to exercise their rights and access the public services to which they are entitled.

• In the medium term, the focus is on developing the capacity that will enable households to 
pursue, in a sustained and dignified manner, paths to overcome the conditions of poverty 
and exclusion that beset them. Thus the main thrust here is on broadening access to a basic 
services and infrastructure package and increasing autonomy with respect to the provision 
of sustainable livelihoods by generating better living conditions (healthy homes, food 
security, etc.) and incomes through higher productivity, financial inclusion processes, and 
so on.

• Longer-term efforts will focus on pursuing policies to generate next-generation opportunities, 
with particular emphasis on human capital factors: nutrition, health, and quality education. 
Here, the idea is to reduce the intergenerational transmission of poverty so that the children 
of families suffering poverty and exclusion today are not condemned to be poor and 
excluded as well, and to find paths to inclusion for them.

These three time frames should not be understood as consecutive stages; rather, the MIDIS is 
committed to simultaneously mobilizing resources for all three. The challenge for development 
and inclusion policy is to design and promote complementary interventions that address short-, 
medium-, and long-term needs at the same time.

However obvious as it may seem, not all sectors have a set of established indicators, much less 
clearly defined targets. Being a multisectoral ministry, the MIDIS set out to define indicators and 
targets, but at the same time it proposed that those indicators and targets reflect progress in social 
development and inclusion more broadly—that is to say, the entire set of intergovernmental and 
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Figure 26.1 Operational Approach of the Ministry of Social Development and Inclusion
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intersectoral interventions aimed at producing the prioritized outcomes. Along those same lines, 
it was agreed that it should be possible to calculate the indicators using national statistics, so as 
to ensure independence and transparency in their measurement.

Given that the MIDIS assigned priority to addressing social disparities, six indicators were 
proposed both for the national aggregate and the most excluded segment of the population 
(Table 26.1). To that end, the ministry began by defining this group, which was called the 
“population encompassed by the social development and inclusion process.” The criteria used 
to define this population stemmed from a multidimensional approach to poverty that includes 
both monetary and nonmonetary criteria. Operationally, the population encompassed by the 
social development and inclusion process is comprised of households that have at least three of 
the four characteristics associated with the exclusion process, which are the following: rural 
households, that is, those located in settlements of 400 or fewer dwellings (2,000 people); 
households with a female head of household or spouse who never completed primary school; 
households with a head or spouse whose mother tongue is an indigenous language (Quechua, 
Aymara, or Amazonian); and households in the lowest quintile of national distribution of 
expenditure per capita.

As for the territorial distribution of the population encompassed by the social development 
and inclusion process, when the MIDIS was established the regions with the largest share of this 
population as a percentage of their total population were Huancavelica, Apurímac, Ayacucho, 
Huánuco, and Puno. The regions with the lowest share were Tumbes, Callao, Ica, and Lima, 
where this group accounts for 2 percent or less of the respective populations (MIDIS 2013b). In 
absolute terms, as shown in Figure 26.2, the population encompassed by the social development 
and inclusion process amounted to almost 5 million Peruvians, a little over 16 percent of Peru’s 
total population.

The six indicators established by the MIDIS correspond to the short-, medium- and long-
term time frames identified in the operational approach of the social development and inclusion 
policy. As shown in Table 26.1, the indicators are the poverty gap, extreme poverty, extreme 
poverty based on households’ independent income, households with an integrated services pack-
age, attendance of children ages three to five years in standard preschool education, and chronic 
malnutrition in children under five years.

While establishing social sector targets and indicators might seem an obvious step, the fact is 
that in Peru’s case it was far from self-evident. When a Ministry of the Economy is asked about 
its performance, everyone knows what indicators will be used (inflation, growth, the fiscal deficit, 

TABLE 26.1

Ministry of Social Development and Inclusion: Policy Indicators and Targets (Percent)

National

Population Encompassed by 
the Social Development 

and Inclusion Process

Baseline 2010 Target by 2016 Baseline 2010 Target by 2016

Poverty Gap 7.9 6.0 28.6 16.3
Extreme Poverty 8.3 5.0 38.2 20.0
Extreme Poverty Based on Households’ 
 Independent Income

11.0 7.0 50.5 26.7

Households with an Integrated Services 
 Package

59.4 70.0 13.2 46.9

Attendance of Children Aged Three to 
 Five Years in Standard Preschool Education

73.8 85.0 60.6 78.4

Chronic Malnutrition in Children Under 
 Five Years

23.2 10.0 50.7 23.8

Source: Ministry of Social Development and Inclusion (2012b).
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and so on), so it is the targets that are of most interest. In the social sectors, on the other hand, 
there is still not always agreement even on the indicators. Therefore, the MIDIS set out to estab-
lish both indicators and targets from the outset and to set the targets through to the end of 
President Humala’s term in office (in 2016).

