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V.

Inflation

After showing a rate of 0.25 percent at end 2009, inflation recorded a rate of 2.08
percent in 2010. The higher pace of growth of domestic prices was mainly associated
with the rise in the international prices of some food products and fuels, as well as
with adverse climate conditions that affected the prices of some foodstuffs.

Since 2002 the BCRP’s monetary policy is based on an inflation targeting regime, with an inflation target of 2.0
percent, plus or minus one percentage point (between 1.0 percent and 3.0 percent). Reflecting the Central Bank's
permanent commitment with monetary stability, compliance with the inflation target is continuously evaluated.
Monetary policy actions have a preventive nature and are aimed at maintaining the rate of inflation within the
announced target range. Inflation may transitorily divert from the target as a result of domestic supply shocks or
changes in the prices of imported products.
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After showing a rate of 0.25 percent at end 2009, inflation recorded a rate of 2.08 percent in 2010. The higher pace
of growth of domestic prices was mainly associated with the rise in the international prices of some food products
and fuels, as well as with adverse climate conditions that affected the prices of some foodstuffs.

In spite of the strong dynamism recorded in several indicators of Peru’s economic activity, inflation remained very
close to the inflation target reflecting that inflation expectations continued to be anchored around the Central
Bank’s target.

In 2001-2010 the average inflation rate was 2.3 percent, which reflects monetary policy’'s commitment to
maintaining price stability within the target range levels in the long term. Core inflation showed an average rate of
2.0 percent in the same period. It should be pointed out that Peru recorded the lowest inflation rate in the region
between 2001 and 2010.
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Core inflation

After the economic slowdown observed during 2009 due to the impact of the international financial crisis, the
Peruvian economy recovered its dynamism driven by economic agents’ favorable expectations, which reflected
in the evolution of both consumption and private investment. As a result of this, the output gap started gradually
closing up in 2010 after having shown negative values during 2009.

In this context, and with inflation expectations anchored around the target, core inflation —~component reflecting
the trend of inflation associated with demand factors in the domestic economy- recorded 2.1 percent, a rate
slightly higher than the inflation target.

The appreciation of the nuevo sol against the dollar and strong competition in the market of industrial products
with high imported components were other factors that also contributed to maintain relatively low core inflation
levels. The lower pace of growth in the prices of products such as personal grooming items (whose growth rate
declined from 3.0 percent in 2009 to 0.6 percent) and cleaning items (whose growth rate fell from 7.3 to -2.8
percent) offset the increase observed in other items like meals outside the home (up from 3.3 to 3.9 percent).

Non-core inflation

The rate of non-core inflation rose from -2.5 percent in December 2009 to 2.0 percent in December 2010, mainly
as a result of higher fuel prices (up from -12.7 to 12.2 percent) and food prices (up from -1.4 to 1.2 percent). The
rise in the case of the former was associated with the rise in the international price of crude, while the rise in
the case of the latter in the domestic market was associated with the higher prices of imported inputs and with
supply shocks.

TABLE 60

Weight 2001 2002 2003 2004 2005 2006 2007 2008 2009 2010 Average

2009=100 2001-2010
I. Core inflation 652 130 123 073 123 123 137 3.11 556 235 212  2.01
1. Food 230 045 070 019 229 080 142 490 835 258 320 246
2. Non food 422 214 159 107 050 163 128 189 351 216 153 173
a. Goods 217 216 146 065 -038 087 064 172 329 232 107 137
b. Services 205 212 181 176 172 247 228 203 391 196 201 221
II. Non core 348 -236 196 516 675 187 083 507 811 -254 2.00  2.63
1. Food 148  -099 028 373 58 162 206 725 1097 -141 118 298
2. Non food 200 -427 422 700 790 217 -067 237 439 -410 260 208
a. Fuels 28 -13.14 1560 894 1777 689 -150 645 -004-1266 1221 353
b. Transportation 89 -0.02 011 1099 349 129 112 082 586 037 19 2.55
. Public Services 84 273 196 -198 619 -172 -322 024 748 -231 001 033
Ill. Total 1000 -013 152 248 348 149 1.14 393 665 025 208 227
Memo:
Food 378 -021 050 189 400 113 176 602 970 057 241 274
CPI without food 622 009 244 304 303 175 061 202 38 -007 187 184
gﬁé‘r’g;m“t food and 564 165 106 286 109 136 128 149 425 171 138 181

Source: INEl and BCRP.
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GRAPH 73
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The items that contributed most to increase the rate of inflation were meals outside the home, education (tuition
and fees), and gasoline, while the items that contributed most to the decline in the inflation rate were poultry,
eggs, and telephone rates, all of which are non-core inflation components.

