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A. Project Development Objective

1. Project development objective: (see Annex 1)

The development objective of the National Rural Water Supply and Sanitation Project (PRONASAR) is
to increase the sustainable use of new and rehabilitated water supply and sanitation facilities in rural
areas and small towns while emphasizing improvement in hygiene practices and training in operation and
maintenance.

More specific objectives:
(a) implementing demand-responsive and sustainable basic water and/or sanitation services for
approximately 1.3 million people in rural communities through the construction and/or rehabilitation of
water points, piped systems and sanitation facilities as well as training in operation and management of
water and sanitation facilities and extensive hygiene education;

(b) strengthening local communities' capacity to manage services, by (i) supporting an effective
community participation process during the entire project cycle; (ii) introducing sound financial and
economic principles to value water and sanitation services; and (iii) forming and training
community-based water committees (JASSs);

(c) strengthening municipal - district and provincial - level capacity to plan and oversee water and
sanitation services to rural communities in a sustainable and cost effective way, including the use of
private sector participation;

(d) strengthening central government capacity, specifically the Rural Water Department (Direcci6n
General de Saneamiento Rural - DGSR) in the Vice Ministry of Water and Sanitation (VMS) to develop
sector policies, legislation, and information databases for planning and oversight, especially those related
to the provision of water and sanitation services to the poor in rural areas and small towns.

2. Key performance indicators: (see Annex 1)

The achievement of the development objectives will be monitored through the following performance
indicators:

* Number of additional people with functioning water and/or sanitation services in rural areas;
* Number of systems providing adequate service at community-level
* Number of district municipalities participating in planning, monitoring performance and provide

technical assistance to the communities.
* Percentage of beneficiaries who have adopted improved hygiene practices: handwashing at

critical times and safe disposal of children's stools
* Percentage of the funds going to the sub-sector that follow the policies of the Vice Ministry of

Water

B. Strategic Context
1. Sector-related Country Assistance Strategy (CAS) goal supported by the project: (see Annex 1)
Document number: 16796-PE Date of latest CAS discussion: 07/22/97 and Progress Report dated 06/19/01

The overriding objective of the Bank's assistance program for Peru continues to be the support of the
Government's efforts to achieve the sustained, continuous reduction of poverty. Under the Human
Development goal, the CAS has identified the proposed rural water supply and sanitation project as a
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means to contribute to economic growth and poverty reduction through the expansion of sustainable
services in rural areas.

2. Main sector issues and Government strategy:

Sector issues:

Peru's total population is estimated at 26.3 million (INEI, 2000) of which approximately 34% lives in
rural areas defined as population centers with less than 2,000 inhabitants. Sixty five percent of the rural
population (or about 23% of the total population) lives in villages of less than 500 inhabitants. About
61% of Peru's rural population is thought to have adequate water supply services, defined as access to
either piped systems feeding household connections, yard taps or public standposts or to point sources
such as wells. Approximately 30% of Peru's rural population has access to either on-site or (occasionally)
piped sanitation systems. These coverage figures represent a dramatic improvement over the situation in
1988 when only 22% of the rural population had access to adequate water supply systems and only 6%
had appropriate sanitation solutions ("Evaluaci6n Global de Servicios de Abastecimiento y Saneamiento
1990-1999", OPS, 2000).

Service Coverage (source: INEI and MINSA, 2000)
Population Rural Pop. without Population Population Population

Range Population water supply without water without without
inhabitants service service, % sanitation sanitation

_ facilities facilities, %
0-200 2,759,000 1,536,000 56% 2,311,000 84%

201-500 3,163,000 1,270,000 40% 2,293,000 73%
501-2000 2,943,000 527,000 18% 1,637,000 56%
TOTAL 8,865,000 3,333,000 38% 6,241,000 70%

Between 1992 and 1997, total annual investments in the RWSS sector (including govemment entities
-mostly FONCODES- and NGOs) increased from approximately US$15 million to over US$88 million,
before dropping off sharply in the late 1990's. FONCODES alone, which accounts for over three-quarters
of all RWSS investments carried out between 1992 and 2000, has constructed, improved and/or
rehabilitated approximately 13,000 rural water supply and/or sanitation systems in rural areas.

Despite the impressive increase in coverage, Peru faces a number of key sector challenges as it seeks to
consolidate and expand upon the progress of the past decade:

* Lack of sector policy. Until very recently, Peru's water and sanitation sector lacked strong leadership
in policy making and planning. While FONCODES effectively channeled investments for rural
infrastructure (including water and sanitation facilities, roads, irrigation systems and schools) to
beneficiary communities, neither FONCODES nor any other government agency defined cohesive
policies for the rural water supply and sanitation (RWSS) sector, leaving the various actors active in
the sector to implement their own policies. A sector law passed on August 3, 2000, called for the
creation of a "Direcci6n General de Saneamiento" (General Sanitation Directorate, DGS) which was
initially established in the Ministry of the Presidency and moved under the Vice-Ministry of Water
and Sanitation (in the Ministry of Transport, Communications, Housing and Construction -MTHC) in
early 2002. The VMS has recently organized itself by creating 3 departments: rural, urban and
normative. In addition to these 3 departments, the VMS has a unit specializing in administrative and
financial management of large sector projects (ex-PRONAP). In mid-July 2002, the Government
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decided to move the Vice Ministry of Water and Sanitation to the newly established Ministry of
Housing, Construction and Water, after splitting the MTHC into two ministries.

* Poor sustainability of constructed systens. A large percentage of the water systems do not appear to
be sustainable and fall into disuse soon after construction. The reasons for this low sustainability are
that: (i) projects are not based on real demand; (ii) deficient designs and poor workmanship in the
construction of the systems (iii) communities do not receive adequate training and hygiene education;
(iv) long-term follow-up is not planned for; and (v) local governments that might provide support to
water boards for system operation and maintenance are completely by-passed and (vi) poor
management of the services by the communities.

* No provision for investment in rehabilitation and expansion. When communities are faced with
failing systems, they have no clear options as to what to do. Municipalities do not take responsibility
for works in which they had no part and communities do not have the capacity to fund and carry out
major repairs.

* No long-term technical assistance to rural communities. Municipalities have not discharged their
oversight responsibility for water and sanitation service to ensure that communities are adequately
operating their facilities and the Ministry of Health has not been able to provide the long-term and
permanent hygiene education required to internalize the health benefits of new water and sanitation
systems.

Government Strategy. At the request of the Govemment, the Bank has helped the GoP in the
preparation of a policy and strategy note for the rural water sector (Saneamiento Bdsico Rural, Andlisis
Sectorial y Estrategia, Report No. 19209-PE). After extensive discussions in Peru, the Government
published the Law Decree, No 908, on August 3, 2000, which remained without detailed regulations. The
Government has continued working on updating and revising the original sector Law No. 26338 of 1994
and is in the process of promulgating detailed regulations to that law. At the same time the Government
has prepared a ten-year strategic plan (2002-2011) in which it adopted the following policies for the rural
sub-sector:

* Inclusion of the sustainability concept. The new law considers sustainability as well as efficiency,
economy and equity to be basic principles for allocating public resources to invest in W&S projects.
For rural services these objectives are expected to be attained through community participation,
technical and financial assistance and continuous hygiene education. Low sustainability in RWSS
services was one of the most critical issues resulting from former policies and strategies.

* Consolidation of the institutional framework. A General Sanitation Directorate (DGS) was created
as the technical office that is responsible for policies, norms, planning, and sector information. Since
then, a Vice Ministry of Water and Sanitation was created and absorbed the responsibilities of the
DGS. The proposed project will assist in the strengthening of the rural water department in the VMS.

* Private sector participation. Small Management Units, SMU's (Pequenas Unidades de Gesti6n),
which can be public or private organizations or a combination of both, can be brought in for the
management, operation and maintenance of W&S services in rural areas and small towns. While the
previous sector law recognized private sector participation (PSP) as an option, it did not include
appropriate provisions for fostering PSP.

* The household cash contribution for operation and maintenance. Communities are expected to
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contribute at least for full O&M costs and district municipalities can support investment financing.
This also opens the door for community contributions in cash and/or kind for investment costs.

* Acceptance of the role of district municipalitiesfor the provision of rural water and sanitation
services. The new law establishes that the role of district municipalities will be to promote the
creation of SMU's and support them with technical assistance as well as to invest in water supply
and sanitation services according to their financial capacity. The previous sector law did not take
account of local governments and their capacities. Greater reliance on district municipalities for
technical assistance and investment support to communities are also consistent with the new
Government's stated objective of decentralized political and financial decision-making.

3. Sector issues to be addressed by the project and strategic choices:

Through the proposed project (entitled PRONASAR - Proyecto Nacional de Agua y Saneamiento Rural),
the Bank will help the Government of Peru (GoP) to address the following sector issues discussed in
section B.2 above:

* The project will strengthen the capacity of the newly created VMS (soon to be VMCS - by end of
July 2002) to become the lead agency for the water sector, able to set sector policies and maintain a
sector data base. The VMS, through the DGSR, in turn, will promote sustained community
participation throughout the RWSS project cycle from conception through construction and system
operation and maintenance. The DGSR will also promote a stronger role for district municipalities in
providing technical assistance (TA) and increasing the levels of investment finance to rural
communities. Finally, the DGSR is expected to define policies that will provide incentives for greater
PSP in small town water supply.

* While FONCODES has proven itself to be an efficient conduit for investment finance, its emphasis
on rapid construction has traditionally left little room for community development and hygiene
education activities. The PRONASAR will work through regional intermediary organizations (e.g.
NGO's, engineering consulting firms with social promotion capacity etc.) with rural communities to
ensure that investment operations are addressed in a wider community development context that
includes extensive hygiene education and O&M training. This extensive training and emphasis on
changing habits will be implemented during and after the construction of the physical works to create
the required awareness of the health benefits and socioeconomic development as a result of the
improved water and sanitation services. In a number of small towns, the project will also pilot
alternative management models (including private sector agents) for system operation.

* While studies on the sustainability of RWSS systems constructed by FONCODES over the past
decade have led to different results, there appears to be a significant need for system rehabilitation
and expansion. The proposed project will focus on the issue of rehabilitation while emphasizing the
creation of social capital, improved hygiene education and extensive training on system management
and operation and maintenance.

* The proposed project will strengthen the capacity of district municipalities to provide TA to rural
communities under their jurisdiction. Municipalities have shown interest in providing this long-tern
support only when they are brought into the picture at the early design phase of the projects. The
project will also provide support for the creation of a consultation "space" for the prioritization of
development projects in the districts ("mesa de concertaci6n").
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* The proposed project will increase the emphasis on the role of women in the decision making process
at various stages of system design, implementation and management to improve the sustainability of
investments and improve the quality of life.

* Discussions during project preparation have led to the widespread agreement that the model adopted
for the proposed project (project cycle, prioritization of communities, financial policies, role of
municipalities, emphasis on training and hygiene education) will also be used for all future sector
projects (e.g. the proposed IDB operation). Contacts with IDB have indicated a willingness to adopt
the same "rules of the game" as defined by the VMS.

The strategic choices that are being made in the design of the project are the following:

* build on the positive aspects of the FONCODES model - the project recognizes the efficiency of the
model and brings to it elements that have proven to be determinants of success, e.g. a role for local
authorities, participation of the community in the selection of the technical solutions and level of
service, training and hygiene education, ownership of assets by the communities, contribution by the
communities to the investment costs.

* a paradigm shift in the concept of implementing rural water supply systems where the construction is
only a small part of the project cycle in which training in operation and maintenance (O&M) and
changes in hygiene habits are given a much longer timeframe to be internalized by beneficiaries than
has previously been the case.

C. Project Description Summary

1. Project components (see Annex 2 for a detailed description and Annex 3 for a detailed cost
breakdown):

Component 1: Rural Water Supply, Sanitation, Training and Hygiene Education

Sub-Component IA: Rehabilitation and Expansion of Existing Systems. This sub-component will
finance the physical infrastructure required for the rehabilitation and expansion of piped water supply
systems for about 750,000 people in approximately 2,500 communities. In addition to water supply
infrastructure, this sub-component will also finance on-site sanitation systems. It is estimated that a large
percentage of the communities already have sanitation facilities. The project will promote the increase of
coverage of these facilities to reach at least a coverage of 60% in each community.

Sub-Component 1B: Construction of New Systems. Construction of new water supply systems and
on-site sanitation infrastructure for about 125,000 people in approximately 450 communities. Water
supply options include piped networks with house connections and/or multi-family taps as well as
improved point sources (capped springs, wells with hand pumps) and non-conventional technologies (e.g.
rainwater catchment systems).

While implementing this component the project will finance regional operators (RO) and social operators
(SO) that - beside providing support to the commnunities where new systems are being built or existing
one being rehabilitated - will also strengthen existing JASS in existing communities with functioning
systems but facing low likelihood of long-term sustainability, through the posting of an extension agent
of the RO and the provision of additional training in accounting, system repair as well as additional
hygiene education for communities. RO's and SO's would also provide technical assistance to district
municipalities to enable them to provide long-term technical and administrative support to JASS under
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their jurisdiction. The feasibility of this approach will be piloted in the set of districts to validate the
demand.

Component 2. Water Supply and Sanitation in Small Towns

Under this component the project would provide both (i) technical assistance to district municipalities
interested in delegating service provision to private operators or autonomous entities (cooperatives,
municipal companies etc.); and (ii) water supply system investment finance for district municipalities
that have signed delegation contracts. Component 2 has been designed as a follow-up to a pilot project to
be implemented by the Water and Sanitation Program (WSP, Latin America Region, Lima Office; the
WSP is a World Bank executed international partnership for water and sanitation) with CIDA funds
(about US$4 million) in 8 municipalities. The pilot is due to start in July 2002 and is expected to be
completed in 2 years. This component will then start once the lessons of the pilot are known and is
expected to reach about 12 district municipalities. It is expected that the implementation of this
component will begin around mid-2004 and benefit from the WSP. Eligible investments would include
water supply system rehabilitation and expansion, operational improvements, household latrines and
other appropriate sanitation solutions.

Component 3. Capacity Building

Under this component, consultants would be hired to strengthen DGSR in its role as sector leader (e.g.
by preparing policy and sector studies), train DGSR staff to assume their assigned functions, finance the
training, orientation and accreditation of the project's implementing agencies (including municipalities,
ROs, NGOs, contractors, artisans, etc.), carry out pilot studies on source protection and the
implementation of the environmental guidelines, etc. To help implement this component, the Government
has indicated its interest to seek the assistance of the WSP in Lima to help design and review the various
capacity development activities as well as documenting best practices as they emerge for wide
dissemination. The WSP will continue to act as the secretariat of the working group that has brought
together the various players and stakeholders in the sector (bilaterals, NGOs) and will use that fomm to
keep all involved in the progress and accomplishments of the project.

Component 4. Project Management, Monitoring, Evaluation and Supervision.

This component will finance the activities of the project management unit (PMU), including equipment
& software, contractual staff, external audits, the set-up and maintenance of financial management and
project monitoring & evaluation (M&E) systems, vehicles for the FONCODES field offices, as well as
special consultancies.

Indicative Bank- % of
Component Costs % of financing Bank-

.____________________________________________ (US$M ) Total (US$M ) financing
1. Rural Water Supply and Sanitation 52.00 65.0 32.60 65.2

1A: Rehabilitation and Expansion of Existing Systems

1B: Construction of New Systems 16.00 20.0 8.30 16.6

0.0 0.0

2. Water Supply and Sanitation in Small Towns 4.00 5.0 2.60 5.2
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3. Capacity Building 2.00 2.5 1.60 3.2

4. Project Management, Monitoring, Evaluation, Audits 2.50 3.1 2.00 4.0
and Supervision

Unallocated 3.00 3.8 2.40 4.8
Total Project Costs 79.50 99.4 49.50 99.0

Front-end fee 0.50 0.6 0.50 1.0
Total Financing Required 80.00 100.0 50.00 100.0

2. Key policy and institutional reforms supported by the project:

The proposed project will support the Government's efforts at organizing the sub-sector and the
definition of mechanisms to ensure the expansion of coverage of service while ensuring the long-term
sustainability of new and existing assets. Specifically the project will help support:

* the establishment of a demand-driven approach to RWSS based on services that communities want
and are willing to pay for and based on a strong supporting role for municipalities that prioritize
RWSS investments in the context of their municipal planning processes;

* the establishment of a legal basis for ownership and management of system assets by local
communities;

* the capacity building at the central' level to oversee policies and sector information and at a municipal
level to oversee construction quality and to provide long-term support to the communities;

* the reform of the FONCODES project cycle to promote a holistic approach to hygiene education,
institutional strengthening and infrastructure;

* an integrated approach to water supply, sanitation, community participation and extensive hygiene
education as well as long-term training and follow-up;

* the technical and social aspects of each sub-project should be seen as integrated for improved
sustainability;

* the strengthening of the VMS to formulate sector policies, legislation, and regulatory framework,
especially those related to the provision of water and sanitation services to the poor in rural areas and
small towns.

3. Benefits and target population:

Benefits: The project will provide new or rehabilitated drinking water and basic sanitation facilities to
about 900,000 people in about 3000 communities nationwide, and will promote the improvement of
training and hygiene practices in about 1000 communities as demand identified from pilot approaches.

All investments will respond to community demand for services and will be accompanied by substantial
community development activities in organization and training in administration, as well as management
and hygiene education to ensure effective and sustained use of the facilities. The project will contribute
to the reduction of poverty through cost savings (time) and improved quality of life and health, especially
for women and children. International experience points to a strong positive correlation between welfare
(as measured by consumption) and participation in community activities by members of households,
especially among the rural poor and even more so among the vulnerable rural poor (defined as poor
households with pregnant women, children under five, and elderly family members).

In addition, community members will benefit in the long-term from the strengthening of a network of
formal and informal institutions that would help plan for, install and provide maintenance of rural
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infrastructure facilities. Municipal governments will gain significant institutional capacity to oversee the
sector performance and 'provide technical assistance to the communities to better manage their systems.
This will contribute to the strengthening of community-municipality linkages, with spillover effects to
other rural development activities.

Among the sizable benefits of the project is the temporary and permanent employment generated by the
various activities of the project. Beside the construction jobs (mainly masons and unskilled labor), the
project will train and certify masons, water system operators and health promoters. In keeping with
FONCODES new policy, communities will receive payment for 70% of the unskilled labor required to
construct new water supply systems, ensuring that the project will provide significant stimulus to the
local economy. In the case of rehabilitation and latrine construction, the communities will be expected to
provide all the unskilled labor.

Target noDulation: For the physical investment components, the project will target the rural population
of Peru, which represents about 34% of the total population of the country and lives in about 76,890
villages and settlements with less than 2,000 inhabitants. The Project will target the rural poor -- who
represent 60% of the rural population -- through the FONCODES poverty map of Peru. The
FONCODES map (last updated in 2000) classifies Peru's 1821 districts by poverty level (extremely poor,
very poor, poor, marginally acceptable and acceptable) using 7 indicators: (i) chronic malnutrition; (ii) %
of households without access to potable water; (iii) % of households without access to adequate
sanitation; (iv) % of households without access to electricity; (v) % of school-age population without
access to classrooms; (vi) % of population without access to health clinics; and (vii) level of
inaccessibility by road. FONCODES works only in districts classified as either extremely poor, very poor
or poor. Within these districts project requests from communities have traditionally been prioritized by
FONCODES using a computer program. Under the new project cycle currently being finalized by
FONCODES and the VMS, municipalities would convene district planning meetings with communities
applying for different types of infrastructure ("mesas de concertacion") to prioritize service requests
within a multi-year district development plan. FONCODES would provide - as part of the operational
manual - a financing table (which would require higher counterpart payments from the municipalities for
works carried out in better-off rural conmnunities) to steer municipalities towards infrastructure in the
poorest areas under their jurisdiction without, however, directly requiring that investments be made in
certain areas. This mechanism seeks to strike a balance between investment decision making by newly
empowered municipalities and straight poverty targeting within districts.