Outcomes to date show that the MIDIS has made headway toward the targets established. As 
discussed below, by the halfway point of the administration, indicators showed progress, but there 
were also some warning signs that have since enabled the MIDIS to redouble its efforts in certain 
areas. The warning signs demonstrate the importance of having a set of timely indicators that can 
help the ministry stay on track. The most notable outcome thus far is that the extreme poverty 
reduction target for 2016 (5 percent) was already achieved in 2013.

ESTABLISHING A SECTOR STRATEGY: A KEY TOOL FOR 
MANAGEMENT, COORDINATION, AND INCLUSION
The key to achieving these outcomes is to have a clear road map, know what to do and how to 
do it, and know who the participants are. That is why, once the MIDIS was established, targets 
set, and all available instruments assessed,8 it was essential for the ministry to generate a feasible 
and workable strategy to guide its actions and coordinate efforts with other government entities 
and agencies.

The National Strategy for Social Development and Inclusion (ENDIS) was thus adopted in 
May 2013. Based on person-centered and coordinated interaction throughout the life cycle, the 
strategy makes it possible to address the principal disadvantages faced by poor families and at the 
same time provide them with the new services and tools they need to make progress in life.

8 As discussed earlier in the chapter, after the MIDIS was established, it was assigned five social programs in January 2012. 
A decision was made to adopt a plan to evaluate each program and prepare adjustment measures for each one. That 
process was complicated and had to be done quickly, but it did help bring order to the programs, clarify their modus 
operandi, and set a clear road map for each program. The main findings of the program evaluations can be found at 
http://goo.gl/0XB9Wz.
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Figure 26.2 Regional Distribution of the Population Encompassed by the Social 
Development and Inclusion Process
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Figure 26.3 presents the five pillars of the strategy. In some areas, the strategy builds on what 
is already in place by incorporating previous advances, such as the decision to make fighting 
malnutrition a pillar of the strategy. In other areas, it posits new types of action and new objec-
tives, as in the economic inclusion pillar, where it is not just a question of helping families with 
isolated public interventions, but rather of providing them with a whole package of measures that 
increases their resource base of public and private assets, their productivity, and the return on 
their assets. This economic inclusion pillar probably represents the area in which social protection 
efforts have dovetailed most effectively with attempts to foster independent development for the 
poorest families.

The ENDIS also serves as a two-pronged instrument for the MIDIS. On the one hand, it sets 
the agenda for coordination with other sectors and levels of government in each of the five pillars. 
On the other, it establishes the road maps for the five programs executed by the MIDIS in order 
to ensure that each program performs a function in the pillars in which the program intervenes. 
These programs play a vital part in ensuring that the recipients (mainly women) gain access to and 
use basic public services. For many, access and use of these services represents an acknowledgment 
of full citizenship.

PRINCIPLES AND STRATEGIES COMPLEMENTING THE ENDIS
Ever since the MIDIS was established, the idea has been to attain a highly professional, results-
oriented social sector that makes efficient use of the public resources allocated to it. To that 
end, a number of principles and strategies were adopted to complement the ENDIS and ensure 
transparent, efficient, and person-centered management geared toward bringing about sub-
stantive changes in the living conditions and opportunities of the population living in poverty 
and  vulnerability.

Early childhood
development

0–5 years

Comprehensive
development

of children and
adolescents
6–17 years

Economic
inclusion

18–64 years

Protection for
the elderly

65 and older

Child
nutrition
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Source: Ministry of Social Development and Inclusion (2013a).