TABLE 61

zovt\),; 'gl}too % Change Weighted contribution
1. CORE INFLATION 65.2 2.1 1.38
Goods 329 1.5 0.50
Food and beverages 1.3 24 0.27
Textiles and footwear 55 26 0.14
Domestic appliances 13 -0.6 -0.01
Other industrial products 14.9 0.7 0.10
Services 32.2 2.7 0.88
Meals outside the home 11.7 39 0.47
Education 9.1 34 0.31
Health 24 -0.2 -0.01
Rent 1.1 2.8 0.03
Other services 79 1.0 0.08
1l. NON-CORE INFLATION 34.8 2.0 0.69
Food 14.8 1.2 0.17
Chicken meat 3.0 -14.2 -044
Bread 1.9 1.1 0.02
Rice 19 1.7 0.03
Potato 0.9 11.2 0.09
Sugar 0.5 25.1 0.16
Noodles 0.5 1.6 0.01
Oils 0.5 -1.6 -0.01
Other foodstuff 56 57 0.31
Fuels 2.8 12.2 0.34
Oil and lubricants 13 16.4 0.22
Gas 14 8.8 0.12
Transportation 8.9 1.9 0.17
Urban Fares 8.5 18 0.15
National Transportation 0.3 6.0 0.02
Public services 8.4 0.0 0.00
Electricity 2.9 14 0.04
Telephone 29 -38 -0.11
Water consumption 1.6 45 0.07
ll. CPI 100.0 2.1 2.08
Memo:
Food 37.8 24 0.91
CPI excluding food 62.2 1.9 1.16

Source: INEl and BCRP.
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. Sugar: The price of sugar rose 25.1 percent in 2010. This rise reflected the evolution in the international
price of this product, which increased from an average level of USS 557/ton for contract 11 sugar in
December 2009 to US$ 779/ton in December 2010 (40 percent), influenced by the drop of global supply
and by India’s higher demand. In the domestic market, the production of sugar fell 2.8 percent affected by
adverse climate conditions and by some strikes and technical stoppages.

. Fresh and frozen fish: Fishing declined due to low sea temperatures caused by a La Nifia episode and
anomalous waves that hindered this activity. As a result of this, the catch of fish for human consumption
contracted 8.2 percent in the year, while the price of fresh and frozen fish increased 15.7 percent,

. Potato: The price of this crop registered several episodes of rises during the year due to supply problems
that affected normal supply. The price of potatoes rose early in the year due to the effect of rains, while the
rise observed in mid-2010 was associated with the temporary time gap that arose between the close of the
crop year in the Sierra and the beginning of the crop year in the Coast. The price of potatoes increased 11.2
percentin 2010.

. Chicken meat and eggs: The price of chicken dropped 14.2 percent on average as a result of higher supply.
The placements of baby chicken increased 7 percent compared to 2009, while sales in distribution centers
in Metropolitan Lima increased from 500 thousand units per day in 2009 to 539 thousand units per day in
2010 (8 percent).

The domestic production of eggs grew 6.1 percent in the year, leading the price of eggs to drop 6.4 percent.

education costs (tuition and fees), which increased 3.4 percent, contributed with nearly 0.3 percentage points to
this year's inflation rate. This result is explained by the adjustments in school education costs that are usually made
at the beginning of the school year and by the adjustments in university and higher education tuition rates made
over the year.

The price of fuels increased 12.2 percent in 2010 due to the rise in the international price of crude and to the
lower resources allocated to the Fuel Price Stabilization Fund during the year. It is worth pointing out that S.D. No.
027.2010 established that the price bands of all types of fuels would be updated on a bi-monthly basis, provided
that the international parity price was above the upper limit or below the lower limit of the band. These fuel
price adjustments could not be higher than 5 percent, except in the case of LPG whose maximum variation was
established at 1.5 percent.

Thus, the price of gasoline and lubricants increased 16.4 percent, while the price of gas increased 8.8 percent.
However, the highest price increase was recorded in July (2.1 percent), when the supply of imported GDP gas was
affected by abnormal waves that hampered its landing in the port of Callao.