4. Institutional and implementation arrangements:

Implementation Period. The project is expected to be implemented from December 2002 to December
31, 2008. It is expected that the project will start implementing the new FONCODES sub-project cycle
with a regional operator in 4 departments (the first group may include Piura, Junin, Apurimac, and
Ayacucho) in the first year and will continue to adopt the new model in the other departments in the
following years; where a regional operator is not available, the nucleos ejecutores will rely on individual
agents to provide the required project inputs (promotion, design, training, and hygiene education,
evaluation, supervision). It is expected that the regional operator model will be the preferred model for
the project in its second half.

Project Management. A Project Management Unit (PMU) will be formed within the VMS to plan and
coordinate overall project management. The implementation of Component I will be carried out by
FONCODES. The VMS will be in charge of the other components and will keep the overall project
management responsibility. The PMU will be headed by a Project Coordinator (PC) and will include 3
technical specialists and support staff. The PMU will hire short term consultants, as needed. The PMU
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will work closely with FONCODES staff to ensure proper execution of the agreed implementation plan.
FONCODES will carry out the bidding processes for its part of the project while the VMS will rely on
its internal unit (ex-PRONAP) to carry out the procurement under components 2, 3, and 4. FONCODES
will use its proven method of community contracting and thus will transfer the resources to the nucleos
ejecutores, pay the consultants under its components, maintain the accounting and provide the necessary
information to the PMU. The PMU is responsible for the planning of the activities, agree on an
implementation program with FONCODES, oversee the execution of the plan, and prepare periodic
reports. The PMU is the working level counterpart of the Bank supervision team. To oversee the work of
the PMU, a Steering Committee (SC) will be forrned prior to effectiveness. The SC will be chaired by the
Vice Minister of Water and Sanitation and will include the head of FONCODES and a high-level official
from MEF. The PC will be the secretary of the Steering Commnittee. Bank missions will meet with this
Steering Committee at the end of each supervision mission to discuss progress and agree on next steps.
The PMU will be responsible for preparing all terms of reference and will supervise the consultants for
components 2, 3 and 4. FONCODES' regional offices will supervise the implementation of component 1.

Procurement. FONCODES will be responsible for all procurement under component 1 and part of
component 4 (purchase of vehicles and strengthening of the FONCODES regional offices). The VMS
(through its administrative unit) will be responsible for procurement under components 2, 3, and 4. (see
Annex 6 for the details on the procurement arrangements). Both entities have been assessed for their
procurement capacity and were found to be well prepared and to present average risk. (For details see
Annex 6)

Implementation Arrangements. Component 1 will be implemented through FONCODES under two
models. Under the first model which will be implemented in 4 departments in the first year of project
implementation, Regional Operators will be contracted to provide support for community mobilization
and organization, engineering design and education activities in project communities. Under the second
model, the "improved FONCODES model" individual consultants, hired directly by FONCODES'
regional offices will provide project promotion, project evaluation and construction supervision services.
Using funds from their community bank accounts, NE's will contract construction coordinators ("
inspectores') and masons ("maestros") to help them purchase materials and carry out construction work.
Under the first model the ROs are expected to place one extension worker in each municipality (with an
office in the municipal building) to provide district-wide assistance and coordination for the various
inputs (training, hygiene education, system design, etc.). This model will be extended to another 4
departments in the second year of the project and to other departments on the subsequent years. District
municipalities will be represented in the NE's and will (together with communities) prioritize projects in
areas under their jurisdiction. District municipalities or the RO will provide long-term (up to 2 years)
follow-up and technical support to communities once works have been completed.

Financial Management The overall project financial management will be carried out by the VMS. The
VMS will be responsible for the project's Special Account. FONCODES will receive Government
counterpart funds directly from MEF and the VMS will transfer funds to FONCODES from the project's
special account. FONCODES will maintain its financial management system to provide inputs to the
VMS. The financial management arrangements for both FONCODES and the VMS have been assessed
by FM specialists on the Bank team and found to be acceptable, although the arrangements to control the
disbursements from VMS to FONCODES are pending and must be presented to the Bank before
effectiveness. The VMS will appoint independent auditors acceptable to the Bank to audit project
expenditures, the Special Account, the project account, and the SOEs, in accordance with terms of
reference acceptable to the Bank. Certified copies of the audit reports will be furnished to the Bank
within six months after the close of the government's fiscal year. The audit reports will include a separate
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opinion by the auditor on disbursements against certified SOEs. In addition, auditors working with
engineers would undertake annual physical audits of a sample of community-based projects financed by
FONCODES, with the size of the sanple acceptable to the Bank. Auditors would review individual
contracts, ascertain compliance with the terms of the contracts, inspect progress of works and reconcile
the physical progress with financial expenses incurred. In addition to the Special Account in US dollars,
the VMS will have assigned to it counterpart funds in the Government budget and will withdraw from it
directly to pay for the counterpart portion of each payment.

Monitoring and Evaluation. Project monitoring and evaluation will be carried out by PMU based on the
information provided by the ROs and consolidated by the FONCODES regional offices. FONCODES has
developed a computerized M&E system over the past 10 years. The existing system (used under previous
World Bank loans) will be upgraded further with financing from IDB during its upcoming FONCODES
m operation. Additionally, the PMU will contract out (through FONCODES) independent evaluation
consultancies to measure the project progress and outcomes. Past evaluations were oriented to the
physical results to the detriment of educational and health outcomes. Since health impact studies are not
considered an operational tool, a major emphasis in this project will be placed in studying patterns of
hygiene behavior -as a diagnostic tool - to indicate opportunities for project improvement. It is well
established that improved water quality and increased water quantity have only limited impact on health
if not accompanied by changes in hygiene behavior e.g. washing hands, food and utensils, disposal of
children stools. This monitoring will start at the sub-project design stage to establish a baseline yardstick
against which the results will be compared by the project. The design of a M&E system at the PMU
level, acceptable to the Bank, will be included in the Operational Manual.

D. Project Rationale

1. Project alternatives considered and reasons for rejection:

a) Maintain the current model. The current model is basically the one used by FONCODES, whereby
funds are channeled to communities which contract works directly. However, the model is implemented
with a low likelihood of sustainability. FONCODES has shown the superiority of its model in getting
systems built at low cost in a relatively short period of time through a decentralized system. However, the
model does little to engage the local government for any role during or after the construction. Moreover,
the training in O&M and management /administration as well as the hygiene education aspects are
treated superficially, leading to high rate of system failure and abandon.

b) Implement the project through the Ministry of Health. The MoH has in the past financed the
construction of water supply systems. Despite the fact that the 1994 sector law (No. 26338) limits its
responsibilities to water quality monitoring, environmental protection of sources and control of water
borne diseases, MoH has continued to formulate and implement basic sanitation programs through its
health centers and rural health promoters. It has recently participated in the APRISABAC (Cajamarca)
and SANBASUR (Cusco) projects as a partner in charge of the hygiene education aspects. Its Basic
Sanitation Unit has experienced staff but is not equipped to carry out large scale projects. Under the
current law, it is no longer qualified to act as implementing agency for water supply and sanitation
systems.

c) Give the responsibility of implementation to the municipalities with funds channeled directly to them.
Although this model may have merits under a decentralized system, it is considered to be premature in
the case of Peru today as many municipalities do not have the technical, financial and management
capacity required for the project. Moreover, under this model and until a genuinely decentralized political
and financial system is in place, there is a risk that this will simply institute the decentralization of a
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"supply-driven approach" which might entail a reversal of the gains achieved through the FONCODES
model.

d) Integrate the provision of water supply and sanitation services into a rural development project. While
this approach may work in a truly decentralized environment, the difficulties to coordinate among the
various sectors may render the implementation of such a project a complex undertaking. This approach is
more fitting for countries where the sector policies are fully developed and there exists a certain maturity
in the sector agencies which is not the case for the water sector in Peru. However, this project will
attempt to work - to the extent possible -- in parallel with other Bank interventions in Peru to take full
advantage of possible synergies in implementation and maximum impact on poverty reduction.

e) Selected alternative: Implement the project through the VMS, using FONCODES as implementation
agency. Under this model the funds will still be channeled to the communities through FONCODES.
FONCODES's model of community contracting has been hailed as model for other social funds.
FONCODES model needs to be beefed up with extensive training of communities (including hygiene
education) and more involvement of the local governments. Attempting to take advantage of the positive
aspects of the FONCODES experience, and injecting some known determinants of sustainability in the
proposed design will ensure that the selected alternative will be the best guarantee for a successful
project design. Moreover, the selected alternative calls for a private implementing agency (ies) which
will act as a regional operator (e.g. an NGO) to carry out functions such as promotion, community
participation while management capacity will be strengthened, with an important role for municipalities
in supervision, co-financing and long-term follow-up. Sector policies defined by the VMS will be applied
to community selection, financial policies, training and hygiene education.

2. Major related projects financed by the Bank and/or other development agencies (completed,
ongoing and planned).

Latest Supervision
Sector Issue Project (PSR) Ratings

(Bank-financed prolecta only)
Implementation Development

Bank-financed Progress (IP) Objective (DO)
Small scale infrastructure/ poverty FONCODES II (completed) S S
alleviation including rural water supply
and sanitation
Small scale infrastructure/ poverty Soc. Dev. Fund (completed) HS HS
alleviation including rural water supply
and sanitation
Poverty alleviation in rural sierra/ Sierra Natural Resources (ID S S
natural resource management/ P042442, Ln 41300-PE)
irrigation
Urban water supply and sanitation Lima Water Rehabilitation and S S

Management Project (ID
P008051, Ln 3811-PE)

Other development agencies
IDB Projects:
Urban water supply and sanitation "Program to Strengthen the

Basic Sanitation Sector"
(847-OC-PE)
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Small scale infrastructure including "Program for the National Fund
rural water supply and sanitation for Social Compensation and

Development" (FONCODES)
(806/OC-PE)

Other external support agencies:
Health promotion and water and "Basic Health and Sanitation -
sanitation service provision Cajamarca" (SDC/Netherlands,

completed)
RWSS service management models "Basic Sanitation Project --

Sierra Sur/Cusco" (SDC,
ongoing)

Piloting community and municipal "Pilot Rural Water and
contracting models for RWSS Sanitation Project" (SDCI

CARE, Propilas, ongoing)
Capacity building for municipal water "Water and Sanitation in Small
services management Municipalities" (CIDA/WUSC,

starting new phase)
RWSS/Health "Health in Indigenous

Communities" (PAHO)

JP/DO Ratings: HS (Highly Satisfactory), S (Satisfactory), U (Unsatisfactory), HU (Highly Unsatisfactory)

3. Lessons learned and reflected in the project design:

* International experience. In general terms, the PRONASAR project design benefits from the work
of the Bank's RWSS Thematic Group, the global UNDP-WB Water and Sanitation Program and
experiences from NGOs such as CARE that have long worked in Peru's RWSS sector. The main
"best practice lessons" can be summarized as follows:

1. Adopt a demand responsive approach where users determine if they want to participate and select
their preferred level of service based on willingness to pay and assume long-term responsibility
for service management.

2. Promote institutional reform based on clear roles for key stakeholders where communities own
their facilities, the private sector provides goods, services, and operational support, and
government facilitates the process. Clearly define the role of local government, service providers
and water user associations (Juntas de Agua y Saneamiento -JASSs). Include clearly defined
capacity building components that enable all stakeholders to play their roles and build
partnerships.

3. Ensure an appropriate legal framework for ownership and management, and clearly allocate
responsibilities between national and local government and water users' associations.

4. Support the formation of representative JASS for planning, implementation, and management of
community water supply facilities.

5. Establish sound financial policies that lead to sustained services.
6. Integrate water, sanitation and hygiene education.
7. Ensure representative and informed participation of all stakeholders, including women and

traditionally excluded groups.
8. For small towns, separate the regulatory, management and operational functions. Promote the

contracting out of operations to the private sector.

* OED Evaluation of Bank Projects. The Bank's Operation Evaluation Department has published in
2000 a report ("Rural Water Projects: Lessons from OED Evaluation") in which it synthesized the
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experiences from its review of 15 Bank projects worldwide. The main lessons are:

1. Projects should provide for a longer term presence than in the past, to leave behind a local
organization capable of maintaining water points or piped systems, administering the water
scheme in a financially responsible way, and handling routine O&M

2. When too little attention is paid to institutional development, governments must return to
beneficiary communities to rehabilitate what they have provided

3. Rarely will one level of service meet all village needs
4. To improve project outcomes, interventions should be carefully adapted to the social

characteristics of each village served

* Regional experience. The Bolivia PROSABAR rural water project demonstrated the importance of
integrating construction and community participation and management promotion under the same
institutional implementation scheme, and even under the same contract (auto-construction model).
The lessons from that Bolivia experience also suggest the need for: a) an investment ceiling per
capita to force the adoption of reasonable levels of service and low-cost technologies; and b) a
contribution from the communities (labor and cash) and the municipalities to ensure a feeling of
ownership and a discipline of contribution to the O&M costs.

* Local experience. Specifically, in the Peruvian context, project design will draw on the lessons
learned from a study of 104 rural water supply systems prepared by the "sectoral coordination
committee" ("Comite6 Sectorial"), a multi-agency forum comprising government institutions, multi-
and bilateral donors and NGO's ("Estudio de la sostenibilidad de 104 sistemas de agua rural en el
Perui'" July, 2000). According to PAHO, Peru invested about US$323 million in the RWSS sector in
the 1990's (76% of it through FONCODES). The "Comite Sectorial" report points to the weaknesses
of the traditional FONCODES approach which gives efficient implementation priority over
sustainability. Its main lessons include the following:

1. the sense of ownership engendered by community contracting alone is insufficient to guarantee
sustainability. The JASS require an institutional framework that provides them with continuous
TA for system operation and maintenance;

2. better construction supervision is required, especially for works constructed with community
labor. The poor quality of civil works (partially buried pipes, incomplete hydraulic testing,
precarious household connections from "public" standpipes) seriously compromises the technical
sustainability of RWSS systems and often leads to high UFW;

3. weak (or nonexistent) hygiene education has limited the health impacts of RWSS investments.

4. Indications of borrower commitment and ownership:

The Borrower is aware of the sustainability issues surrounding past RWSS projects and is eager to
improve its approach to the sector. In 1998, the GoP requested Bank assistance in preparing a strategy for
the RWSS sector and then proceeded to incorporate the principal elements of the proposed strategy into a
new sector law ("Ley de Fomento y Desarrollo del Sector de Saneamiento") which was passed in August,
2000. More recently, the Government has been working on detailed regulations for the more complete
revised 1994 sector Law and the "Strategic Plan for the Water Sector -2002-2011" prepared in August
2001 clearly espouses the elements of best practices highlighted above and underscores the need to give
priority to the rehabilitation of existing water supply systems. For the preparation of this project a joint
team (FONCODES-VMS) was created to discuss ways to implement the proposed project and adopt a
project cycle that is conducive to increased system sustainability.
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5. Value added of Bank support in this project:

The World Bank has been involved in two previous social fund type projects with PONCODES and has a
good knowledge of the strengths and weaknesses of the current model. In addition, the Bank and the
UNDP-World Bank Water and Sanitation Program have been instrumental in supporting the development
of Perums new sector policy and in linking the country's sector experiences with those of neighboring
countries (particularly Ecuador and Bolivia). The PRONASAR project stands to tenefit from what has
already been learned from RWSS projects in Bolivia (the recently completed PROSABAR), Paraguay (4
Bank loans in the past 20 years), Ecuador (PRAGUAS) and other RWSS projects within social funds
interventions in Central America.

Based on its experiences in Ecuador and Bolivia, the Bank is well-positioned to help the newly created
General Directorate of Sanitation (DGS) to establish a leadership role in the RWSS sector and to develop
a portfolio of services centered around (i) planning, (ii) the defmition of norms and standards, and (iii)
the creation and maintenance of a sector information system.

Finally, the Bank can assist the Government in developing urniform program rules that will allow it to
channel funding to the RWSS sector from a variety of bi-lateral and multi-lateral lenders using consistent
financial terms and community participation criteria.

E. Summary Project Analysis (Detailed assessments are in the project file, see Annex 8)

1. Economic (see Annex 4):
O Cost benefit NPV=US$ million; ERR = % (see Annex 4)
O Cost effectiveness
* Other (specify)
Cost benefit for a sample and cost-effectiveness
Cost benefit results of a sample: Average NPV = US$ 10,940; Average ERR = 71%

An economic cost benefit analysis was conducted for 11 projects included in a sample of possible
eligible projects to be rehabilitated by the Program. This sample includes a range of technical solutions
to be financed and applied in the Sierra region, and the size range of the systems analyzed was between
27 and 400 connections. It is expected that about 80% of the systems to be financed will comne from this
region. The major benefits of this project are improved water services to approximately 750,000
beneficiaries in about 2,500 rural localities nationwide receiving rehabilitated infrastructure, and to
approximately 125,000 in some 500 localities benefiting from new systems. These include direct user
benefits: resource savings (time savings and savings that result from the elimnination of individual water
treatment, e.g. the cost for boiling water), benefits from increased water consumption estimated by the
willingness to pay for the increased consumption, for users who without the project would use less
effective and more costly alternatives (such as rivers, springs, etc.) and health benefits. Additionally,. it is
expected that about 400,000 people in about 1,000 localities will benefit from the hygiene education and
from the support to their water users association through the capacity building component.

The project is designed to be demand driven and offers new and rehabilitated WSS infrastructure to
communities that express a willingness to participate. Technical solutions will be designed so that
beneficiaries can meet the variable costs associated with the level of service they select. Direct
beneficiaries will also be required to contribute in cash and labor to cover part of the investment costs.
PRONASAR also focuses on achieving service sustainability, through intensive user education in
hygiene and effective use, administration, operation and maintenance of the systems, and the use of an
extended project cycle that includes continued support after construction for about two years. Thus, it is
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highly probable that user benefits will be realized over time, as shown by the World Bank report "Making
Rural Water Supply Sustainable: Recommendations from a Global Study".

Additional benefits are expected from on-site sanitation investments, although these were not quantified.
Instead, a least-cost analysis of alternatives and cost-effectiveness criteria are proposed to be used for
investment decisions. The sanitation strategy of the project calls for strong promotion and hygiene
education, demand generation for investments in sanitation, lower levels of subsidy, targeted coverage
levels of at least 60 percent of households per community to achieve full health impacts, and promotion
of a wider range of lower cost options. These should bring additional positive health benefits to the
communities. It is.expected that about 300,000 people will benefit from on-site sanitation investments.