Figure 26.3 The Five Pillars of the National Strategy for Social Development and Inclusion
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Some of the principles and strategies adopted were very simple, but had direct implications 
for management. Five are worth noting here:

• First, the goal is not so much to dream up solutions, but rather to build on experience. 
Hence, the objectives of the ENDIS include achieving progress through a cumulative 
process, joining forces with other sectors, building on previous experiences, and pooling 
efforts with other levels of government. The aim is to forge collective and coordinated 
efforts and build on progress already made.

• Second, actions need to be results oriented, which is why it is important that the five MIDIS 
programs are now governed by results-based program budgets. More than 90 percent of the 
ministry’s budget is now performance-based.9 What is more, this principle forced all the 
programs to clarify what they expected to achieve through their actions and thereby 
rationalize their efforts.

• Third, policy formulation and evaluation had to be evidence based. The only way to make 
progress toward effective and efficient interventions is to evaluate what is done, propose and 
promote improvements, and then reevaluate what is achieved. Evaluation of impacts, 
results, and processes is also vital to determine what initiatives need to be discontinued 
because they are not producing the desired results. Thanks to this principle, the MIDIS in 
2012 closed a social program—for the first time ever in Peru—that was failing to deliver 
results (the PRONAA).

• Fourth, it was clearly established that effective and inclusive policies require a thorough 
understanding of the beneficiaries, communities, families, and markets involved. The 
establishment of the MIDIS revealed how little information there was about which 
programs were underway across Peru, the populations groups served by them, and the 
challenges that needed to be overcome. Moreover, gaining knowledge to achieve 
inclusiveness introduced transparency with respect to the rules under which programs 
operate and in their territorial distribution (for instance, through InfoMIDIS, on the 
ministry’s website). At the same time, that information has shed light on the living 
conditions of beneficiaries of MIDIS programs and on the coordinated actions undertaken 
within each pillar of the ENDIS.

• Fifth, achieving results means moving away from business as usual in the operation of social 
programs, so it is critical that the MIDIS remain receptive to social innovation. Inclusiveness 
through innovation is a must if the government wants to promote services and programs 
more swiftly and effectively identify better ways of touching the lives of beneficiaries. This 
approach has enabled the MIDIS to venture into areas such as the financial inclusion of 
beneficiaries of MIDIS transfer programs. It has also tested the creativity of both 
businesspersons and public administration officials in seeking ways to reach more than 
3 million children with school meals based on decentralized purchases.

HAS PROGRESS BEEN MADE SINCE THE MIDIS 
WAS ESTABLISHED?
As mentioned above, the MIDIS has made progress both at the institutional level and in terms 
of the prominence of social inclusion issues on the policy agenda. It is now widely recognized that 
the government cannot abdicate its responsibility to protect and include all citizens. There is also 

9 When the MIDIS was assigned the five social programs in January 2012, only one of them operated with a results-
based budget.
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clear progress in the indicators that the MIDIS developed: halfway through the current presiden-
tial term, the government is well on track to meet targets set by the MIDIS for 2016. The find-
ings are based on official statistics from the national household and health survey known as 
ENAHO. Some indicators are advancing slowly, but as a result of early warning signs, steps are 
being taken to create new policy instruments (such as the Performance Incentive Fund) and 
undertake new social policy actions. As was to be expected, more progress is being made at the 
aggregate level than with respect to the population encompassed by the social development and 
inclusion process, which is where the major challenges lie and where, despite some progress, 
meeting targets will prove more elusive.

Predictably, the first targets met (or that are close to being met) are those related to short-term 
actions to relieve the plight of the poor and vulnerable. This is due to the expansion in coverage 
(and resources) of the principal relief programs. The extreme poverty rate in 2013 was 4.7 percent 
and the poverty gap ratio was slightly over 6 percent (Figure 26.4).10 There has been major prog-
ress with respect to the medium-term indicators, where the goal is to boost people’s autonomy 
and capacity to access opportunities to get ahead. Likewise, as a result of efforts coordinated with 

10 Peru’s social sector budget remains one of the lowest in Latin America, although the budget has increased considerably 
under the Humala administration. The MIDIS budget (essentially concentrated in its five programs) increased signifi-
cantly between 2012 (the first year in which the ministry operated) and 2014 (the amended budget for 2014 was almost 
46 percent larger than in 2012). See the User-Friendly Consultation on the Economic Transparency site of the Ministry 
of the Economy and Finance at http://apps5.mineco.gob.pe/transparencia/Navegador/default.aspx?y=2012&ap=ActProy.