The contract price of WTI crude rose from an average value of US$ 74.5/barrel in December 2009 to US$ 89.2/barrel
at end December 2010.
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TABLE 62

2001 2002 2003 2004 2005 2006 2007 2008 2009 2010 Average

2001-2010
Fuels -13.1 15.6 89 178 69 -1.5 6.4 0.0 -127 122 3.5
Gasoline -114 157 9.7 17.7 92 -62 107 -6.1 -1538 16.4 33
Gas -123 1.3 4.2 153 -109 0.3 13 27  -46 8.8 12

Price of WTI 1/ oil (end of period

US Dollar 19.3 294 321 43.2 594 620 914 414 743 89.2
Nuevos soles 66.4 1035 1116 1419 2035 1988 2724 1291 2138 2512

1/ West Texas Intermediate.
Source: INEl and Bloomberg.

Utilities

Electricity rates: Electricity rates increased 1.4 percent due to the adjustments established by the sector’s regulating
entity, OSINERGMIN, in the months of February and November. The purpose of these adjustments was to update
the generation, transmission and distribution rates in accordance with the higher costs resulting from the rises in
the prices of fuels and metals like aluminum and copper. These increases were offset by a rate reduction in May
(-2.8 percent) as a result of the elimination of the generation charge levied for the transportation of natural gas.

Water rates: Water rates increased 4.5 percent. This increase was associated with the implementation of SEDAPAL's
new rate structure in May, in the frame of the process established by SUNASS, the regulating entity, to set the
water rates for the period 2010-2015.

Telephone rates: These rates declined 3.8 percent as a result of the implementation of the quarterly Productivity
Factor adjustment decreed by OSIPTEL for fixed telephony rates. Rate reductions included residential telephone
services (7.2 percent), international long distance calls (1.8 percent), and telephone cards for calls to fixed
telephones (5.0 percent).

The Productivity Factor is one of the main components applied in the regulation scheme. In September, OSIPTEL
established a new factor that will be effective until August 2013.

TABLE 63

2001 2002 2003 2004 2005 2006 2007 2008 2009 2010 Average

2001-2010
Public utilities -2.7 2.0 -2.0 6.2 -1.7 -3.2 0.2 7.5 -23 0.0 0.3
Electricity -6.3 79 -4.6 12.0 -25 -73 19 6.3 -4.6 14 0.2
Telephone 1.1 -83 0.3 -20 -7.0 -6.2 -7.2 -4.2 -14 -38 -39
Water 0.0 23 0.9 3.0 5.2 8.5 32 18.9 0.0 4.5 4.5

Source: INEL.
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Imported inflation

The imported component of the CPl increased mainly due to the 12.2 percent rise recorded in the prices of fuels
and due to the rise registered in food prices (the latter increased from -3.1 percent to 0.8 percent). This was offset

by the appreciation of the exchange rate.

TABLE 64

Peso 2001 2002 2003 2004 2005 2006 2007 2008 2009 2010 Average

2001-2010
I. IMPORTED CPI 108 -4.61 1030 3.03 1133 2.18 0.27 1046 220 -6.25 3.78 3.11
Food 30 -1.18 998 -0.10 1090 -149 208 1883 475 -3.07 076 394
Fuels 28 -13.14 1560 894 1777 689 -150 645 -0.04-1266 1221 353
Domestic appliances 13 -019 342 -191 -283 -123 -129 -150 -006 -239 -058 -087
Other 37 499 339 140 323 227 064 047 046 -034 120 176
1l. DOMESTIC CPI 89.2 047 030 240 228 138 1.28 284 744 135 187 214
1I. CPI 1000 -0.13 152 248 348 149 1.14 393 6.65 025 208 227
Exchange rate -240 229 -1.23 -548 436 -640 -7.00 4.47 -7.59 -215 -221

Source: INEl and BCRP.

In 2010, inflation’s pace of growth was buffered by the fact that the cost increases associated with the recovery of
international prices during the year did not originate increases with the same magnitude in domestic prices given

that the drop in international prices in 2009 was not completely reflected in final prices.
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Exchange rate

In addition to this, in 2010 the sol appreciated 2.1 percent against the US dollar, with the sol/US dollar exchange
rate declining from S/. 2.88 in December 2009 to S/. 2.82 in December 2010. Moreover, the sol appreciated 3.7
percent against the currency basket of our 20 main trading partners, from S/. 0.537 in December 2009 to S/. 0.518
in December 2010. In real terms, the multilateral exchange rate index appreciated 2.3 percent, from a level of 100
in December 2009 to a level of 98 in December 2010.
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