In the absence of detailed engineering designs for the projects in the sample, indicative costs from
previous experience in the country, and estimates from Bank staff engineers were used. The costs
included in the analysis were: (i) capital investment costs, (ii) recurrent costs (operations, maintenance
and depreciation), (iii) institutional development costs, and (iv) community development costs
(organization, training and hygiene education). All transfers, including taxes and subsidies were
excluded from the analysis. All costs included were adjusted to reflect economic prices using conversion
factors calculated by the Ministry of Economy and Finance (MEF).

An economic internal rate of return and net present value using a 14% discount rate (as required by
MEF) were calculated for each subproject in the sample. Of the eleven projects evaluated seven were
found to be economically viable with an average NPV of US$ 10,940 and ERR of 71%. A sensitivity
analysis for all major assumptions was conducted to all feasible projects during appraisal to test the
robustness of the results, which were found to be robust. The results will be taken into consideration in
the Operational Manual and for the design of cost-effectiveness indicators, based on investment costs per
family (connection). An estimation of an overall Program rate of return was not attempted here; such a
calculation would be based on an assumed distribution of community choices of capital investments.

Based on the results of the economic analysis of the subprojects in the sample, econometric models wete
estimated between cost benefit and cost effectiveness indicators. This relation was used to find the
critical values to determine the economic viability of subprojects to be financed in the operational phase
of the project to save costs and time in project preparation during execution, while considering economic
criteria in subproject design. Results showed that the average critical value for investment cost per
connection for a viable rehabilitation project was US$ 326 for gravity systems of up to 500 inhabitants
and US$ 365 for population between 500 and 2,000. All details will be part of the Operational Manual.
A detailed Monitoring and Evaluation mechanism is being designed to allow the team to verify progress
in the achievement of the development objectives of the program and to conduct a detailed ex-post
analysis, being able to quantify the main impacts of the project, which will also be incorporated to the
Operational Manual.

Other benefits for the poor:
The Program has been design following a demand driven approach as explained above. To ensure that
benefits for the poor are not reduced by this approach, the project has an specific component for
promotion and education at the community level with the aim of helping them improve the way they
organize and associate, thus contributing to increased social capital (civic association), and reducing the
moral hazard associated with the idea that only well-organized communities will be able to participate.
Trust, the other major element in social capital, would also be developed through women's involvement
that is an integral part of project design at the community level.

- 17 -



2. Financial (see Annex 4 and Annex 5):
NPV=US$ million; FRR = % (see Annex 4)
In rural areas, each project and agency now adopts a distinct financial policy. With PRONASAR, GOP,
through the Vice-ministry of Sanitation, has agreed that one unified financial policy will apply to the
entire rural sector (for communities of less than 2,000 people), including those projects financed by
FONCODES. This policy will require users to pay all administration, operating, maintenance costs for
their WSS service. Communities would be eligible to apply for a Government subsidy and enter into a
cost sharing arrangement for the initial investment or rehabilitation of an existing WSS facility, in
partnership with the municipality. In a participatory way, the community will choose its preferred
service level, according to their willingness and capacity to pay.

PRONASAR will have the following cost sharing arrangement for the construction of new systems: the
municipalities will be required to contribute in cash with 10 to 20% of the subproject cost depending on
the number of basic needs of the community ("Necesidades Basicas Insatisfechas"); community
participation includes at least 30% of the total of unskilled labor (about 10% of total cost), and a cash
contribution equivalent to the estimated monthly bill during the pre-investment phase (about three
months) to "market test" their willingness and ability to pay, and PRONASAR between 70 and 80%. For
rehabilitation of existing systems the maximum subsidy from the Government will be 60% with the
community and the municipality contributing at least 40% of the total investment costs. In this case the
community is expected to contribute 100% of unskilled labor and start paying the monthly bill covering
all administration, operation and maintenance costs. PRONASAR will cover the full costs of sub-project
promotion, pre-investment, education and training, community development and supervision.

The use of ceilings per family (connection) based on economic cost-effectiveness indicators will allow
the GOP to make better use of subsidies in the rural areas, by not financing very costly investments in
few communities at the expense of a wider service coverage.

Fiscal Impact:

At the national level, GOP (including proceeds from the Bank's loan) will contribute with up to 80% of
investment costs associated to new systems, and up to 60% of investment costs for rehabilitation of
existing systems. GOP will be responsible for paying the principal and interest on the loan. The
government, however, will be able to recover a small part of its contribution through taxes on some
investment costs paid by construction companies. In the long-run, it is expected that the level of
Government subsidy to the rural water sector will diminish over time as a result of both, (i) the financial
policy promoted by PRONASAR, that would charge direct users for administration, operation, and
maintenance costs to ensure sustainability and (ii) an extended project cycle of about 3 years that will
include the dissemination of the project, community participation and management, hygiene education,
potable water quality control, training and follow-up activities, and source protection to strengthen the
sustainability of rehabilitated systems. This implies that the "with project" scenario in the long run
would yield a positive fiscal impact when compared to the "without project" situation. At the municipal
level, it is expected that the Program will have a negative fiscal impact, given that the municipalities will
be required to participate as co-financiers of the investment costs, and will have some responsibilities
during the project cycle that in the without project situation they will not have. However the
municipalities will gain experience in dealing with the provision of water and sanitation services and the
Program will contribute to the ongoing decentralization process as the municipality is expected to be a
major stakeholder of the Program. The net fiscal impact is not calculated here given that insufficient
information is available.

3. Technical:
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PRONASAR faces no major technical issues, since all technologies considered for water supply and
sanitation systems are well-established. Technical options available to rural communities will include:

Water supply : (i) rainwater harvesting systems; (ii) spring catchments; (iii) hand-dug wells and
boreholes with handpumps; (iv) piped systems (with chlorination and -- where required -- with
additional treatment) feeding multi-family taps (public taps have a history of poor maintenance)
and/or household connections.

Sanitation: (i) improved traditional latrines; (ii) ventilated improved pit (VIP) latrines with one
or two pits and a variety of superstructures; (iii) pour-flush toilets with a variety of
superstructures; and (iv) composting latrines. Given that FONCODES has achieved only very
low connection rates to piped sewerage systems built in rural communities in the past, piped
sewerage will not be an option for rural communities under PRONASAR.

While the technical options for rural water supply presented above are well established, PRONASAR
will differ from many other rural water supply projects in the definition of its technical mandate. A
study carried out by CEPIS (Centro Panamericano de Ingenieria Sanitaria y Ciencias del Amnbiente) in
92 rural communities supplied by 80 piped systems in the departments of Ancash, Apurfmac, Cajamarca
and Cusco in 1999 showed that while thermotolerant coliforms were present in only 12% of the
household connections in systems with sufficient chlorination to achieve a chlorine residual, the coliform
count jumped to over 67% within in-house storage containers. In systems without chlorination, the
survey found thermotolerant coliforms in 87% of all in-house storage containers compared with 53% of
household connections. These results demonstrate that unless relatively minor additional investments are
made to help families improve water storage in their house, the health benefits of bringing potable water
to the tap may be severely compromised. In addition to hygiene education, a key requirement is for
closed storage containers that dispense water from a spigot but do not allow users to dip a (dirty) cup into
the reservoir. While technical solutions remain to be finalized, options include the CDC (Center for
Disease Control) "safe water system" vessels and the "Sistema Mi Agua" that has been promoted by
Peru's Ministry of Health since 1999. While the CDC "safe water system" includes a secure container and
encourages the additional use of a disinfectant, the "Mi Agua" system comprises filtration, disinfection
and storage in a 35-liter module.

4. Institutional:

4.1 Executing agencies:

The Borrower is the Government of Peru; the main executing agency will be the Vice Ministry of Water
and Sanitation and FONCODES will implement the bulk of the project (component 1 and part of 4)
under the overall management of a PMU set in the Vice Ministry of Water and Sanitation. In each
department (region) an NGO (regional operator) and a private firm will be hired to carry out the
implementation of the project. The performance of the preparation unit has been satisfactory and it is
expected that equally qualified consultants will be retained for the PMU. Equally, the FONCODES
capability as a project implementation agency has been proven in the course of two previous Bank
projects and the current management has shown a keen openness to adapt the FONCODES strategy to
lessons learned. The responsibilities of the regional operators will be: project promotion and
dissemination; contacts with the district municipalities; selection of the municipalities; technical
assistance to the municipalities, accreditation of contractors; project designs; contracting under the
approval of the communities; preparation of payment requests, training and hygiene education. The
selection of the ROs will be based on open bidding and is expected to attract local NGOs and private
firms.
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4.2 Project management:

A Project Management Unit consisting of about 4 professionals and support staff will be assembled
within the VMS; its responsibilities will include: prioritizing the targeted regions, number of
municipalities and preparation of viable packaging; training and orientation of the implementing
agencies; overall monitoring and evaluation; financial management and accounting; contracting the
consultancies for the strengthening of the VMS and other sector players, etc. The responsibilities of the
PMU and its relationship with the FONCODES will be detailed in the operational manual (including the
terms of reference of the various members). FONCODES will also identify the staff that will be working
on the proposed project, in tandem with the PMU. A Steering Committee will also be formed to provide
guidance to the PMU and to resolve any emerging implementation issues.

4.3 Procurement issues:

It is expected that the regional operators will be selected following a bidding process, according to Bank
guidelines. At the local level, where community associations (JASSs) are legally constituted,
communities would be able to hire contractors by direct contracting (sole source) procedure.
FONCODES has managed Bank-financed projects in the past with satisfactory results and the assessment
exercise has confirmed that it holds an adequate capacity in place to manage project procurement in a
satisfactory manner. Similarly the VMS , through its administrative and financial unit (ex-PRONAP) has
managed large scale procurement activities and is found to have the capacity to carry out similar
responsibilities. As a result of the findings, an "average" risk level has been assigned for both agencies
and a specific plan of actions has been defined for implementation. The Action Plan is part of the loan
agreement and was discussed at negotiations. Upgrading of the assigned risk assessment level will be
contingent on the successful implementation of activities included in each action plan.

4.4 Financial management issues:

A financial management assessment of the VMS and FONCODES was carried out where is was
concluded that the entities have the capacity to manage Bank projects to the standards implied in OP
10.02. The details of the assessment are in Annex 6. A Country Financial Assessment for Peru was
conducted in 2000 and an action plan agreed with the new Government in September, 2001. The findings
of the study revealed the overall strength of the integrated financial management system (SIAF) and the
effectiveness of the National Audit Institution. In planning the current assessments the strengths of the
SIAF and the National Audit Institution were taken into account.

5. Environmental: Environmental Category: B (Partial Assessment)
5.1 Summarize the steps undertaken for environmental assessment and EMP preparation (including
consultation and disclosure) and the significant issues and their treatment emerging from this analysis.

No major environmental issues are expected in the implementation of this project, given the small scale
of the water supply and sanitation investments envisioned in rural areas and small towns. Any potential
negative impacts caused by improper siting, cumulative effects, and inadequate operation and
maintenance of the systems will be managed through the project's environmental assessment and
monitoring procedures. These are described further in the EMP section below. Minor environmental
impacts during construction, such as proper disposal of construction wastes, erosion control, etc. are
addressed in construction guidelines that FONCODES has developed. These will be incorporated into
the technical specifications governing the work of construction contractors.

5.2 What are the main features of the EMP and are they adequate?

The environmental management approach has four aspects:
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* application of environmental screening criteria for water and sanitation sub-projects proposed for
project financing. Criteria, procedures and responsibility assignments are included in FONCODES'
Guidelines for Environmental Assessment (EA). The screening includes siting, execution, operation
and maintenance considerations. Specific questionnaires have been developed for both water supply
and sewerage subprojects. The results of the screening are then fed into a matrix and mitigation
measures are developed for each indicated impact; costs and responsibilities are assigned. A
follow-up matrix is prepared to monitor the execution of each individual mitigation measure. The
costs of the identified environmental mitigation measures will have to be included in subproject
costs, and their implementation will be monitored. FONCODES' EA process was evaluated during
project preparation (see below), and recommendations were made to improve the system. An annual
audit of 5 to 10% of subprojects will be undertaken by an independent consultant to assess the
adequacy of implementation of mitigation measures;

* Institutional capacity building activities will be included in this component, based on the
recommendations of the COWATER assessment. Training would be provided to environmental
engineers and environmental specialists to do field reviews, as required by FONCODES
environmental guidelines, as well as central staff responsible for the review of the subprojects. The
capacity building would include cumulative environmental assessment of subprojects within a
watershed or micro-watershed. It is possible that while the individual subprojects may have
negligible effects on the environment, the potential cumulative impact can be extremely detrimental.
Therefore, the project will develop a methodology to predict, avoid and monitor cumulative impacts
of the large volume of subprojects in a single watershed.

* strengthening the capacity of beneficiary communities to protect their local environment. These
approaches will be incorporated into training and community development activities that will be
carried out prior to and in parallel with physical investment measures. A certain percentage of
subproject funds will go toward watershed protection; and,

* developing appropriate monitoring indicators, and an environmental monitoring scheme to ensure
that the mnitigation measures developed in the environmental screening process are being properly
implemented, that no unintended negative impacts are occurring, and that operation and maintenance
are adequate. The indicators would include environmental and public health parameters.

5.3 For Category A and B projects, timeline and status of EA:
Date of receipt of final draft: 12/01/2001

The EA for this project consists of a diagnostic analysis of environmental issues in the rural water supply
and sanitation sector, executed by international consultants (COWATER, Canada). This work consisted
of three studies: i) a diagnostic of the rural water supply and sanitation sector, focusing on the legal,
regulatory and institutional frameworks, ii) an overlay of the legal framework with the applicable
environmental aspects, describing the institutional procedures and capacities for EA; and, iii)
recommendations for an appropriate EIA methodology. It is important to note that this work was done
prior to the decision to have the implementing agency be FONCODES, so some of the recommendations
are not applicable. However, FONCODES' procedures and capacity were evaluated by the consultant,
and the environmental aspects of the project address the recommendations. For instance,
recommendations that were made by the consultant regarding institutional capacity building, improved
public participation, inter-institutional coordination and stronger mitigation and monitoring plans are all
being considered in FONCODES' ongoing revision of their EA guidelines and reinforced through project
activities.
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5.4 How have stakeholders been consulted at the stage of (a) environmental screening and (b) draft EA
report on the environmental impacts and proposed environment management plan? Describe
mechanisms of consultation that were used and which groups were consulted?

As part of the EA process, COWATER contacted public and private entities, and in October, 2001 a
workshop was held for NGOs and other public institutions. The (regional) implementing agencies (NGOs
or firms) will work in tandem with the District Municipality to engage the communities in the design of
WSS systems that beneficiaries want and are willing to pay for. As part of this participative design
process, they will also consider impacts on the local environment and appropriate mitigation measures
before subprojects are presented for review and approval.

5.5 What mechanisms have been established to monitor and evaluate the impact of the project on the
environment? Do the indicators reflect the objectives and results of the EMP?

A monitoring scheme will be developed by the project, starting with establishment of appropriate
environmental indicators. This scheme will consider cumulative impacts in the watershed as well as
possible public health issues. Community-based monitoring will ensure proper implementation of the
EMP, and raise awareness of potential environmental and public health problems. A criterion for
subproject approval will be specific dedication of resources in the cost table to implement all identified
mitigation measures.

6. Social:
6.1 Summarize key social issues relevant to the project objectives, and specify the project's social
development outcomes.

The social assessment prepared for this project focused on identifying key cultural aspects of the
Quechua and Aimara peoples, which will be the primary beneficiaries of this intervention. The main
objective of this approach was to foster the use of appropriate messages and incentives under the project
that will (i) enhance their participation in the project cycle; (ii) increase the benefit they derive from the
project's investments; and (iii) strengthen their sense of ownership of the water supply and sanitation
infrastructure constructed under the project.

The social assessment involved visits to small and medium-size Quechua and Aimara communities with
and without water services, as well as structured consultations with community leaders and members
using the focus groups methodology. Three different types of focus groups were organized, constituted
(i) by different members of the community; (ii) only by women; and (iii) only by water user association
(JASS) members. The consultation process also included several meetings with prominent NGOs such as
CARE and Caritas which execute similar projects in Peru. These consultative events provided an
important source of lessons learned and knowledge on Quechua and Aimara culture. In particular, the
consultations provided significant guidance on how to strengthen the traditional organizations existing
among these two peoples and how to involve them, in a sustainable manner, in the management of the
water supply infrastructure that the project will build. The main findings from these consultations
include:

* Quechua and Aimara water use priorities - Water is generally a very scarce natural resource in the
Andean region. This condition, in conjunction with the cold weather, influence the priorities
attributed to water by these groups. Drinking and cooking represent the highest priorities. Personal
hygiene and clothes washing are not included among the primary uses of water. Water consumption
per person is substantially lower than what is generally regarded as minimally required for supplying
basic human needs. These groups have also learned that for protecting the skin from the high
exposure to the sun, the cold and the wind on the Andean plateau it is necessary to retain natural skin
oils. In addition to drinking and cooking, irrigation represents a priority water use. Traditionally, the
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Quechua and Aimara people were organized by territorial organizations called ayllus. Each ayllu
included a water source, which -- together with the land itself -- was considered a communal asset. In
most of the Andean communities this sentiment remains strong.

* Hygiene and health benefits - In communities that already benefit from a water supply system, water
consumption tends to increase over time. Thanks to the convenience of easier access to water,
hygiene habits also tend to change. Visiting these communities, washed clothes hanging out to dry
are a visible sign of changing habits. The hygiene education programs which are in many cases part
of the activities of the water supply project, also contribute to improved community hygiene patterns.
Nonetheless, poor in-house storage practices usually contribute to contaminating the water a family
uses. Quechuas and Aimara communities commonly do not make use of tables. Food preparation
including the cutting of meat is carried out on the floor without any kind of protection such as a piece
of cloth. Most of the households have animals such as guinea-pigs living with them in their one (or
two) room dwelling. The combination of these factors definitely affects the health conditions of these
groups. Families living in urban areas, even in the small localities, tend to acquire urban habits.
Health -- as understood by many rural Quechua and Aimara communities -- relates to an overall
balance between the land, the water, the air, plants, animals and deities. A straight relationship
between water and health is often difficult to reconcile with this holistic approach to health.

* Gender issues - As is typical in communities deprived of water supply services, women and children
bear the burden of fetching water. In the Andean region, women and children spend an average of
two and a half hours per day fetching water. It is also very common that water availability decreases
during parts of the year, which increases the difficulties of supplying water to the family. While
community needs are commonly articulated by men, women (even when they are illiterate) typically
play an important role in activities such as the safe keeping of money collected by the community for
paying the operating cost of water supply systems.

* Community organizations - Ancestry plays an important role in Quechua and Aimara community
organization. Usually, a father transfers his role within a community to his son. In general, each small
rural community represents a territorial organization which interacts with the municipal government.
These organizations participate in defininig community priorities and in the dialogue with the
municipal government in order to share the municipal budget. No conflict between the water user
organizations -- constituted to manage the water supply systems - and the larger community
organizations representing the community as a whole have been flagged.