Sources: Household and Health Survey (ENAHO), 2013; Ministry of Social Development and Inclusion (2012a); and author’s 
 calculations.

Figure 26.4 Ministry of Social Development and Inclusion Indicators at the National Level (Percent)
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the health, education, and housing sectors and with local and regional governments, significant 
progress is being made with respect to a key long-term indicator: the reduction in chronic child 
malnutrition. Peru has met the Millennium Development Goal target in that area and is close to 
achieving the goal of reducing chronic child malnutrition to 10 percent or less (in 2010 it stood 
at 23.1 percent) (Figure 26.5).

It is vital that the indicators and targets put in place by MIDIS for measuring social progress 
continue, and the hope is to add additional indicators going forward. Ideally, all national, regional, 
and local government entities should identify the indicators and targets by which their progress 
can be evaluated. Such a step would mark a milestone in the way that public administration and 
policymaking are conducted and perceived.

THE CHALLENGE: PRESERVE AND BUILD ON THE 
RESULTS ACHIEVED
Progress on the five pillars of the ENDIS has been uneven. The starting points differed and only 
limited tools were available for implementing policies and programs under several pillars. The 
ENDIS can be used to pinpoint where efforts need to focus going forward in order to consolidate 
social policies such that they transition to becoming full-fledged public policies.

For the first pillar, the administration set an ambitious target of reducing chronic child malnu-
trition to 10 percent by 2016 from 23.1 percent in 2010. By mid-2014, chronic child  malnutrition 

Sources: Household and Health Survey (ENAHO), 2013; Ministry of Social Development and Inclusion (2012a); and author’s 
calculations.

Figure 26.5 Ministry of Social Development and Inclusion Indicators for the Population 
Encompassed by the Social Development and Inclusion Process (Percent )
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was at 14 percent. That signaled substantial progress, but much remains to be done because it is 
not just a question of reducing the problem at the national level, but also of lowering it in the 
regions where it is most prevalent. What the progress has shown is that a method and set of tools 
have been identified to effectively tackle chronic child malnutrition. Two factors explain that 
progress. First, a decision was taken to continue programs inherited from the previous government 
under the CRECER strategy such as Juntos and investments in safe water and infrastructure. 
Second, a clear diagnostic assessment was carried out to identify what was not working properly 
and which mechanisms were needed to resolve those issues. Those mechanisms included improv-
ing local investments to install safe water connections, encouraging regional governments to 
allocate budgetary resources to such projects, and generating useful information for timely 
 decision making. The Peruvian government needs to commit to consolidating processes, keeping 
the package of policies and instruments up and running, and maintaining regional monitoring 
indicators as the basis for ongoing efforts.

Under the second pillar, early childhood development, a multisectoral comprehensive strategy 
is about to be adopted, which is essential to ensure that work continue in this area. The expansion 
of Comprehensive Health Insurance (Seguro Integral de Salud ), to which every Peruvian child 
under three years of age is now entitled, is a major step forward for this pillar. From the stand-
point of the MIDIS, external evaluation of programs such as Cuna Más, and above all its new 
services serving rural communities, will yield information as to how to best proceed in those 
areas. Clearly, however, the immediate priority is to prepare and implement the pending strategy.

The third pillar, regarding children of school age, is breaking new ground because of the coor-
dination of MIDIS activities with the Ministries of Education and Health in public schools. 
Today, children attending public preschools and primary schools have health insurance and a 
health evaluation and screening plan, and receive food supplements to enhance their concentra-
tion. In addition, children from poorer households that receive conditional cash transfers under 
the Juntos program are required to maintain certain school attendance levels. This coordinated 
plan, known as Healthy Learning (Aprende Saludable), is a pilot program whose achievements 
need to be expanded to consolidate institutional coordination mechanisms among the three sec-
tors, as well as among the national, regional, and local governments. The role of the different 
sectors and governmental levels in developing this new way of working with public schools needs 
to be formalized.