6.2 Participatory Approach: How are key stakeholders participating in the project?
The PRONASAR project incorporates stakeholders and direct beneficiaries in the decision-making
processes throughout the extended project cycle (i.e. during pre-investment, investment and
post-investment phases), and includes additional support to strengthen community organization for a full
year after construction. The participatory approach is a key element to ensure both project
implementation and the sustainability of the services provided by the project's investments. Mechanisms
have been built into the project to ensure proper gender focus.

Community development activities are key under the project, as they have been designed to support
community participation through the project cycle. These activities will provide communities with the
knowledge they need to make informed decisions about applying for project support, and selecting
among technical options, service levels, financial options and requirements.

Community water user associations (JASS) are legally constituted by community members. The creation
and/or strengthening of such community associations will be fully supported by the project - both
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technically and financially. The project will also provide capacity building to these community
associations in order to better prepare them to fully participate in the planning, implementation,
management, operation, maintenance and monitoring of water services at the local level.

6.3 How does the project involve consultations or collaboration with NGOs or other civil society
organizations?

Several consultation meetings were organized with NGOs working with community-driven water and
sanitation projects throughout Peru. PRONASAR was designed taking into account the important lessons
learned from projects implemented by NGOs such as CARE and Caritas and in many respects scales up
the best practice approaches they have developed. These civil society organizations will also play a major
role during the project implementation. They will be invited to bid on contracts as "Regional Operators"
and "Social Operators" (see description in annex 2) to walk project communities through the design,
construction and capacity-building process.

6.4 What institutional arrangements have been provided to ensure the project achieves its social
development outcomes?

The full participation of communities in the planning, execution, management and monitoring of
subproject interventions will be ensured by the project's institutional arrangements. The community is
required to make informed decisions, and take actions based on these decisions, throughout the project
cycle. The project will provide the appropriate technical and financial support to assist the community in
taking these informed decisions. The main outcomes expected include: social inclusion, community
organizational capacity building, increased social capital, community participation, community and
municipal empowerment and promotion of social cohesion.

6.5 How will the project monitor performance in terms of social development outcomes?

The project performance in terms of social development outcomes will be monitored as part of the
project monitoring system. A base line will be built as one of the activities of the participatory planning
phase.

7. Safeguard Policies:
7.1 Do any of the following safeguard policies apply to the project?________________

Policy Applicability
Environmental Assessment (OP 4.01, BP 4.01, GP 4.01) S Yes U No
Natural Habitats (OP 4.04, BP 4.04, GP 4.04) (9 Yes * No
Forestry (OP 4.36, GP 4.36) U Yes * No
Pest Management (OP 4.09) (9 Yes * No
Cultural Property (OPN 11.03) * Yes (9 No
Indigenous Peoples (OD 4.20) * Yes ( No
Involuntary Resettlement (OP/BP 4.12) (9Yes * No
Safety of Dams (OP 4.37, BP 4.37) () Yes * No
Projects in International Waters (OP 7.50, BP 7.50, GP 7.50) ( Yes * No
Projects in Disputed Areas (OP 7.60, BP 7.60, GP 7.60)* ( Yes * No

7.2 Describe provisions made by the project to ensure compliance with applicable safeguard policies.

Given that the majority of the beneficiaries will be indigenous people (see Annex 13), the project is
considered an Indigenous People Development Plan and as such the project strategy will include all the
elements of the OD4.20. In the first 2 years, the project will prioritize those departments with a high
percentage of indigenous people (see annex 13) and later work in the departments that are currently
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served by the existing JBIC loans. In 7 of the 9 priority departments, the percentage of the indigenous
population of the total rural population is over 80%. In those priority departments, between 1992 and
2001, FONCODES built over 5,400 water and sanitation systems. All water supply and sanitation
investments will be made with due sensitivity for any cultural property that might on occasion be
encountered in project areas.

The environmental guidelines to be used in the project implementation have been reviewed and found to
be satisfactory. Specific evaluations will be carried out throughout the project life to ensure that the
guidelines are adhered to and that adequate training is being provided to the engineers carrying the
assessment and to the communities receiving the services.

F. Sustainability and Risks

1. Sustainability:

The Project would enhance the sustainability of the water supply and sanitation services by building on
the local experience and introducing new elements to the existing strategy by clarifying roles and
responsibilities of the different stakeholders, better defining the ownership of assets, promoting a demand
driven approach with a key role to the municipalities, introducing a cost-sharing concept and reinforcing
the O&M aspects and long-term follow-up and refresher training. The increased likelihood for
sustainability of water and sanitation systems under the Project is based on:

* the considerable experience in Peru in implementing basic infrastructure, such as water and latrines
as well as rural roads, in poor rural communities through a participatory approach, and the
involvement of NGOs;

* the presence of a great number of NGOs with sound experience in implementing investments and
technical assistance to poor rural communities;

* the experience and lessons learned from other rural water projects;
* the long term support to the communities to enhance sustainability;
* the sector institutional and legal reform to improve the water and sanitation sector's efficiency in

providing services at urban and rural areas
* the willingness of FONCODES to change its ways and adopt best practice lessons
* the determination of the new VMS to make its mark in the sector and ensure that its policies are

universally adopted
* the pressure that leading local and international NGO are willing to exercise so that sustainability

concerns guide the design of the national PRONASAR.

2. Critical Risks (reflecting the failure of critical assumptions found in the fourth column of Annex 1):

Risk Risk Rating Risk Mitigation Measure
From Outputs to Objective
JASS are not able to operate and M Intensive training of all members of the JASS
maintain systems will be provided by the project; the project will

also strengthen the municipal governments to
provide follow-up support

Women and minority groups are left from M During the community development work,
active participation in decision-making implementing agencies will ensure that these

groups are integrated in the decision making
process

Beneficiaries are not willing to pay tariffs M The community development work, prior to
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construction, will discuss the technical options
and selection will be made on the basis of the
community's willingness and ability to pay for
the basic maintenance

Private providers are not willing to N Private providers will be selected, trained -as
sustain/ expand their participation in needed- and certified in the conduct of their
WSS service delivery activities

National government is unwilling to M During preparation, coordination work will be
apply DGS financial policies and norms carried out with other sector agencies to adopt
to all WSS programs; the DGS policies

National government loses commitment M The Project will fund a program for the
to financing DGS adequately; strengthening of the DGS; the Government has

already created the Vice Ministry for Water as
a sector agency for policies and planning

From Components to Outputs
Counterpart funding is not available from M The project will select communities based on
communities and district municipalities their demand and the technical options will be

based on their ability to pay

Community subprojects are not M The community development sub-component -
prioritized based on demand through local NGOs or specialized agencies -

will be a major aspect of the project where
community participation in decision making
will be ensured

Integration of physical investments with M The project design will be based on the
training in O&M, hygiene education and integration of these interventions and the
long-term follow-up is not done responsibility will be entrusted to a local NGO

or private contractor who will be certified to be
able to carry out all these activities - The
implementing agency in each region is
expected to provide close supervision

Wide publicity campaign is not effective N The implementing agency will carry out this
in creating a broad understanding of activity and will work closely with the district
program rules and sufficient demand for municipality
investments

Close coordination between M FONCODES's cooperation and coordination
FONCODES, municipalities and will be sought all through project preparation
communities does not take place

Willingness by municipalities (small M Municipalities will be required to sign an
town component) to delegate the agreement and contribute financially prior to
provision of WSS services is not strong; entering the project.
Overall Risk Rating M

Risk Rating - H (High Risk), S (Substantial Risk), M (Modest Risk), N(Negligible or Low Risk)
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3. Possible Controversial Aspects:

None

G. Main Loan Conditions
1. Effectiveness Condition

1. A subsidiary agreement, satisfactory to the Bank, has been signed between the GoP and
FONCODES;

2. A Project Operational Manual, acceptable to the Bank, has been prepared;
3. The Project Steering Committee nominated and has participated in the project launch mission;
4. The financial management arrangements, satisfactory to the Bank, have been established by VMS

and FONCODES and have become operational;
5. The selection process of the independent auditors has been started.

2. Other [classify according to covenant types used in the Legal Agreements.]

H. Readiness for Implementation
l 1. a) The engineering design documents for the first year's activities are complete and ready for the

start of project implementation.
El 1. b) Not applicable.

13 2. The procurement documents for the first year's activities are complete and ready for the start of
project implementation.

Z 3. The Project Implementation Plan has been appraised and found to be realistic and of satisfactory
quality.

0l 4. The following items are lacking and are discussed under loan conditions (Section G):

1. Compliance with Bank Policies

I3 1. This project complies with all applicable Bank policies.
FO 2. The following exceptions to Bank policies are recommended for approval. The project complies

with all other applicable Bank policies.

Alexander E. Bakalian anny M. Leipzig Is I
Team Leader Sector Manager ountry Manager/Dlrector
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Annex 1: Project Design Summary
PERU: NATIONAL RURAL WATER SUPPLY AND SANITATION PROJECT

Key Performance Data Collection Strategy
Hierarchy of Objectives Indicators Critical Assumptions

Sector-related CAS Goal: Sector Indicators: Sector/ country reports: (from Goal to Bank Mission)
Contribute to economic Decrease in rural poverty Poverty assessments
growth and poverty reduction indicators
through the expansion of
sustainable access of rural
citizens to potable water
supply and sanitation services

Project Development Outcome / Impact Project reports: (from Objective to Goal)
Objective: Indicators:
Increase coverage and Number of people with access * Baseline survey prepared * Functioning WSS systems
sustainable use of water and to water and/or sanitation during subproject preparation allow communities to engage
sanitation services in rural service; 850,000 and follow-up surveys; in new income-generating
areas and small towns while ventures;
adopting improved hygiene Number of water systems Communities adopt basic
practices and training in O&M providing adequate service at hygiene practices promoted

community-level; 2500 by the project.
rehabilitated and 450 new
ones

Number of district
municipalities participating in
planning, monitoring
performance and provide
technical assistance to the
communities: 400

Percentage of beneficiaries
who have adopted improved
hygiene practices:
handwashing at critical times
and safe disposal of children's
stools: 60% in each
community

VMS policies implemented in
all projects: all rural water and
sanitation project;
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1 Key Performance | Data Collection Strategy
Hierarchy of Objectives J Indicators | . Critical Assumptions

Output from each Output Indicators: Project reports: (from Outputs to Objective)
Component:
Water supply and sanitation # of water systems Review of systems and quality a JASS are able to operate and
systems rehabilitated in rural successfully rehabilitated standards audit maintain systems;
areas within quality standards * Women and minority groups

actively participate in
# of new communities with decision- making;
60% or more sanitation
coverage

Water supply and sanitation # of water systems built within progress reports
systems built in rural areas quality standards

# of rehabilitated communities
with 60% or more sanitation
coverage

JASSs formed and trained in % of community members participatory M&E
O&M and community aware of hygiene implications
members practicing improved of clean water survey of community members
hygiene habits in water use

New management model (with % of successful delegation of Survey of pilot towns and * Beneficiaries are willing to
private operators) in place in contracts and implementation independent operators pay tariffs;
small towns effectively of WSS plans in pilot towns
participate in WSS service Review of contracts and WSS
delivery in small towns measures of financial implementation

sustainability of operators
Financial review

District municipalities # of municipalities trained and progress and audits reports * Private providers are
strengthened to provide the with capacity to provide TA to confident enough to
long-term technical assistance the communities sustain/expand their
in sustaining the water and participation in WSS service
sanitation services in the rural delivery;
villages

VMS is performing its role as VMS is effective at offering a Institutional assessment of * National government is
sector leader (planning, sector portfolio of services that DGS willing to apply VMS
information, policy & norms) comprises: financial policies and norms

5 5-year plans to expand to all WSS programs;
coverage and improve * National government
service; remains committed to VMS

adefinition of norms and adequately;
standards for the WSS sector;

* a sector information system
that is regularly updated and
maintained;

-29 -



- 30 -



Key Performance Data Collection Strategy
Heacyof Objectives Indicators Critical Assumptions

Project Components / Inputs: (budget for each Project reports: (from Components to
Sub-components: component) Outputs)
1A. Rehabilitation and * progress reports; * Counterpart funding is
expansion of water systems US$52 million - Bank disbursement data; available from GoP,
(i) Promotion/training/hygiene * Audit reports; communities and district
education/Engineering * Supervision mission municipalities;
Design/TA for municipalities Aide-Memoires and BTO * Community subprojects
(ii) design evaluation and reports prioritized based on demand;
works supervision * Integration of physical
(iii) works investments with training in

O&M, hygiene education and
long-term follow-up;

B. Construction of New Wide publicity campaign
Systems US$16 million creates a broad
(i) Promotion/training/hygiene understanding of program
education/Engineering Design rules and sufficient demand
(ii) design evaluation and for investments;
works supervision Close coordination between
(iii) works FONCODES, municipalities

and communities allows for
efficient implementation;

* Willingness of
municipalities to assume TA
role vis-a-vis communities

2. Small Town pilot project US$4 million * Willingness by
Management model and municipalities- to delegate
expansion/rehabilitation of the provision of WSS
water and sanitation systems services;

3. Capacity Building
Strengthening of the Vice US$2.0 million * Willingness and political
Ministry of Water / General opportunity for Vice
Directorate of Sanitation Ministry/ DGS to assume its
(DGSR) in its role of sector new role as sector leader;
leader, and other levels of
local governments

4. Project management, US$2.5 million
monitoring and evaluation,
equipment and audits
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Annex 2: Detailed Project Description
PERU: NATIONAL RURAL WATER SUPPLY AND SANITATION PROJECT

By Component:

Project Component 1 - US$68.00 million
1. RURAL WATER SUPPLY AND SANITATION

Under this component, PRONASAR will finance (i) the rehabilitation and expansion of existing water
supply systems (component 1A); and (ii) the construction of new water supply and on-site sanitation
systems (component 1B). To implement these actions, the project will finance Regional Operators (RO)
and Social Operators (SO) (functions described in section 1.0.1 below) that - in addition to providing
support to communities where new systems are being built or existing ones rehabilitated -- will also
strengthen existing JASS in communities that have functioning systems but face a low likelihood of
long-term sustainability, through the posting of an extension agent of the RO and the provision of
additional training in accounting, system repair and additional hygiene education for communities. RO's
and SO's would also provide technical assistance to district municipalities to enable them to provide
long-term technical and administrative support to JASS under their jurisdiction. This support is estimated
to reach about 400,000 people in some 1000 communities.

The project areas will comprise an initial group of 8 Departments (expected to include Huanuco-Pasco,
Piura, Huancavelica, Junin, Apurimac, Ayacucho, Arequipa and Lima) and will be expanded to 16
Departments in 2005 when JBIC financing for FONCODES water supply and sanitation investments in
Puno, Cuzco, Ancash, Cajamarca, Loreto, Ucayali, Madre de Dios and Amazonas runs out.

Within the project area, all small rural communities that (a) lack appropriate water and/or sanitation
infrastructure; (b) comprise no more than 2000 inhabitants and (c) are located in districts ranked as either
extremely poor, very poor or poor on FONCODES' poverty map are eligible for PRONASAR financing,
subject to the rules and procedures described below.

1.0.1 Main Actors

Implementation of the PRONASAR project marks a major transition for FONCODES from an entity that
effectively defined sector financial policy for a variety of sectors (rural roads, rural water supply,
construction of schools and other community infrastructure) in the 1990's and carried out investments
according to those policies to an implementation entity to carries out infrastructure and income
generation investments according to rules defined by Peru's line ministries. In line with this change and
consistent with evidence that shows that the sustainability of FONCODES' investments has been
compromised in the past by insufficient attention to community training, hygiene education and capacity
building, the FONCODES project cycle was revamped during project preparation.

Traditionally, FONCODES has used a host of individual consultants (project evaluators ("evaluadores"),
design engineers ("proyectistas"), resident engineers ("inspector residente'), project supervisors ("
supervisor de proyectos") etc.) to walk project communities through the design and construction process.
Scant attention was paid to community training and long-term follow-up / technical assistance to
beneficiaries.

As part of preparation PRONASAR has developed two new implementation models (the Improved
Traditional Model and the Regional Operator Model). The Improved Traditional Model will be used for
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all investments (in multiple sectors) carried out under the IDB-financed FONCODES m project as well
as in on-going FONCODES operations financed by JBIC (JBIC/Sierra and JBIC/Amazonia). The
Regional Operator Model, by contrast, will initially be launched for rural water supply in 4 Departments
targeted by the PRONASAR project (Piura, Junin, Apurimac and Ayacucho) and later rolled out to
other departments and other lines of investment. The basic actors and their roles under each of these
models may be summarized as follows:

* Improved Traditional Model

Promotion and subproject control functions carried out on behalf of the FONCODES regional office
(promotion of PRONASAR to districts and communities, evaluation of the basic feasibility of
different investments, evaluation of detailed designs, supervision of construction) are entrusted to
individual consultants contracted either for an individual community sub-project or for several at a
time. Community training & education and technical assistance during community self-construction
services carried out on behalf of project communities, are provided by a social operator, SO, (NGO
or other private entity) (for training, education and organization of water users associations) and by
individual consultants (for designs and technical assistance during construction).

This model differs from FONCODES' traditional approach in (i) a substantially increased emphasis
on community organization, training and capacity building; and (ii) the bundling of several services
formerly provided by individual consultants under the auspices of a Social Operator (NGO or other
private entity) that is awarded a regional contract and provides services on a demand basis.

* Regional Operator Model

Under this model, services performed on behalf of project communities ((i) initial promotion; (ii)
assessment of initial feasibility; (iii) system design; (iv) training and community. promotion; (v)
technical assistance during community self-construction; and (vi) ex-post technical support to
communities are entrusted to one Regional Operator (RO 1, (NGO or other private entity)) while
services Rerformed on behalf of the FONCODES regional office (evaluation of system designs,
supervision of works and hygiene education campaigns) are assigned to another Regional Operator
(RO 2). Both Regional Operators will receive umbrella contracts for a defined region in which they
will provide their services on a demand basis.

Figure 1 summarizes the provision of services under both models.
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Improved Traditional Model Regional Operator Model

Services provided to Regional Services provided to Regional
FONCODES office... FONCODES office...

C Initial project promotion REGIONAL OPERATOR NO. 2

Evaluation of basic feasibiity~ Evaluation of design

Supervision of works

C Evaluation of design ~Supervision of hygiene educatfon
campaigns

C SupMion of works _

Services provided to project communities... Services provided to project communities

SOCIAL OPERATOR
REGIONAL OPERATOR NO. 1

Community Training & Education
Initial project promoton

Continuous Community Promotion
Evaiuation of basic feasibility

Project Design

Community Training & Promotion

TA during Community Constructon

TA during Communit
Construction

KEY: CD Individual consultant
E J |NGO or other private entity

Figure 1: Main Actors under Improved Traditional Model and Regional Operator Model

1.0.2 Project Cycle

The project cycle is identical for components 1A and lB and can be broken down into three broad
phases: (i) Pre-investment; (ii) Investment; and (iii) Post-Investment. Each phase comprises a series .of
activities carried out jointly by beneficiary communities, district (and occasionally, provincial)
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municipalities, FONCODES, individual consultants, NGO's, skilled workers hired either by FONCODES
or comtnunities and Regional Operators (RO's) (see definition of Main Actors, above)

Pre-Investment

The pre-investment phase begins with a sector planning exercise by the Vice Ministry of Sanitation in
order to determine basic norms for investments in the RWSS sector, including a definition of the
financial terms to be offered by FONCODES to project municipalities and communities. Subsequently, a
targeting exercise ("focalizacion") is carried out by FONCODES that identifies districts with
exceptionally low water and sanitation coverage, poor health indicators and high concentrations of
indigenous populations within the areas of poverty previously highlighted on the poverty map. Next,
participative workshops involving district/provincial municipalities, rural community representatives and
FONCODES promoters are conducted in low-coverage districts to promote interest in the project and
identify demands for improved water and sanitation services in targeted districts (promotion). Individual
consultants hired by regional FONCODES offices (under the Improved Traditional Model) or RO 1
(under the Regional Operator Model) visit potential communities to establish the basic technical, social
and environmental viability of community investments, including water and sanitation. (initial technical,
social and environmental feasibility). Interested communities next form an implementation unit
("nucleo ejecutor", NE) that includes a supervisor ("fiscal") designated by the municipality (formation
of "nucleo ejecutor").Once the NE has been formed, communities submit a standard application form to
FONCODES and their municipal government in which they request water and/or sanitation investments
and affirm their agreement with basic project rules (PRONASAR rural WSS implementation
principles, see Figure 2).
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Criteria Observation

Eligible investments Construction, expansion or rehabilitation of water supply and sanitation
investments such as:
* Water supply : (i) rainwater harvesting systems, (ii) spring catchments,

(iii) boreholes or dug wells with handpumps, (iv) piped systems feeding
multi-family taps and/or household connections. Additional modules
(such as troughs for watering animals).

* Sanitation : (i) ventilated improved pit (VIP) latrines with a range of
superstructures, (ii) composting latrines; (iii) pour-flush toilets with a
range of superstructures; (iv) basic sanitation units (UBS) that integrate
a shower, sink and flush toilet.

Financing rules * Water supply (New systems):
World Bank: 60%
National Government: 10 - 20% (cash)
Municipalities: 10 - 20% (cash)
Communities: 30% of non-skilled labor (equivalent to about 10% of
project cost) + 3 months' O&M payment + non-skilled labor & local
materials for household connections

Water supply (System Rehabilitation and Expansion):
World Bank: 60%
National Government: up to 5% (cash)
Municipalities: 10 - 20% (cash)
Communities: 100% of non-skilled labor (equivalent to about 25% of
project cost) + 3 months' O&M payment + non-skilled labor & local
materials for household connections

* On-site single-household sanitation systems:
PRONASAR: Non-local materials (cement, rebar etc.)
Community: Non-skilled labor + local materials

Eligibility requirements *. Participation of entire community (men and women) in the decision
making for project implementation;

* Commitment of the community to participate in the environmental
protection actions to be determiined;

* Communities must have legal control over water source before WS
investments can proceed.

Cost recovery * Communities must agree to tariffs that cover at least O&M costs
requirements

Figure 2: PRONASAR rural WSS implementation principles

Community applications are then prioritized by a Municipal Coordination Roundtable ("Mesa de
Concertation"), a discussion forum chaired by the municipal government with participation from
communities, FONCODES and occasionally other actors (government agencies, NGO's etc.) active in a
given area. The Mesas de Concertacion prioritize works that will be backed and co-financed by the
district municipality using selection criteria that include (i) the poverty level of the community in terms
of Unsatisfied Basic Needs ("Necesidades Basicas Insatisfechas", NBI); (ii) other available local
indicators related to nutrition, education, health etc.; (iii) community structure and organization; (iv) the
absence of other assistance; and (v) the community's understanding of the project's financial rules and its
required contribution (Prioritization). The purpose of the Mesas is to ensure that competing requests for
assistance are prioritized in a transparent manner and that they form part of an integrated vision of
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development within the district (or provincial) territory. FONCODES will influence the decision making
process indirectly by presenting the municipality with a funding table that sets out its maximum support
levels (as a percentage of investment) for different types of community infrastructure. The FONCODES
funding table could be used to steer investments to poorer communities within a district or as a way to
incentivize particular types of investments.

Once a community sub-project has been selected, FONCODES and the NE sign a Pre-investment
Agreement ("Convenio de Preinversion") covering the social and technical design of the community
WSS system. Depending on the model (see section on "Main Actors" above), either a regional operator
(who has been awarded a contract by FONCODES for an entire department) or a social operator (NGO
or other private entity) working together with individual engineers will then walk the community through
the social and technical design process (Design) and help it to establish a water users association ("junta
administradora de los servicios de agua y saneamiento", JASS). Regional operators, social operators and
other individual actors will be previously trained in the PRONASAR approach and will be required to
present communities with a range of technical options and service levels within the investment ceilings
established for the project (see figure 2) and appropriate to the community's ability to assume O&M.

Once the social and technical design has been completed, a design evaluator (contracted directly by
FONCODES under the Improved Traditional Model or provided through RO 2 in Departments operating
under the Regional Operator approach) reviews it and recommends approval by FONCODES which signs
an Investment Agreement ("Convenio de Ejecucion") with the NE.

Investment

Under the terms of the Investment Agreement, communities will open sub-project bank accounts to
which FONCODES will transfer resources sufficient to cover (i) materials; (ii) the cost of a skilled
mason ("albanil'); and (iii) a fraction of the cost of unskilled community labor as specified in figure 2 for
the type of the investment to be undertaken (new systems vs. rehabilitation/expansion). FONCODES will
also provide communities with a resident engineer ("inspector") and social specialists, either through a
regional operator (RO 1) or through a social operator in conjunction with individual consultants. Under
their supervision, communities will hire a skilled mason for complicated construction tasks; and purchase
the materials required for construction. All other unskilled labor (mostly for the excavation of trenches
and the installation of pipes) will be provided by the community. In parallel with construction activities,
the regional operator (or the social operator) will provide the community with intensive hygiene
education and training in accounting, system operation and basic technical repairs. Once works are
complete, FONCODES and the district municipality verify the proper completion of the WSS system and
sign a Completion Certificate ("Acta de Terminacion de Obra") with the NE. On the basis of the
Completion Certificate, a project supervisor (hired individually by FONCODES under the Improved
Traditional Model or fielded by RO 2 under the Regional Operator Model) completes the final subproject
cost accounting and submits it to FONCODES for approval. Once the final accounting has been
approved, FONCODES formally transfers ownership of system assets to the JASS.

Post-Investment

The Regional Operator (RO 1 under the Regional Operator Model) or Social Operator (under the
Improved Traditional Model), working closely with the municipality will provide start-up assistance and
additional remedial training to the community for a period of 1 year during which the JASS will already
be operating its WSS system. At the end of this year, FONCODES will carry out a participative
evaluation of the subproject together with the community to identify strengths and weakness of the
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intervention and to refine the project cycle further. The JASS will operate the system during its useful
life with technical assistance from the municipality which will be strengthened separately for this
purpose by extension agents provided through the Regional Operator (RO 1, once operational)

1.1 Subcomponent 1A: Rehabilitation and Expansion of Existing Systems (US$52.0 million)

Under this component, the project will rehabilitate (and/or expand) water supply systems for
approximately 750,000 people in 2,500 communities and provide on-site sanitation for approximately
300,000 people using the project cycle outlined above. Many systems that were built in the past have
either fallen into disuse for reasons of poor management or parts of the system have outlived their useful
life. In many other cases communities have grown and the existing systems were unable to keep up with
rising demand.

1.2 Subcomponent 1B: Construction of New Systems (US$16.0 million)

Using the project cycle described above, this subcomponent will finance the construction of new water
supply systems (and on-site sanitation) for about 125,000 people in approximately 600 rural
communities. Water supply options include piped networks with house connections and/or multi-family
taps as well as improved point sources (capped springs, wells with hand pumps) and non-conventional
technologies (e.g. rainwater catchment systems).

Project Component 2 - US$4.00 million
2. WATER SUPPLY AND SANITATION IN SMALL TOWNS

Background. Peru is organized into 25 departments ("departamentos"), 194 provinces ("provincias") and
1821 districts ("distritos"). Of these 1821 districts, some 485 had district capitals with urban populations
between 2,000 and 30,000 inhabitants in the year 2000. Municipal governments administer water and
(occasionally) sanitation services directly for approximately 1.7 million people in some 283 of these
small district capitals, while 45 public water companies ("empresas publicas de saneamiento", EPS)
provide services in the rest. Many municipally operated systems are poorly managed as true operation
and maintenance (O&M) costs are hidden within general municipal budgets, staff are shared across a
variety of municipal departments to the detriment of systematic maintenance and tariffs are politically
fixed without regard to operational and investment requirements. Common problems include:

* poor maintenance of existing infrastructure and lack of funding for system rehabilitation and
expansion;

* low coverage, as low tariffs favor existing users while depriving the municipality of the
resources to extend service to the unconnected poor;

* frequent service interruptions (many municipalities provide only 1 to 6 hours of water supply
per day);

* poor operational and commercial efficiency as witnessed by high levels of non-revenue water
(NRW) and low bill collection rates;

Objective. The purpose of this component is to pilot alternative models of delegated service provision
(including but not limited to models that involve private sector participation) in about 12 small municipal
capitals on the basis of initial delegation experiences to be developed by the World Bank/UNDP Water
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and Sanitation Program (WSP/Andean Region) in approximately 8 municipal capitals with funding
(about US$ 4 million) from the Canadian International Development Agency (CIDA). The initial WSP
pilot will be carried out between mid-2002 and mid-2004, while the large-scale pilot proposed under this
component will be implemented between mid-2004 and mid-2008. In line with regional experiences,
water and sanitation services are expected to improve when district municipalities delegate service
provision to either autonomous public companies, users' cooperatives or private operators under a variety
of models.

Activities. Under this component the project would provide both (i) technical assistance to district
municipalities interested in delegating service provision to private operators or autonomous entities
(cooperatives, municipal companies etc.); and (ii) water/sanitation investment finance for district
municipalities that have signed delegation contracts. Eligible investments would include water supply
system rehabilitation and expansion, operational improvements, household latrines and other appropriate
sanitation solutions.

Project Component 3 - US$ 2.00 million
3. CAPACITY BUILDING

Background. The General Directorate of Sanitation (Direccion General de Saneamiento, DGS) was
created by Legislative Decree No. 908 ("Decreto Legislative No. 908, Ley de Fomento y Desarollo del
Sector Saneamiento") on 27 July, 2000 as the lead normative agency for the water and sanitation sector
and transformed into the Vice Ministry of Sanitation (VMS) in the Ministry of Transport,
Communications, Housing and Construction on 15 November, 2001. VMS comprises 4 divisions: the
General Directorate of Rural Sanitation (Direccion General de Saneamiento Rural, DGSR), the
General Directorate of Urban Sanitation (Direccion General de Saneamiento Urbano, DGSU), the
General Directorate of Sanitation - Normative Division (Direccion General de Saneamiento,
Normativa, DGSN) and Administrative and Financial Management Unit (AFMU, ex-PRONAP). The
DGSR has 3 broad responsibilities within the RWSS sector:

* definition of sector norms and technical standards;

* sector planing;

* monitoring of sector implementation agencies (FONCODES, municipalities, NGO's etc.).

Alongside the new VMS, other actors, including District Municipalities (which have responsability for
water supply and sanitation service provision within the area under their jurisdiction) and NGO 's
(operating under the project as Regional Operators and Social Operators) are playing an increasingly
important role in the water and sanitation sector as suggested in the description of component 1 above.

Objective. The purpose of this component is to strengthen DGSR in its role as sector leader and to build
the capacity of municipalities and NGO's to provide short, medium and long-term support to rural water
users associations JASS.

Activities. Under this component, consultants would be hired to strengthen DGSR in its role as sector
leader (e.g. by preparing policy and sector studies), train DGSR staff to assume their assigned functions,
finance the training, orientation and accreditation of the project's implementing agencies (including
municipalities, RO's, NGO's, contractors, artisans, etc.), carry out pilot studies on source protection and
the implementation of environmental guidelines, etc. In particular, project activities will include:
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* Initial orientation for Regional Operators (firms and NGO's) interested in participating under
the project;

* Continuous strengthening of Regional Operators and NGO's;

* Accreditation of local professionals and system operators;

* Implementation of a health and hygiene education campaign;

* A study of existing sewerage systems in rural areas;

* A pilot micro-credit scheme to help rural households to make the in-house sanitation
investments necessary to connect to existing sewerage schemes;

* Design of a Sector Information System and development of the associated software;

* A water shed protection study drawing on best practices from Peru and elsewhere;

* Consultancies to review infrastructure design standards and norms for service provision;

* A study to define the functions, products and organizational structure of the new DGSR in
detail;

* A study of household water consumption patterns in Peru's 3 major geographical regions (
costa, sierra and selva).

Project Component 4 - US$2.50 million
4. PROJECT MANAGEMENT, MONITORING, EVALUATION, AUDITS, AND
SUPERVISION

A project management unit (PMU) will be created under the Vice-Ministry of Sanitation (VMS) and
will receive overall direction from a joint VMS-FONCODES Steering Committee. This component will
finance the activities of the project management unit (PMU), including equipment & software,
contractual staff, external audits, the set-up and maintenance of financial management and project
monitoring & evaluation (M&E) systems, vehicles for FONCODES field offices, as well as special
consultancies.

VMS will be responsible for all procurement (hiring of consultants, purchase of office equipment for the
PMU etc.) under component 4, except for procurement directly benefitting FONCODES (vehicles for
FONCODES field offices, training of FONCODES field office staff in new implementation models and
approach etc.).

The VMS (or FONCODES) will provide office space and furniture for the PMU and will cover utility
expenses (water, electricity etc.).
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Annex 3: Estimated Project Costs
PERU: NATIONAL RURAL WATER SUPPLY AND SANITATION PROJECT

Local Foreign Total
Project Cost By Component US $million US Srnillion US $million

IA: Rehabilitation and Expansion of Existing Systems 52.00 0.00 52.00
1B: Construction of New Systems 16.00 0.00 16.00
2. Water Supply and Sanitation in Small Towns 4.00 0.00 4.00

3: Institutional Strengthening 1.00 1.00 2.00
4. Project Management, Monitoring, Evaluation and 1.30 1.20 2.50
Supervision
Unallocated 3.00 0.00 3.00
Total Baseline Cost 77.30 2.20 79.50
Physical Contingencies 0.00 0.00 0.00
Price Contingencies 0.00 0.00 0.00

Total Project Costs' 77.30 2.20 79.50
Front-end fee 0.50 0.50

Total Financing Required 77.30 2.70 80.00

Local Foreign Total
Project Cost By Category US $millton US $million US $million

Goods 0.00 0.50 0.50
Works 45.50 0.00 45.50
Services 31.80 1.70 33.50
Training 0.00 0.00 0.00

Total Project Costs1 77.30 2.20 79.50
Front-end fee 0.50 0.50

Total Financing Required 77.30 2.70 80.00

Identifiable taxes and duties are 0 (US$m) and the total project cost, net of taxes, is 80 (US$m). Therefore, the project cost sharing ratio is 62.5% of
total project cost net of taxes.
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Annex 4 Economic Analysis
PERU: NATIONAL RURAL WATER SUPPLY AND SANITATION PROJECT

Introduction

The primary objective of the Program is to increase coverage and effective use of sustainable water
and sanitation (WSS) services in rural areas. To achieve this objective, the Program will provide
new or rehabilitated drinking water facilities to about 620,000 people in about 3,000 rural
communities and will promote improved household sanitation and hygiene practices. Responsibility
for operation and maintenance costs will be assigned to the beneficiaries who will also contribute
cash and labor to capital costs, for project implementation.

The project is designed requiring communities to participate actively during the project cycle, they
will choose their preferred level of service from a menu of options, according to project costs and its
associated contributions. The selection of specific investments will be subject to negotiations among
prospective users and municipalities, which are required to co-finance the investment. The final size
of the community and the level of service that will be achieved is not known at this point, and would
be determined during project implementation. However, the project design ensures that technidal
solutions would be economically viable. Agreement to project rules regarding cost recovery is a
prerequisite for project participation. In particular, the project rules require that user charges cover
operation and maintenance expenses, and that communities confirm and demonstrate their
willingness to adopt these charges by paying a cash contribution equivalent to their future monthly
bill during the pre-investment and construction phase. To ensure that investments are and remain
economically viable, sub-project performance will be monitored and information collected on a
continuous basis.

Conceptual basis for assessing economic benefits

In rural areas, consumers use water for drinking, cooking, bathing, washing and productive uses, such
as cooking for sales, construction and so forth. A distinction between residential and commercial
users is not made. The water quality required depends on the purpose or use. Brackish water might
be acceptable for washing but not for drinking. People in the rural areas rely on a variety of
traditional sources, such as rivers, ponds, springs and rain water. Both the quality and price (time) of
water from these sources are different, and each water source serves different needs. When
alternative sources, such as wells, boreholes, and piped water systems become available, they are
potential substitutes for water from other sources.
The incremental quantity of water supplied under a project can be divided into two parts: one part
replaces the previous sources and quantity of water used, the other part is a net increase in water
consumption. In this context, the benefit of the first part is equal to the savings of economic costs of
consumers who no longer use the former water sources. These include time savings, reduced costs
for alternative purification methods such as boiling the water, substitution of more costly sources
such as bottled water and water tankers, and reduced costs for health related expenditures due to
water borne diseases. The benefit of the second part is equal to the area below the demand curve
between the with-project and without-project use of each consumer.

Methodology
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A detailed economic cost-benefit analysis was conducted for a sample of 11 potentially eligible
rehabilitation subprojects. This sample represents different types of technological options to be
financed from the Sierra region. The size range of the systems analyzed was between 27 to 400

connections, (in all cases households expressed their preference for a house connection, so there is a

1 to 1 relation between number of households and estimated number of connections in each
community).

To estimate the benefits for increased water consumption due to improved water quality, more

reliable and lower cost water service provided by the project, a profile of consumption patterns
which indicate the quantity of water used and the amount of time and/or money spent for water from

different sources was used. This data was collected by applying surveys to potentially eligible

communities with water services to be rehabilitated. The benefits for resource savings were

estimated from the surveys, basically time savings and other costs (monetary and non-monetary)
reported in the interviews. Based on this information, it can be expected that where treatment
systems are in place, households would replace most consumption from other sources with new piped

water supply. For PRONASAR projects it was assumed that all other sources would be replaced by

the PRONASAR source. Health benefits known to users are captured in their willingness to pay for

good quality water; additionally, reduction in costs related to water borne diseases (diarrhea) were

assessed based on the frequency of occurrence and monetary expenditures (in the last two weeks of
the survey) by the potential beneficiaries. Survey results showed, however, that illness-related
monetary expenditures were not significant, and can therefore be excluded from the analysis. The

time lost (related to the episode) was not quantified.

The estimation of a Program rate of return was not attempted here; such a calculation would be based

on an assumed distribution of community choices of capital investments. It was considered more

important to establish that each of these possible choices generates acceptable economic returns. The

results of the economic cost benefit analysis of the sample projects (NPV and EIRR) will be used to

design the eligibility criteria for the sub-projects to be financed during the implementation phase and

the financial policy of the Program.