The MIDIS also needs to continue its efforts to consolidate the Qali Warma school food 
program to ensure that it remains on a sound footing and that parents, school directors, and 
teachers know how to keep it running. It is worth noting that this program serves twice as many 
children as the previous program (PRONAA) and does so on twice the number of days.11

The fourth pillar, economic inclusion, is the most innovative area for a socially oriented min-
istry such as the MIDIS. It requires that those involved continually identify practices and inter-
ventions that generate economic opportunities for the poorest families. The MIDIS has two such 
initiatives that need to be consolidated: FONCODES’ Haku Wiñay program, which serves more 
than 60,000 families by providing them with assets and resources for technical assistance, invest-
ment, and training; and Haku Wiñay, which coordinates with Juntos and encourages rural families 
to improve their living standards, dwellings, food security, and opportunities to earn incomes 
autonomously. Initial (independent) evaluations of Haku Wiñay show that it is proceeding well 
but is still in its early stages of achieving its objectives.

Within that same pillar, MIDIS’ efforts to advance financial inclusion reflect the emergence 
of a number of successful initiatives. Today, more than 1.2 million recipients of social programs 
have a savings account under their own name where they receive government transfers via the 

11 In 2014, Qali Warma served over 3 million pupils in the public preschool and primary education system, reaching over 
57,000 schools.
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MIDIS. More than 400,000 recipients of Juntos already have a debit card that they can use at 
automatic teller machines accessible through an extensive network of points of sale at banks, 
stores, and pharmacies. A financial inclusion strategy is in place, methodologies and materials 
have been developed to provide financial education, and the MIDIS has entered into partnerships 
with public and private stakeholders to consolidate this process and provide more economic 
opportunities for the beneficiaries of social programs. These innovations need to be further devel-
oped, scaled up, and consolidated.

The fifth pillar, protection for the elderly, is an area in which Peru is just beginning to develop 
policies. The pillar revolves around Pensión65. Today, more than 400,000 older persons receive a 
cash transfer and have a national identity card, savings account, and health insurance. In more 
than 80 districts, they can take part in the Productive Knowledge (Saberes Productivos) Program. 
However, much remains to be done to ensure that the final years of life are always dignified and 
secure, regardless of where one lives or how much money one has. Clearly, the challenge is to 
combine the effort to achieve good outcomes with the discussion about pensions, protection, and 
retirement. However, perhaps the most appropriate approach would be for the MIDIS to focus 
on expanding services that complement the transfers and leave the rest to the other entities 
involved, notably the Ministry of the Economy and Finance and the Superintendency of Banks, 
Insurance and Pensions.

CONCLUSIONS
Social program coverage has increased in Peru as a result of the establishment of the Ministry of 
Social Development and Inclusion and the formulation of a clear results-oriented policy. That 
policy is based partly on a bold approach to partnerships with other sectors, levels of government, 
and other institutions (for example, the Banco de la Nación), but also on much more substantial 
funding. Juntos has so far almost doubled its coverage under the current administration. Pensión65 
and Haku Wiñay did not exist in 2010. Cuna Más has maintained its services and developed new 
services for rural areas, while Qali Warma has quadrupled the size of the school food program.

Despite these advances, the challenges still facing Peru in terms of social inclusion are enor-
mous. As a country, Peru needs to set the goal of guaranteeing that any Peruvian eligible for a 
social program can access it, which means eliminating undercoverage in targeted social programs. 
Today, this is only true of Pensión65.

As has been shown in this chapter, there are different challenges for each pillar of the ENDIS. 
To those challenges three additional key tasks need to be added:

• Consolidating the transition from ad hoc initiatives to policies that are coordinated and 
guaranteed by the state. The government stills needs to reach all those who need (and qualify 
for) social programs, not just with programs here and there, but with the basic package of 
services to which every Peruvian is entitled purely by virtue of having been born in Peru.

• Innovating, testing, and evaluating new (smart) mechanisms for intersectoral and 
intergovernmental coordination to achieve agreed-upon social objectives. The government must 
continue to search for the best ways to achieve a well-coordinated and consistent presence 
of the State throughout Peru, with a useful and comprehensive set of policies for citizens, 
especially the poorest and most vulnerable.

• Ensuring that all Peruvians are aware that these social policies are investments in the 
sustainability of the country’s development process, and that they represent Peru’s commitment to 
recognizing itself as a country of equals where growth is inclusive.
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