Summary of Benefits and Costs:

The major benefits of the program are improved water services to approximately 500,000
beneficiaries in about 2,500 rural localities nationwide receiving rehabilitated infrastructure, and to

approximately 120,000 in 500 localities benefiting from new systems. These include direct user

benefits: resource savings (time savings and savings that result from the elimination of individual
water treatment, e.g. the cost for boiling water), benefits from increased water consumption estimated

by the willingness to pay for the increased consumption, for users who without the project would use

less effective and more costly alternatives (such as rivers, springs, etc.) and health benefits.
Additionally, it is expected that about 625,000 people in about 2,500 localities will benefit from the

hygiene education and from the support to their water users association through the capacity building

component.

The project is designed to be demand driven and offers new and rehabilitated WSS infrastructure to

communities that express a willingness to participate. Technical solutions will be designed so that

beneficiaries can meet the variable costs associated with the level of service they select. Direct

beneficiaries will also be required to contribute in cash and labor to cover part of the investment

costs. PRONASAR also focuses on achieving service sustainability, through intensive user
education in hygiene and effective use, administration, operation and maintenance of the systems,

and the use of an extended project cycle that includes continued support after construction for about
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two years. Thus, it is highly probable that user benefits will be realized over time, as shown by the
World Bank report "Making Rural Water Supply Sustainable: Recommendations from a Global
Study".

Additional benefits are expected from the on-site sanitation component, although these will not be
quantified. Rather least-cost analysis of the alternatives and cost-effectiveness criteria will be used
for investment decisions. The strategy calls for strong promotion and demand generation of user
investment in sanitation, low levels of subsidy, targeted coverage levels of at least 60 percent of
households per community to achieve full health impacts and promoting a wider range of lower cost
options. These should bring additional positive health benefits to the communities.

In the absence of detailed engineering designs for the projects in the sample, indicative costs from
previous experience in the country, and estimates from Bank staff engineers were used. The costs
included in the analysis were: (i) capital investment costs, (ii) recurrent costs (operations,
maintenance and depreciation), (iii) institutional development costs, and (iv) community
development costs (organization, training and hygiene education). All transfers, including taxes and
subsidies were excluded from the analysis. All costs included were adjusted to reflect economic
prices using conversion factors calculated by Ministry of Economy and Finance (MEF). All costs
and benefits were discounted at rate of 14%, as required by MEF, which estimated that the
opportunity cost of capital in Peru is 14%.

The main results of the economic analysis of the sample are presented in Table 1. Of the 11
subprojects evaluated, seven were economically viable, with an average economic rate of return of 71
% and an average net present value of US$ 10,940. The calculation of an overall rate of return for
the Program was not attempted here, such a calculation would be based on an assumed distribution
of community choices of capital investments. It was considered more important to establish that each
of these possible choices generates acceptable economic returns. The returns of the Program will be
estimated ex-post and results will be monitor to ensure sustainability of the financed subprojects. The
results of the economic analysis of the sample of projects were used to design the eligibility criteria
for the subprojects to be financed during the implementation phase and the financial policy of the
Program.

Table 1. Results of the Economic Cost-Benefit Analysis of the Sample

System Population Net Present Economic
(2001) Value Internal Rate

(US$) of Return
Rejopampa 1650 $15,431 31.0%
La Lechuga 318 $5,903 39.7%
Poro Poro* 375 ($724) 11.1%
Poroporito* 185 ($4,626) -

Campo Alegre* 600 ($570) 8.1%
Sunimarca* 400 $195,278 1200.6%
Pacachupa 600 $28 14.1%
Hanajquia 375 $20,255 137.2%

Paucarcolla 700 $8,173 103.8%
La Florida 283 $15,842 102.4%

Choguechambi* 265 ($84) 13.5%
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(*Not included in the calculation of the average NPV and IRR)

Sensitivity analysis:
A sensitivity analysis for all major assumptions was conducted to feasible subprojects. It showed that
the results from the economic analysis are robust. Results show the robustness of the results. These
results will be taken into consideration for the operational manual and for the design of
cost-effectiveness indicators, based on per capita investment costs.

Population growth rates: When designing infrastructure projects for small rural communities, there
is a risk of over-estimating population growth rates due mainly to migration to urban areas. For that
reason, a conservative scenario in which existing population remains constant (zero growth rate) was
simulated. Results are presented in Table 2. Results show that in most of the viable projects (except
Pacachupa) results from the economic analysis are robust, and projects will remain viable even if
current population remains constant.

Cost overruns: Switching value analyses were made for all feasible subprojects, to find the maximum
increase in investment and operation and maintenance cost that would allow the project to remain
economically feasible. The results for each subproject are presented in Table 2. These analyses
showed that most projects (except Pacachupa) will be viable even after large investment or operation
and maintenance cost overruns.

Table 2. Sensitivity analysis - Po 3ulation Growth Rates and Cost Overrun
Subproject Scenario with % of max. investment % of max. O&M cost

constant cost overrun for a overrun for a feasible
population NPV feasible project project (NPV = 0)

(US$) (NPV = 0)
Rejopampa $13,931 98% 521%
La Lechuga $5,358 148 240%
Sunimarca $186,290 4,673% 5,501%
Pacachupa ($541) 1% 0%
Hanajquia $19,072 619% 571%
Paucarcolla $7,608 473% 276%

Economic eligibility criteria:

To estimate the economic viability of the projects that were not evaluated during appraisal, values
for cost-effectiveness indicators were estimated. During the implementation phase, for the new
projects to be considered these indicators will be calculated and will be compared to the critical
values that resulted from the detailed cost-benefit analysis. These critical values were calculated
using an econometric regression in which the dependent variable was the net present value as a
function of an indicator of the economic benefits from resource savings (average time spend fetching
a m3 of water). Model efficiency is high (91%) as it predicts correctly 10 of the 11 outcomes, with
no errors of exclusion, only a project marginally unfeasible (ERR of 13.4%) was incorrectly
predicted by the model, it was included as eligible for investment.

The maximum investment cost per connection for a subproject to be economically viable was
determined from the following relation:
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0.7
Investment cost/connection = 166.8 * (time spend/m3) - O&M costs

Results showed that on average, the critical value for the investment cost per connection for an
economically feasible rehabilitation project was US$ 326 for gravity systems of up to 500
inhabitants and US$ 365 for population between 500 and 2,000. All details will be part of the
Operational Manual. A detailed Monitoring and Evaluation mechanism is being designed to allow
the team to verify progress in the achievement of the development objectives of the program and 'to
conduct a detailed ex-post analysis, being able to quantify the main impacts of the project, which will
also be incorporated to the Operational Manual.

During implementation, the economic viability of the subprojects will be determined applying this
relation, with the objective of reducing time and preparation costs, and having an explicit
methodology for increased transparency. When subprojects are not feasible, projects should be
redesigned lowering the level of service, regional systems could be considered or investments
postponed until a higher population can benefit from the project. To ensure that the application of
the eligibility criteria is resulting in viable economic projects, some ex-post evaluations will be
conducted each year, starting on the second year. This information will be used to refine the design
of the eligibility criteria, and to monitor economic performance of financed investments.

Other benefits for the poor:
The Program has been design following a demand driven approach as explained above. To ensure
that benefits for the poor are not reduced by this approach, the project has an specific component for
promotion and education at the community level with the aim of helping them improve the way they
organize and associate, thus contributing to increased social capital (civic association), and reducing
the moral hazard associated with the idea that only well-organized communities will be able to
participate. Trust, the other major element in social capital would also be developed through women's
involvement that is an integral part of project design at the commnunity level.
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Annex 5: Financial Summary
PERU: NATIONAL RURAL WATER SUPPLY AND SANITATION PROJECT

Years Ending
2008 (FY)

In US$ million

_,P,E E M IE T;I§P,E R Q D;1 -A Pg i tH -
I Year 1| Year 2 | Year 3 | Year 4 | Year5 Year 6 | Year 7

Total Financing Required
Project Costs
Investment Costs 1.2 9.9 17.4 22.0 19.1 9.9 0.0
Recurrent Costs 0.0 0.0 0.0 0.0 0.0 0.0 0.0

Total Project Costs 1.2 9.9 17.4 22.0 19.1 9.9 0.0
Front-end fee 0.0 0.1 0.1 0.1 0.1 0.1 0.0

,Total Financing 1.2 10.0 17.5 22.1 19.2 10.0 0.0

Financing
IBRDAIDA 1.0 6.0 11.0 14.0 12.0 6.0 0.0
Government 0.2 1.4 3.1 3.5 2.9 1.4 0.0

Central 0.0 0.0 0.0 0.0 0.0 0.0 0.0
Provincial 0.0 0.0 0.0 0.0 0.0 0.0 0.0

Co-financiers 0.0 0.6 1.1 1.2 1.3 0.7 0.0
Municipalities
Beneficiaries 0.0 1.0 1.3 2.4 2.0 0.9 0.0
CIDA 0.0 1.0 1.0 1.0 1.0 1.0 0.0
Total Project Financing 1.2 10.0 17.5 22.1 19.2 10.0 0.0

Main assumptions:
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Annex 6(A): Procurement Arrangements
PERU: NATIONAL RURAL WATER SUPPLY AND SANITATION PROJECT

Procurement

Procurement will follow the World Bank guidelines for procurement of goods, works and services:
"Guidelines: Procurement under IBRD loans and IDA Credits", published in January 1995 (revised
January/August 1996, September 1997 and January 1999); and the employment of consultants in
accordance wit the "Guidelines: Selection and Employment of Consultants by World Bank Borrowers"
published in January 1997 (revised in September 1997 and January 1999) and the provisions stipulated in
the Loan Agreement.

Procurement will be carried out by two implementing agencies (the Vice-Ministry of Sanitation, VMS
and FONCODES). VMS through the project management unit (UGP) as supported by VMS'
Administrative and Financial Management Unit (AFMU, ex-PRONAP) will be responsible for
procurement under components 2, 3 and part of component 4 (mostly individual consultants and a small
number of consulting firms with only limited procurement of goods and works). FONCODES, on the
other hand, will implement component 1 and part of component 4 and all associated procurement (mostly
small works contracted directly by communities, consulting contracts for NGO's/consulting firms that
will act as Regional Operators and some goods).

Procurement methods (Table A)

1) Procurement methods are summarized in table A and described below.

Procurement of Civil Works

* FONCODES: Because of the small size of civil works financed by the project under component 1
and the dispersed locations of many of the communities in which FONCODES works, neither
International Competitive Bidding (ICB) nor National Competitive Bidding (NCB) is expected for
civil works. Direct contracting by the community (to pay skilled masons and to pay for community
labor at rates established by FONCODES) would be the default procurement method for amounts up
to US$60,000 up to an aggregate amount of US$40 million. This method of direct conmmunity
contracting through a nucleo ejecutor (a recognized legal entity formed by members of the
community to support subproject implementation) has been used effectively by FONCODES under
Bank projects in the past and it will be continued under PRONASAR to encourage community
participation in project execution, and ensure community commitment to project sustainability. All
proposed community works are carried out on the basis of engineering designs and budgets reviewed
and approved by FONCODES. Construction costs are compared to a regional unit price index which
is adjusted regularly.

For works above US$60,000 but below US$250,000 up to an aggregate amount of US$3.5 million,
lump sum fixed price contracts awarded on the basis of at least three quotations would be used on
the basis of standard bidding documents and contract forms acceptable to the Bank.

* VMS: Starting in the third year of the project and after a pilot project for the delegation of water and
sanitation service provision in district and provincial capitals has been carried out separately with
CIDA financing, VMS may procure a small amount of civil works (extensions and rehabilitations of
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water supply and sanitation systems) in district capitals to provide an incentive for municipalities that
delegate their services. These civil works, too, would be carried out under lump sum fixed price
contracts awarded on the basis of at least three quotations as described for FONCODES above, using
standard bidding documents and contract forms acceptable to the Bank. Works would not exceed
US$250,000 per contract up to an aggregate amount of US$2 million.

Procurement of Goods

* FONCODES and VMS: Goods (such as construction materials) for the construction of the water
supply and sanitation systems (component 1) will be procured as part of the civil works described
above when contractors are used (above US$60,000 per contract). Otherwise, communities will use
direct contracting to single source construction materials costing less than US$30,000 equivalent per
contract. ICB (for goods purchases above US$250,000) or NCB (for goods purchases smaller than
US$250,000 up to an aggregate amount of US$400,000) would be used for vehicle and major office
equipment purchases. National shopping (for goods purchases smaller than US$75,000 up to an
aggregate amount of US$100,000) would be used by both FONCODES and VMS under component 4
for training materials and supplies as well as office and administrative equipment.

Procurement of Consulting Services

* FONCODES and VMS: Consulting services would be procured following the Bank's Consultant
Guidelines, using standard contracts. They are expected to include contracts for regional operators
(RO's), studies, training programs, the design of promotional and information materials for the
beneficiary population, technical assistance, ex-post evaluations of subprojects, beneficiary
assessments, auditing services, training of FONCODES and VMS personnel, local government and
NGO representatives and community participants in subprojects. The method of choice for hiring
firms will be the quality cost based selection (QCBS) method for contracts estimated to cost more
than US$100,000 and consultants qualification for contracts estimated to costs less than US$100,000.
Extemal audits (also below US$100,000 per contract) will be bid using the Least Cost Selection
(LCS) method. For individual consultants, the Bank will review TOR's, draft contracts, and CV's for
assignments above US$50,000, but only TOR's and CV's for contracts below US$50,000.

2) Assessment of Agency Capacity to implement Procurement

FONCODES

As part of project appraisal, the Bank team carried out an agency capacity assessment exercise at
FONCODES aimed at reviewing its current capacity and assigning an adequate level of risk to administer
procurement functions and other administrative related tasks.

This Govemment agency has managed Bank-financed projects in the past with satisfactory results and
this assessment exercise has confirmed that it has adequate capacity to manage project procurement in a
satisfactory manner. As a result of the findings identified, an AVERAGE risk level has beent assigned to
this implementing agency, and a specific plan of actions defined for implementation. This plan shall be
referred as "Procurement Improvement Action Plan" in the Loan Agreement. Implementation of the latter
tool will aim at improving overall performance and thus reducing its current level of risk to carry out
procurement functions, and Bank supervision efforts as well. Therefore, upgrading of the assigned risk
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assessment level will be contingent, primarily, on successful implementation of activities included in
each action plan.

Among common relevant risks identified at the agency are the lack of an integrated MIS which could be
otherwise helpful in monitoring and controlling project performance, decision making and progress
reporting. Therefore, implementation of a MIS has been included in the proposed improvement action
plan. Also, FONCODES needs to increase its current capacity to organize, manage and file project
documents in order to enable project auditing and Bank supervision tasks. Preparation of TOR for the
contracting of specialized consultants and the implementation of a modem and professional filing system
are tasks incorporated in the agency's proposed action plan. Provision of Bank procurement training is
strongly recommended since it has not been made available at the agency since early 1999, as reported by
agency staff involved in project procurement. Staff turnover, as a result of changes introduced by the
new Government administration in FONCODES is another element that justifies to a large extent the
delivery of Bank procurement training.

Specific activities, like overall review and adjustment of its project cycle have been included in the
proposed action plan as key to ensuring adequate component coordination and successful implementation
of tasks to be executed directly by project participating communities. Primary review objectives should
focus on fine-tuning the role of FONCODES as implementing agency of the infrastructure component
and on increasing the quality/frequency of works supervision; monitoring of procurement processes
directly executed by participating communities; and in the use of funds transferred by FONCODES.

The Procurement Improvement Action Plan proposed is included in this Annex as an Attachment and.
implementation of several activities included therein shall be incorporated in Section m of the Loan
Agreement as a condition of compliance during project implementation.

VMS

A Supplementary Agency Procurement Capacity Assessment was conducted by the Bank team on the
VMS, which will implement procurement under components 2, 3 and part of component 4 through the
UGP with support from its Administrative and Financial Management Unit (ex-PRONAP). Given (i) the
ex-PRONAP's long experience with consultant selection and goods procurement under internationally
financed operations (1DB, JBIC) and its corps of competent, adequately paid staff; as well as (ii) the fact
that it will hire mostly individual consultants and a small number of consulting firms with only limited
procurement of goods and works (by national shopping) under the PRONASAR project, overall
procurement risk is deemed to be AVERAGE for VMS as well.

Two procurement strengthening actions ((a) procurement training for key staff, especially for consultant
selection and (b) creation of a project web site with information on past, present and future procurement
processes) were added to the Procurement Improvement Action Plan discussed above.
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Table A: Project Costs by Procurement Arrangements
(US$ million equivalent)

Procurement Method
Expenditure Category ICB NCl3 . Other' N.B.F. Total Cost

1. Works 0.00 0.00 45.50 0.00 45.50
(0.00) (0.00) (22.30) (0.00) (22.30)

2. Goods 0.00 0.00 0.50 0.00 0.50
(0.00) (0.00) (0.50) (0.00) (0.50)

3. Services 0.00 0.00 33.50 0.00 33.50
(0.00) (0.00) (26.70) (0.00) (26.70)

4. Miscellaneous 0.00 0.00 0.00 0.00 0.00
(0.00) (0.00) (0.00) (0.00) (0.00)

5. Front-end fee 0.00 0.00 0.50 0.00 0.50
(0.00) (0.00) (0.50) (0.00) (0.50)

Total 0.00 0.00 80.00 0.00 80.00
(0.00) (0.00) (50.00) (0.00) (50.00)

"Figures in parenthesis are the amounts to be financed by the Bank Loan. All costs include contingencies.
2t Includes civil works and goods to be procured through national shopping and direct contracting, consulting services,

services of contracted staff of the project management unit, training and technical assistance services.
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Table Al: Consultant Selection Arrangements (optional)
(US$ million equivalent)

Selection Method
Consultant Services

Expenditure Category QCBS QBS SFB LCS CQ Other N.B.F. Total Cost
A. Firms 28.50 0.00 0.00 0.15 1.85 0.00 0.00 30.50

(22.70) (0.00) (0.00) (0.12) (1.48) (0.00) (0.00) (24.30)
B. Individuals 0.00 0.00 0.00 0.00 0.00 3.00 0.00 3.00

(0.00) (0.00) (0.00) (0.00) (0.00) (2.40) (0.00) (2.40)
Total 28.50 0.00 0.00 0.15 1.85 3.00 0.00 33.50

_ (22.70) (0.00) (0.00) (0.12) (1.48) (2.40) (0.00) (26.70)

1\ Including contingencies

Note: QCBS = Quality- and Cost-Based Selection
QBS = Quality-based Selection
SFB = Selection under a Fixed Budget
LCS = Least-Cost Selection
CQ = Selection Based on Consultants' Qualifications
Other = Selection of individual consultants (per Section V of Consultants Guidelines), Commercial
Practices, etc.
N.B.F. = Not Bank-financed
Figures in parenthesis are the amounts to be financed by the Bank Loan.
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Prior review thresholds (Table B)

Table B: Thresholds for Procurement Methods and Prior Review'

Contract Value Contracts Subject to
Threshold Procurement Prior Review

Expenditure Category (US$-thousands) Method (US$ millions)
1. Works < $250,000 Quotations from at least 3 First 2 contracts

local contractors

< $60,000 Community procurement None
2. Goods > US$250,000 ICB All

< US$250,000 NCB First contract

< US$75,000 Quotations from at least 3 First 2 contracts
providers

< US$30,000 Community procurement None
3. Services

Firms > US$100,000 QCBS All

< US$100,000 CQ or LCS First 2 contracts
Individuals

> US$50,000 Bank's Guidelines for All
Individual Consultants

< US$50,000 Bank's Guidelines for Prior review restricted to
Individual Consultants ToRs and CV's

Total value of contracts subject to prior review: US$29.5 million

Overall Procurement Risk Assessment

Average

Frequency of procurement supervision missions proposed: One every 6 months (includes special
procurement supervision for post-review/audits)

1Thresholds generally differ by country and project. Consult OD 11.04 "Review of Procurement
Documentation" and contact the Regional Procurement Adviser for guidance.
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Annex 6(B) Financial Management and Disbursement Arrangements
PERU: NATIONAL RURAL WATER SUPPLY AND SANITATION PROJECT

Financial Management

1. Summary of the Financial Management Assessment

The overall project financial management will be carried out by the Vice-Ministry of Sanitation (VMS)
The VMS will be responsible for the project's Special Account. FONCODES will receive Government

counterpart funds directly from MEF and the VMS will transfer funds to FONCODES from the project's
special account. FONCODES will maintain its financial management system to provide inputs to the
VMS. The financial management arrangements for both FONCODES, because of the significance of the
amounts implemented by this agency, and the VMS, which is responsible for recording keeping, control
and reporting,, have been assessed by FM specialists on the Bank team and found to be acceptable,
although the arrangements to control the disbursements from VMS to FONCODES are pending and must
be presented to the Bank before effectiveness (the complete financial assessment report is on files in the
Bank's IRIS system). VMS will consolidate overall project financial management information and
manage the Special Account as discussed below in the Special Account Section. The objective of each
assessment was to determine if FONCODES and the VMS have the capacity to properly manage and
account for all project proceeds and to produce timely, accurate and reliable financial monitoring reports
for use in project monitoring and for submission to the World Bank.

2. Audit Arrangements

The Project accounts, including contracts and their modifications and amendments, as well as the
deposits and withdrawals from the Special Account and the use of SOEs will be audited each year by an
independent auditing firm acceptable to the Bank and under terms and conditions satisfactory to the Bank
which will include a management letter on the internal control structure. In addition, the Bank will be
provided with annual financial statements and entity audits for FONCODES. Annual audit reports with
the related statements will be submitted to the Bank within six months of the end of the Borrower's fiscal
year. All supporting records will be maintained at the project site for at least one year after the
completion of the project. The Bank's Audit Guidelines will be used by the Borrower in determining the
format and content of the annual financial statements and in preparing the audit TORs. Auditors will be
appointed within three months of effectiveness. Finally, annual technical audits will be carried out on the
works financed by the community grants in line with a sample size and selection criteria set out in the
Operational Manual. The external audit of the project accounts will be financed by the loan proceeds
(excluding, however, the entity audit of FONCODES).

ni ___
Entity Annual within 6 months of fiscal year closing
Project Annual within 6 months of fiscal year closing
SOE Annual within 6 months of fiscal year closing
Special Account Annual within 6 months of fiscal year closing
Technical project audits Annually, the sample size and selection criteria

will be set out in the Operations Manual

3. Disbursement Arrangements

Disbursements under the project will be transaction-based (i.e. against SOE's or full documentation,
direct payments or special commnitments).
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Deposits into the Special Account and replenishments up to the authorized allocation set out in the Legal
agreement and the Disbursement letter, would be made on the basis of Applications for Withdrawals
accompanied with the supporting and other documentation specified in the Disbursement Handbook. As
a condition of effectiveness, the VMS has to provide the Bank with the detailed procedures on the control
of the disbursements to FONCODES and how it will ensue compliance with the rules on the use of the
Special Account in regards to documenting withdrawals within 30 days.

Allocation of loan proceeds (Table C)

Table C: Allocation of Loan Proceeds

Expenditure Category Amount in US$million Financing Percentage
Community projects (works and goods 22.30 60%
under components 1 and 2)
Goods (under component 4) 0.50 100% of foreign and 80% of local

expenditures
Consultant services 26.70 80%

Total Project Costs 49.50

Front-end fee 0.50

Total 50.00

Use of statements of expenditures (SOEs):

Disbursements will be in accordance with the guidelines set out in the Bank's Disbursement
Handbook. All applications to withdraw from the loan will be fully documented, except for contracts
not subject to prior review and community subprojects for which reimbursement will be made against
certified statement of expenditures (SOEs). The VMS will be responsible for preparing withdrawal
applications on the basis of SOEs prepared by FONCODES (for expenditures under component 1 and
part of component 4) and the VMS itself (for components 2, 3 and part of 4) and consolidated by the
project management unit for submission to the Bank. This documentation will be retained along with
all other supporting documentation for review by Bank supervision missions and independent
accredited auditors. Beginning, no later than three months after effectiveness, VMS will prepare
quarterly Financial Management Reports (FMR) for the purpose of reporting project implementation
but not as a requirement for disbursement to the Special Account. The FMR should comprise at least
the following:

* A financial section comprising Sources and Application of Project Resources and a
Statement of Investment by Project Component reporting the current quarter and the
accumulated operations against plan.

* An output monitoring section that: (i) describes physical progress in the implementation of
the project, both cumulative and for the period covered by the report and (ii) explains
variances between the actual and previously forecast implementation targets.

* A procurement section setting forth the status of procurement under the project and
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expenditures under contracts financed out of the proceeds of the loan, as of the end of the
period covered by the report.

Special account:
Special Account. VMS will open and maintain a separate Special Account in US Dollars on terms and
conditions satisfactory to the Bank, including appropriate protection against set-off, seizure and
attachment. The authorized allocation, sufficient for about four months of financeable expenditures, will
be US$3 million, with an initial deposit of US$ 1 million until cumulative disbursements reach a total of
US$4 million. VMS will control the use of the Special Account and be responsible for preparing
disbursement requests. Documentation supporting SOEs will be prepared by FONCODES and VMS and
consolidated by the project management unit (UGP) which will retain copies to be made available for
examination by Bank staff during project supervision missions.

Flow of Funds. VMS will transfer loan proceeds required for the implementation of component 1 (and a
part of component 4) from the Special Account to a Project Account opened by FONCODES in the
Banco de la Nacion (in Soles) from which payments in Soles will be effected. Counterpart funding for
FONCODES-implemented components will flow directly from the Ministry of Economy and Finance
(MEF) to the service providers at the request of FONCODES. Separate disbursement will be made from
each source to project community accounts or to suppliers. For the water supply and sanitation
infrastructure to be constructed under component 1, communities selected for the project will form
implementation units ("nucleo ejecutor") that will open community bank accounts with help from

FONCODES and the regional implementation entity. Once engineering designs have been completed
and costed, local FONCODES offices will request a transfer to the community bank account. There are 4
signatories on FONCODES Bank accounts, two signatures are required on all checks and payment
orders: the Administrative and Financial Manager, the Treasurer, the sub Treasurer and the Head of
Projects Unit.

VMS will make payments directly from the Special Account to consultants, suppliers and contractors
hired under components 2, 3, and part of component 4. VMS will request MEF funds for the counterpart
funding for the components under its responsibility from MEF and transfer them to eligible consultants,
suppliers and contractors separately.

Details of the flow of funds and financial information are presented in figure 1.
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Information on project implementation MEFWl

...... urement, aisbursements etc.) BANK

l DGSRIUGP Counterparl

uss Funds for VM5

Special Account

PRONAP { Specil ME unts On-lending Agreement VMS-FONCOD CS

L 11 * SOLES ~~~~~~~~~~~~~~~~~Counterpartt
A SOLES ~~~~~~~~~~~~~~~~~Funds for

FONCODES

Consolidated informnation on

.. .. ......... . .. FONCODES
VMS executes project the iniplemenianon of comp I
components 2, 3, and

part of4 directly and prn ol component 4i - E MEF funds:

FONCODES executes
component I and part of

component 4

VMS: Vice-Ministry of Sanitation (Viceministerio de Saneamiento)
DGSR: General Directorate of Rural Sanitation (Direcci6n General de Saneamniento Rural)
UGP: Project Management Unit (Unidad de Gesti6n del Proyecto)
MEF: Ministry of Economy and Finance (Ministerio de Economta y Ftnanzas)
PRONAP: Programa Nacional de Agua Potable y Alcantarillado.

Figure 1: Flow of Funds for Project Implementation

Notes:

* FONCODES pre-fmance the share of eligible expenditures under the loan and then request the
Ministry for reimbursement (in soles) out of the Special Account (preferable method);

* Or, the Ministry could advance funds (in soles) out of the Special Account to FONCODES based on
an estimate of eligible expenditures which in any case should not exceed more than 30 days.
FONCODES will then document the advance to the Ministry taking into account the period of not
longer than 30 days. The Ministry should not advance funds to FONCODES as a "fondo rotatorio"
(i.e. as a sub-account) and the exchange rate to be used in the W/As will be the date the advance was
made to FONCODES;
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ACTION PLAN PROPOSED FOR IMPROVEMENT IN PROCUREMENT

FONCODES

ACTIVITY SPECIFIC ACTION PROPOSED COMPLETION
DATE

1. Procurement Planning 1.1. Submit a Procurement Plan for the first By end of Appraisal - complied
year of project implementation

2. Project Management 2.1. Develop and implement a modular PMIS March 30, 2003
Information System (PMIS) (includes a module for contract administration)
3. Management of Process 3.1. Submit a revised FONCODES's Project By end of Appraisal - complied

Cycle which indicates all supervision tasks
needing increased attention during
implementation of the Infrastructure
Sub-project Component

4. Use of SBDs documents 4.1. Agree on the use of SBD for selection and By end of negotiations - complied
hiring of individual consultants and firms

5. Project Operation Manual 5.1. Include internal manuals, written By end of negotiations - complied
(POM) (Internal Manual and procedures for project coordination, project en draft
Instructions) procurement supervision and related

administrative tasks

5.2. Include in the POM detailed procedures By end of negotiations -complied
for community procurement en draft

6. Support & Control 6.i. Submit project procurement audit reports 6 months upon completion of each
Systems - Project Audits year of project implementation

6.2. Submit financial audit reports 6 months upon completion of each
year of project implementation

7. Support & Control 7.1. Provide Bank procurement training to By project launching
Systems - Legal Assistance FONCODES's legal staff
8. Code of Ethics 8.1. Complete a Code of Ethics for all April 30, 2002 - included in

FONCODES's staff minutes of negotiations

8.2. Implement a Code of Ethics for mandatory
use of procurement staff Contingent on the implementation

of the Action Plan proposed in the
Peru CPAR. CONSUCODE would
be responsible for implementation
of this code. Expected completion
date is to be agreed.

9. Anticorruption initiatives 9.1. Include specific provisions on fraud and May 30, 2002 - included in minutes
corruption in local SBD/RFP of negotiations

10. Record Keeping 10.1. Submit TOR for contracting of a By end of negotiations - included in
specialized consultant minutes of negotiations

10.2. Contract consultant services
August 30, 2002

10.3. Implement a professional project filing
system January 30, 2003

11: Staffing 1 1.1. Provide Bank procurement training to By project launching
FONCODES's staff, engages in overall project
coordination and supervision, including legal
staff.
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Vice Minlistry of Sanitation:

Based on the VMS procurement assessment, 2 measures will be taken to enhance the procurement
capacity of the VMS:

* 2 or 3 key VMS staff to be assigned PRONASAR management tasks (including the project
coordinator and project technical advisor) will be given World Bank procurement training,
particularly for consultants' services; and

* a web site will be created for the PRONASAR project which provides details of past, present and
future procurement processes conducted under the project (names of past bidders and their bid
prices, results of evaluations, general and specific procurement notices for upcoming tenders
etc.). This is expected to enhance the transparency of project procurement and to increase
competition among bidders.
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Annex 7: Project Processing Schedule
PERU: NATIONAL RURAL WATER SUPPLY AND SANITATION PROJECT

Project Schedule Planned Actual.
Time taken to prepare the project (months) 9 33
First Bank mission (identification) 07/26/1999 07/26/1999
Appraisal mission departure 04/20/2000 04/29/2002
Negotiations 05/20/2002 07/18/2002
Planned Date of Effectiveness 10/01/2002 12/01/2002

Prepared by:

Vice Ministry of Water, Ministry of Transport, Communications, Housing and Construction:
Cesar Tapia, Roxana Leon, Fernando Laca, Isabel Hernandez;

FONCODES:
Nelson Pinedo, Rosario Murillo, Carlos Monge, Carlos Maldonado, Gloria Loayza and Francisco Dumler

Preparation assistance:

COWATER International - Ottawa- Canada

Bank staff who worked on the project included:

Name - Speciality
Alex Bakalian Task Team Leader - Water and Sanitation Engineer
Franz Drees Co- Leader; Water and Sanitation Specialist
Paula Pini Social Specialist
Maria Angelica Sotomayor Economist
Rafael Vera Institutional Specialist
Oscar Castillo Community Development Specialist
Alonzo Zarzar Sr. Social Scientist; Indigenous Groups
Kristen Oleson Environmental Specialist
Paul Edwin Sisk Sr. Financial Management Specialist
Keisgner Alfaro Sr. Procurement Specialist
David Varela Sr. Counsel
Xiomara Morel Sr. Financial Officer
Patricia Acevedo Program Assistant
Ana Lucia Jimenez Financial Management Specialist

Quality Review

Abel Mejia Sector Manager
Jennifer Sara Peer Reviewer
Caroline Van Den Berg Peer Reviewer
Juan David Quintero Quality Assurance Team
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Annex 8: Documents in the Project File*
PERU: NATIONAL RURAL WATER SUPPLY AND SANITATION PROJECT

A. Project Implementation Plan

Draft Operational Manual
Project Implementation Plan

B. Bank Staff Assessments

Back to office reports from various missions
Financial Management Capacity Assessments of FONCODES and the Vice Ministry of Water
Procurement Capacity Assessments of FONCODES and the Vice Ministry of Water
Economic analysis of a sample of eleven subprojects

C. Other

Project preparation reports - prepared by COWATER International

Informe 1 - Evaluaci6n de Centros Poblados Rurales con Servicios
Informe 2 - Opciones Tecnicas y Niveles de Servicio
Informe 3 - Costos Unitarios de Rehabilitaci6n y Expansi6n de los Servicos de Agua y Saneamiento
Informe 5 A - Diagn6stico de Aspectos Sociales, Roles de la Mujer, Habitos y Costumbres
Informe 5 B - Propuesta de Estrategias para Promover la Participaci6n Comunitaria, Salud, Higiene y
Genero
Informe 6 - Polfticas Financieras y Criterios de Priorizaci6n de Centros Poblados Rurales,
Financiamiento y Plan de Inversiones
Informe 7 - Costos Econ6micos de Rehabilitaci6n, Expansi6n, Operaci6n y Mantenimineto de las
Comunidades de la Muestra de Campo
Informe 8 - Diagn6stico Institucional y Legal del Sector y Modelo Institucional de Implementaci6n del
PRONASAR
Informe 9 - Propuesta Metodol6gica y Normas para evaluar el Impacto Ambiental

Plan Estrategico del Sector Saneamiento 2002-2011, prepared by DGS in 2001

FONCODES Manuals

*Including electronic files
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Annex 9: Statement of Loans and Credits

PERU: NATIONAL RURAL WATER SUPPLY AND SANITATION PROJECT
02-Apr-2002

Difference between expected
and actual

Original Amount in US$ Millions disbursements

Project ID FY Purpose IBRD IDA GEF Cancel. Undisb. Orig Frm Rev'd
P065200 2001 PERU-IndIgenous.Management ProL Areas 0.00 0.00 10.00 0.05 9.35 -0.05 0.00

P044601 2001 SECOND RURAL ROADS PROJECT 50.00 0.00 0.00 0.00 47.42 -2.53 0.00
P062932 2000 PE-HEALTH REFORM PROGRAM i0.00 0.00 0.00 0.00 24.47 -2.53 0.00

P060499 2000 Indigenous Peoples Development (UL) 5.00 0.00 0.00 0.00 4.70 -0.30 0.00

P047690 2000 RES. & EXTENSION 9.80 0.00 0.00 0.00 6.21 -3.39 -0.99

P039086 1999 2PE URBAN PROPERTY RIGHT 35.00 0.00 0.00 0.00 15.22 10.78 0.00

P008037 1997 IRRIG. REHAB 85.00 0.00 0.00 0.00 30.07 30.07 30.07
P042442 1997 SIERRA NATURAL RESOURCES MANAGEMENT 51.00 0.00 0.00 0.00 7.19 5.19 0.00

P008051 1995 LIMAWATERRehablltatlon& Mgt.Prol. 150.00 0.00 0.00 0.00 11.15 11.15 7.32

Total: 468.60 0.00 10.00 0.05 155.78 48.34 36.39
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PERU
STATEMENT OF IFC's

Held and Disbursed Portfolio
Jan - 2002

In Millions US Dollars

Comimitted Disbursed
IFC . IFC

FY Approval Company Loan Equity Quasi Partic Loan Equity Quasi Partic
2000 Agrokasa 6.00 0.00 0.00 0.00 6.00 0.00 0.00 0.00
1999 Alicorp 20.00 0.00 20.00 20.00 20.00 0.00 20.00 20.00
1979/83/90/93 Buenaventura 0.00 0.19 0.00 0.00 0.00 0.19 0.00 0.00
2001 Inka Terra 5.00 0.00 0.00 0.00 5.00 0.00 0.00 0.00
1997 Interbank-Peru 14.00 0.00 0.00 0.00 14.00 0.00 0.00 0.00
2002 Interseguro 0.00 4.00 0.00 0.00 0.00 4.00 0.00 0.00
2000 Laredo 10.00 0.00 5.00 0.00 7.00 0.00 5.00 0.00
2002 MIBANCO 5.00 0.00 0.00 0.00 0.00 0.00 0.00 0.00
1999 Milkito 3.50 0.00 3.50 0.00 3.50 0.00 3.50 0.00
1984 Minera Regina 0.86 0.00 0.00 0.00 0.86 0.00 0.00 0.00
1998 Paramonga 13.17 0.00 0.00 11.12 13.17 0.00 0.00 11.12
2001 Peru OEH 6.00 0.00 4.00 0.00 2.00 0.00 4.00 0.00
1994 Peru Prvtzn Fund 0.00 12.74 0.00 0.00 0.00 12.74 0.00 0.00
1994 Peru Prvtzn Mgmt 0.00 0.00 0.00 0.00 0.00 0.00 0.00 0.00
1998 Qualita Leasing 6.04 6.46 0.00 0.00 6.04 6.46 0.00 0.00
1993/96/00/01 Quellaveco 0.00 0.75 0.00 0.00 0.00 0.43 0.00 0.00
1999 RANSA 10.00 0.00 0.00 0.00 10.00 0.00 0.00 0.00
2001 Tecnofil S.A. 5.40 2.00 0.00 0.00 2.30 2.00 0.00 0.00
2001 UPC 7.00 0.00 0.00 0.00 7.00 0.00 0.00 0.00
1982/92/95 Wiese Leasing 2.73 0.00 0.00 0.00 2.73 0.00 0.00 0.00
1993/94/99 Yanacocha 20.00 0.00 0.00 80.00 20.00 0.00 0.00 80.00
1998/01 agroguayabito 2.00 0.00 0.00 0.00 1.69 0.00 0.00 0.00

Total Portfolio: 136.70 26.14 32.50 111.12 121.29 25.82 32.50 111.12

Approvals Pending Commitment

FY Approval Company Loan Equity Quasi Partic
2001 BSUD 7.50 0.00 0.00 0.00
2000 CAMSA 2.00 0.00 0.00 0.00
2002 ISA Peru 18.00 0.00 0.00 12.00

Total Pending Comrnitment: 27.50 0.00 0.00 12.00
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Annex 10: Country at a Glance
PERU: NATIONAL RURAL WATER SUPPLY AND SANITATION PROJECT

Latin Lower-
POVERTY and;SOCIAL America middle-

Peru & Carib. income Development diamond'
2000
Population, mid-year (milions) 25;7 516 2,046 Lffe expectancy
GNi per capita (Atlas method, US$) 2,080 3,680 1.140
GNI (Atlas method, US$ billions) 53.4 1,895 2,327

Average annual growth, 1994-00

Population (%) 1.7 1.6 1.0 GNI
Labor force (%J 2.9 2.3 1.3 GNI Gross

per i_ Iprimary
Most recent estimate (latest year available, 1994-00) capita enrollment

Poverty (% of population below national poverty line) 54
Urban population (% oftotalpopulation) 73 75 42
Life expectancy at birth (Vears) 69 70 69
Infant mortality (per 1,000 live births) 39 30 32
Child malnutrition 1% of children under 5) 8 9 1 1 Access to Improved water source
Access to an Improved water source (% of population) 77 85 80
Illiteracy (% of population age 15+). 10 12 15
Gross primary enrollment (% olschool-age population) 123 113 114 Penu

Male .. .. 116 Lower-middle-Income group
Female .. .. 114

KEY ECONOMIC RATIOS and LONG-TERM TRENDS

1980 1990 1999 2000
Economic ratios'

GDP (US$ bililons) 20.7 26.3 51.6 53.5
Gross domestic Investment/GDP 29.0 16.5 21.5 20.1 Trd
Exports of goods and services/GDP 22.4 15.8 14.8 16.0 rade
Gross domestic savings/GDP 32.0 18.4 19.2 18.2
Gross national savings/GDP .. .. 18.0 17.3

Current account balance/GDP -0.5 -5.4 -3.7 3.0 Domestic 
Interest payments/GDP 3.2 0.3 2.7 3.0 savings - - investment
Total debt/GDP 45.4 76.3 54.5 53.0 svn
Total debt service/exports 44.5 11.0 46.5 44.9 I /
Present value of debt/GDP .. .. 61.8
Present value of debt/expons .. .. 365.6

Indebtedness
1980-90 1990-00 1999 2000 2000-04

(average annual growth).
GDP -0.1 4.7 0.9 3.1 4.0 Penu
.GDP per capita -2.2 2.9 -0.8 1.4 2.3 Lower-middle-Income group
Exports of goods and services -0.9 8.5 7.6 7.9 5.5

STRUCTURE of the ECONOMY
1980 1990 1999 2000 Growth of Investment and GDP (%)

(% of GDP)
Agricuiture 10.2 8.5 8.5 8.6
Industry 42.0 27.4 30.2 29.7 20

Manufacturing 20.2 17.8 16.0 15.6
Services 47.8 64.1 61.3 61.7 0o

Private consumption 57.5 73.7 69.9 70.6 -20
General govemment consumption 10.5 7.9 10.9 11.2 - GDI G--DP
Imports of goods and services 19.4 13.8 17.1 17.9

1980-90 1990-00 1999 2000 Growth of exports and imports (%)
(average annual growth)
Agriculture 3.0 5.8 12.6 6.4 so
Industry 0.1 5.4 -0.3 3.4 Is

Manufacturing -0.2 3.8 -0.5 6.7
Services -0.4 4.0 0.8 2.4 1

Private consumption 0.7 4.0 -0.4 3.9
General govemment consumption -0.9 5.2 3.5 5.1 -40
Gross domestic investment -3.8 7.4 -13.4 -3.7 Exports *Imports
Imports of goods and services -3.2 9.0 -15.2 3.6

Note: 2000 data are preliminary estimates.

The diamonds show four key Indicators In the country (in bold) compared with its Income-group average. It data are missing, the diamond will
be incomplete.
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Peru

PRICES and GOVERNMENT FINANCE
1980 1990 1999 2000 Inflation (%)

Domestic prices 30
(% change)
Consumer prices 60.7 7,481.7 3.5 3.8 2
Implicit GDP deflator 65.9 6,837.0 3.9 3.661

Govemment finance
(% of GDP, includes current grants) 0
Current revenue .. 11.4 14.5 14.7 95 99 97 98 99 go
Current budget balance .. -6.2 -0.1 -02 GDP deflator - 0 CPI
Overall surplus/deficit .. -7.9 -3.1 -2.7

TRADE

(US$ millions) 1980 1990 1999 2000 Export and Import levels (USS mill.)
Total exports (fob) 3,321 6.119 7,028 lo,000

Copper .. 700 776 931
Fishmeal 339 533 873 7.500
Manufactures .. 989 1,876 2,047 sof 

Total imports (cif) .. 2,922 6,749 7,349 f d
Food .. 460 568 482 2.60 
Fuel and energy .. 305 641 1,084
Capital goods 886 2,133 2,109 o _ __

94 95 ss 97 99 99 00Export price Index (1995--100) .. 87 79 83
Import price index (1995f000) .. 85 96 101 U Exports U Imports
Terms of trade (1995-100) .. 103 82 82

BALANCE of PAYMENTS

(US18$ millions) 1980 1990 1999 2000 Current account balance to GDP (%)

Exports of goods and services 4,631 4,120 7,696 8,603 o
Imports of goods and services 3,970 4,086 9,028 9,706 2
Resource balance 661 34 -1,331 -1,103

Net income -909 -1,733 -1,581 -1,542 '4
Net current transfers 147 281 994 1,018

Current account balance -101 -1,418 -1,919 -1,627

Financing items (net) 738 -723 1,061 1,497
Changes in net reserves 130 -10

Memo:
Reserves Including gold (US$ millions) 0 1,769 9,001 8,628
Conversion rate (DEC, locaiLUS$) 2.89E-7 0.2 3.4 3.5

EXTERNAL DEBT and RESOURCE FLOWS
1980 1990 1999 2f000

(US$ millions) Composition of 2C00 debt (US$ mill.)
Total debt outstanding and disbursed 9,386 20,064 28,117 28,358

IBRD 359 1,188 2,417 2,590 A: 2,590
IDA 0 0 0 0 G: 4.090 k2,590 8

Total debt service 2,151 476 4,055 4,371 0: 734
IBRD 38 0 244 281
IDA 0 0 0 0

Composition of net resource flows
Official grants 31 180 149
Official creditors 383 106 569 636 F: 8,264
Private creditors -94 18 883 798 E 12,102
Foreign direct Investment 27 41 1,969 327
Portfolio equity 0 0 289 -259

Wor1d Bank program
Commitments 60 0 300 5 A - lBRD E -Bilateral
Disbursements 140 0 381 266 B- IDA D- Other multilateral F -Private
Principal repayments 15 0 89 93 C -IMF G -Short-erm
Net flows 125 0 291 173
Interest payments 24 0 155 189
Net transfers 101 0 137 -16

Development Economics 9/13/01

- 65 -



Additional Annex 11: Social Assessment
PERU: NATIONAL RURAL WATER SUPPLY AND SANITATION PROJECT

A social assessment was carried out by the PRONASAR preparation team with the support of a
consulting firm contracted under a PHRD grant, with the purpose of ensuring full participation of the
Quechua and Aimara indigenous people who are the primary beneficiaries of this project. More
generally, the assessment also looked for ways to ensure the full and meaningful participation of all the
project's stakeholders - particularly women.
The summary presented below covers two main issues: (i) culture and sanitation - an ethnographic
analysis looking at Quechua and Aimara cultural traditions and their relevance for improving their access
to safe water and to a better sanitation; and (ii) traditional community organization and water services
management - key Quechua and Aimara cultural aspects enabling the creation of local capacity or
managing services.

(i) Culture and Sanitation

Peru is a multicultural, multilingual, and multiethnic country. Approximately 8 million inhabitants
(almost 30% of the total population) use either Quechua or Aimara as their primary language. The large
majority lives on the coast and in the Andean highland and constitutes a significant fraction of the
PRONASAR project's proposed beneficiaries.

The cultural traditions shared by the Quechua and Aimara people are still very present in rural areas of
the Andean region. The Quechua peoples maintain the cultural legacy of the major pre-Inca and Inca
civilizations, including their language, vision of the world, traditions and technology. They live primarily
in the departments of Cuzco and Ancash. The Aimara peoples are mainly concentrated in the Puno
region. While they have their own cultural traditions, the main difference with respect to the Quechuas is
their language.

Most Quechuas and Aimaras live in small rural localities as well as in very dispersed communities. Most
men, and some younger women, practice seasonal migration, bringing in cash incomes above the
subsistence level. Children, teenagers, mothers and those older than 50 years are the permanent
community inhabitants with the greatest role in preserving cultural traditions.

Principal economic activities include livestock ranching (particularly for cows and sheep) and
agricultural production (potatoes and beans). An agricultural cycle centered around the potato plays a
mayor role in determiining the social and economic calendar in each community. In some regions, barley
agriculture is the second important rural activity. Textiles and pottery production are very common and
usually carried out by women. When the opportunity arises, community members, especially men, sell
their labor. The community has a good literacy rate.

Land. the core of Ouechua and Airmara social organization and svmbolism

The land, Pachamama both in Quechua and Aimara, is respected as a sacred entity and taken as the
source of life for human beings, animals and plants. Possession of land passes through the family. When
a son gets married, a portion of his family's lands is assigned to him, including all important available
resources such as firewood, pasture and springs. At the same time, he has to take on obligations
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corresponding to an adult member of the community, such as carrying out collective services and
assuming political, managerial or religious roles. These responsibilities and his response to community
needs, in turn, reaffirm his claim to the land he has been assigned. Communal lands (aynuqa in Aimara,
manta in Quechua) are used according to community needs. The use of these lands is discussed by the
whole community in general assembly meetings.

Reciprocity is the core element ensuring community cohesion. Community members, usually represented
by the oldest man in the family, have to carry out collective tasks in order to be part of the community
organization. It is also conmmon that a widow, or a woman whose husband has migrated temporarily and
who is therefore responsible for her family's livelihood, carries out collective activities.

The general assembly is the most important forum in which the community takes decisions. A community
leader representing the entire community is elected each year. In many areas, this leader is called Malkus.
The members of the rural syndicate also play important leadership roles. Together, these leaders assume
control over communal property. Elders as well as church representatives, healers and sorcerers hold
moral power within the community.

The vision of the world

Aimaras and Quechuas believe that they live in the "world from here" (aka pacha and kay pacha in
Aimara and Quechua respectively), corresponding to the tangible and visible world where they cultivate
the soil and harvest its agricultural products. The souls of the departed as well as sacred entities inhabit
the "world from underneath" (manqha pach -Aimara - uklu pach -Quechua). August is designated the
'month of the mouth' meaning that the earth is open to receiving offerings. Major offering rituals are
carried out during this month.

Housing and its uses

Typically, Andean rural communities comprise less than one hundred families. Most of them are
dispersed over a large area. Adobe is the most common building material for houses and roofs are
typically covered with dry straw. In general, houses comprise two rooms where the family cooks, rests
and stores basic supplies, such as potatoes. Aside from rustic beds, there is almost no furniture. Food is
prepared in direct contact with the ground which constitutes the floor of the dwelling. The use of tables
and chairs as part of the basic furniture in a home is not common.

Often, houses are shared with small domestic animals (particularly chickens and a species of guinea-pig
which is very common in rural areas of Peru). Many houses have an internal patio which is used to wash
clothes, dry potatoes and host family parties among other activities. In many areas, this area is also used
to stock barley and dry animal excreta. Goats, sheep, cows and donkeys have their enclosure alongside
the house walls. Pigs are kept at a greater distance.

Diseases

Quechuas and Aimaras traditionally interpret disease as the result of an imbalance affecting the
relationship between human beings and nature as well as between the community and its ancestors.
Traditional healers ( yatiri, jampiri o qolliri 'the one who knows' or 'the one who can heal') are
responsible for diagnosing and providing a cure for diseases and the pain they may cause. Moreover,
traditional healers are also responsible for reestablishing the lost balance, which goes far beyond the
individual problem. For healing, they might use different kinds of natural products as well as human and
animal excrement. Human excrement is used for bewitching while excreta from herbivore animals are
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used for healing bites from poisonous snakes and scorpion stings. Despite the assistance provided by
public or private health institutions, these cultural traditions tend to prevail as a first resource that the
family can easily reach. Mothers bear primary responsibility for taking care of a family's health.

Excreta disposal methods

Different spaces are used for disposing of human excreta. Use of these different areas is determined by
labor activities and the weather. Children are allowed to use an area closer to the house while adults go
farther away but never to a community pathway, or on someone else's land or to a place where they might
be seen. Water sources are also off limits, as are meadows and sacred areas. Areas providing privacy,
seclusion and solitude are preferred. The extensive Andean plateau with its low population density
usually provides suitable space.

In open areas excreta decompose naturally. They are dried by the sun, frozen in the cold of night, spread
out by the action of strong winds or eaten by wild animals. Rains take care of the rest. Closer to
dwellings, dogs, pigs and chickens do the cleaning work. Dry animal excreta are used primarily as
cooking fuel, and only secondarily as fertilizer. In general, communities realize that diseases such as
cysticercoids are transmitted by pigs that eat contaminated human excrement. This explains why many
communities tend to prefer not eating meat from these animals but to sell it instead. For these
communities, diarrhea is a disease related primarily to contact with human and animals excreta, not to
drinking contaminated water.

(ii) Traditional community organization and local water services management

Under the strong influence of Quechua and Aimara culture, Peru's rural population has a long tradition
of organizing itself for voluntary collective works aimed at responding to community needs. The
leadership model and the decision making processes are based on sound participatory mechanisms. These
cultural elements create a very favorable and supportive social environment for implementing
development interventions in which meaningful community participation, throughout the project cycle, is
fundamental for ensuring the sustainability of project benefits.

The consultation process carried out during project preparation paid special attention to the local
organizational model proposed for implementing community water projects to ensure that it would be
appropriate from a social perspective and consistent with the values of social cohesion and inclusion
which the project seeks to preserve and enhance. The main findings are summarized below and organized
in two sections: (a) How the community perceives the water association; and (b) How to enhance the role
of these organizations.

(a) How the community perceives the water association

* The community organizations providing water services are seen as a collective venture for
supplying a primary community need;

* These committees work on a voluntary basis and do not allow for a financial benefit for
committee members;

* Most actions taken by these committees are decided by community assemblies which are
seen as a transparent and democratic mechanism which reflects the community's mandate;

* The internal structure of water committees as well as their statutes reflect the culture and
traditions respected by the community. They are not, for this reason, perceived as an alien
organization imposed on the community from outside;
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* In general, the rotation of committee members follows traditional rules which assign a
community service obligation to adult community members.

(b) How to enhance the role of these organizations

* Include actions related to a broader sanitation concept (including environmental concerns);
* Establish penalties that apply to community members when they do not perform well;
* Provide clearer definitions regarding the role and the frequency of the General Assemblies;
* Provide clearer guidelines for tariff calculations, making due allowances for the investment

required for system expansion;
* Establish more efficient and simple penalties for the nonpayment of tariffs;
* Provide clear rules for replacing water committee members;
* Establish clearer roles and responsibilities for daily system operation;
* Review the quorum required for some specific decision making aspects;
* Provide clear and simple bylaws for the functioning of the water users committee, including

specific guidance for both commrittee members and water users.
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Additional Annex 12: Indigenous Population and Poverty Rates in Peru
PERU: NATIONAL RURAL WATER SUPPLY AND SANITATION PROJECT

Department Population Population Population Total Poverty Rates

Rural Amazonic Andean Population % of Indig. Number of Total Extreme By Unsatisfied

< 2000 hab. (Estimated (Estimated) Indigenous to rural Water Proj. Basic Necessites

Amazonas 332,624 47,800 135,030 182,830 55%k 912 74.5% 41.1% 60.5% JBIC

Ancash 685,885, 274,365 274,365 40°k 1,388 61.1% 33.3% 40.4% JBIC
Apurimac 361,208 371,545 371,545 103%k 495 78.0% 47.4% 47.5%
Arequipa 193,856 327,640 327,640 169% 336 44.1% 14.5% 27.8%
Ayacucho 325,602 60 360,540 360,600 111% 953 72.5% 45.4% 53.8%
Cajamarca 1,118,315 1,405 137,130 138,535 12% 2,422 77.4% 50.8% 51.9% JBIC

Cusco 703,159 10,980 502,615 513,595 73%/a 1,070 75.3% 51.3% 63.6% JBIC
Huancavelica 368,177 433,765 433,765 118% 895 88.0% 74.4% 86.8%
Huinuco 503,412 2,340 544,830 547,170 109%h 910 78.9% 61.9% 60.9%
Ica 141,306 4,925 4,925 3% 243 41.7% 8.6% 32.1%

Junin 489,287 30,635 373,400 404,035 83% 552 57.5% 24.3% 43.6%
La Ubertad 497,168 127,675 127,675 260/o 1,087 52.1% 18.3% 34.9%0=
Lambayeque 269,0511 241,720 241,720 90°k 263 63.0% 19.9% 38.7%
Lima 331,539 158,840 158,840 48% 327 33.4% 3.1% 26.1%

Loreto 361,269 76,490 25,540 102,030 28% 597 70.0% 47.2%/o 62.2% JBIC
Madre de Dios 45,062 3,3801 3,380 8% 92 36.7% 11.5% 54.5% JBIC
Moquegua 38,205 35,600 35,600 93% 70 29.6% 7.6% 37.0%

Pasco 121,840 17,800 198,980 216,780 178% 143 66.1% 33.2% 71.5%
Piura 582,830 476,540 476,540 82°A 794 63.3% 21.4% 53.0%
Puno 761,186 544,560 544,560 72% 974 78.0% 46.1% 49.7°h JBIC

San MartUn 364,773 4,640 250 4,890 1% 331 69.9% 36.2% 59.9%
Tacna 85,791 15,385 15,385 18% 75. 32.8% 5.2% 21.5%

Tumbes 32,163. 0%°

Ucayali 151,945 40,780 40,780 27% 340 70.5% 44.9% 61.3% JBIC

Total 8,865,653 236,310 5,290,875 5,466,405 62% 15269 =

Notes:
1. The exact number of the indigenous communities is not registered and many families have move to urban areas, therefore there

is no exact registry of these families
2. The Rural population consist of communities that live in what is defined as rural centers (centro poblado rural)
3. The Japanese Bank for International Cooperation (JBIC) has 2 loans covering 8 departments. The loans will be fully disbursed

in 2004.
4. In the first year, the World Bank project will prioritize the non-JBIC departments with the highest percentage of indigenous

population.
5. Where the percentages are higher that 100%, it should be understood that many live in centers larger than 2000 people.
6. The number of total rural water projects is for the period 1992-2001.
7. Departments en bold are the ones that are prioritized by the PRONASAR project in the first phase.
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