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PREFACE

This report was prepared and drafted prior to the announcement of
two packages of economic measures by the Peruvian Government, first in
September 1988 and then in November 1988. A description of these measures
as well as an update on the current state of the economy is contained in
the Addendum (page 120).

This report is based on findings and analysis of Bank economic
missions which visited Lima in October 1987, November/December 1987, and
March/April 1988. Support for the Bank work with the Government was
provided by the United Nations Development Programme (UNDP). Participation
in the missions, which varied in size and composition, was as follows:
William Tyler (Mission Chief); Ricardo Lago (Deputy Mission Chief and
principal author of this report); Ulrich Lachler (trade and exchange rate
policies); Daniel Oks (consultant, macroeconomics); Jeno Malatinszky
(public enterprises); Ricardo Martin (projections); Fernando Rezende
(consultant, taxation); Javier Escobal (consultant, agriculture); Bruce
Herrick (consultant, labor markets); Cesar Burga-Rivera (projections,
statistical annex, and research assistance). Pedro Mercader (UNDP Lima
Representative) accompanied the work of the missions in Lima and provided
valuable guidance and overall support. Valuable comments on an earlier
draft were provided by Rudiger Dornbusch. Michel del Buono provided a
short note on the state of the energy sector. Brian Wesol provided
research assistance in one of the missions. Dorothy Jenkins provided
secretarial work throughout the cycle of the report. Milagros Aquino-
Divino provided secretarial assistance in the final stage of the report.

This report was discussed in great detail with the Government's
economic team in Lima during October/November 1988 by Messrs. Tyler and
Lago. While there was general agreement between the Bank and the
Government's economic team as to the diagnosis and analysis of the
situation, the Government's economic team stressed political and social
constraints to taking strong policy action to forestall hyperinflation and
indicated the need for a more gradual policy approach.
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COUNTRY DATA - PERU
___________________

AREA POPULATION

Total 1,285,216 Km2 20.7 million (1987) Growth Rate 2.8 % pa

POPULATION CHARACTERISTICS (1987) HEALTH (1987)
- -- -- -- -- -- -- -- -- -- -- -- -- -- -- -- --- -- -- -- -- -- ---

Crude Birth per 1,000 34.8 Pop per Physician (thou) 1.6
Crude Death Rate per 1,000 9.4 Pop per Hospital Bed (thou) 0.6
Infant Mortality per 1,000 liveo births 88.2

ACCESS TO SAFE WATER (1985) ACCESS TO ELECTRICITY (1987)
-- -- -- -- -- -- -- -- -- -- -- - - -- -- -- -- -- -- -- -- -- -- -- -- -- -- ---

X of population - urban 80.6 % of dwellings - urban 54

- rural 9.3 - rural 3

NUTRITION (1987) EDUCATION (1987)
_- -- -- -- -- -- - - -- - -- -- -- -- -- -- ---

Per capita daily caloric intake 2120 Primary school (enrollment rate) 122%
Per capita protein intako (grams/day) 52 Pupils reaching grade 6 65%

ONP PER CAPITA IN 1987 : USS 1,212

GROSS DOMESTIC PRODUCT (GODP) IN 1987 ANNUAL RATE OF GROWTH (% constant 1979 prices)

Billions

Intix % 1976-79 1980-84 1985 1986 1987
------ ----- _- -- -- - -- ----- --- _- - - -- --- -- --- - -- -

GOP at Market Prices 780 100.0 2.1 -1.0 2.4 9.6 e.g

Gross Domestic Investment 187 24.e -4.2 -8.8 -10.2 47.8 12.5
Gross National Savings 1S0 19.7 .. ..

Current Account Balance (37) -4.9 .. ..

Exports of Goods A NFS 72 9.6 12.4 0.2 4.4 -12.3 2.6
Imports of Goods A NFS 85 11.1 -4.9 -7.2 -8.6 26.7 3.8

OUTPUT, LABOR FORCE ,AND PRODUCTIVITY IN 1987

Valued Added (VA) Labor Force VA Per Worker
(Billions Intis) X 'O00 % (Millions Intic)

Agriculture 7e 10.0 2,460 85.2 31
Mining 21 2.7 le 2.4 122
Industry 171 22.6 720 10.3 238

Othern 493 64.8 8,842 52.1 135
-- -- - - -- -- -- -- --- -- -- -- --- -- -- ----- -- -- -- ---

Total 760 100.0 6,990 100.0 109

CENTRAL GOVERNMENT OPERATIONS
_____________________________

Millions Intis As % of GDP

1980 1985 19e8 1987 1980 1985 1986 1987
--- --- --_-- --- - - --- -- - -- - - -- --- - -- -

Current Revenues 1,019 27,983 46,191 88,424 17.1 14.0 11.9 8.7
Current Expenditures 898 27,265 47,766 91,238 16.0 13.6 12.5 12.0
Current Surplus 121 708 (2,564) (24,814) 2.0 0.4 -0.7 -3.3
Capital Expenditures 263 6,062 10,968 17,064 4.4 2.5 2.9 2.2

- ix -



COUNTRY DATA - PERU

FINANCIAL SYSTEM

MONEY, CREDIT AND PRICES 1983 1984 1985 1988 1987

(Millions of Intis Outstanding end Period)

Money and Quas;-Money 8,088 19,161 42,617 70,062 147,756
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Annual Percentage changes in:

Consumer Price Index 111.1 110.2 163.4 77.9 85.8
Domestic Credit to Public Sector 181.7 63.7 -14.7 202.8 295.0
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BALANCE OF PAYMENTS MERCHANDISE EXPORTS (AVERAGE)

(Millions USS) (Millions USS)

1980 1986 1986 1987 1980-84 % 1986-87 %

Exports of Goods A NFS 4,630 3,792 3,306 3,623 Fishmeal 161 4.5 184 6.8

Imports of Goods A NFS 3,970 2,790 3,625 4,209 Coffee 121 3.6 190 7.0
Resource Balance 660 1,002 (320) (688) Copper 52S 15.8 480 17.7

Silver 290 8.7 113 4.2

Accrued Interest Payments 1,111 1,316 1,126 1,182 Lead 269 8.1 208 7.7
Other Factor Payments (net) (202) (133) (93) (66) Zinc 279 6.4 249 9.2

Net Transfers 147 134 96 102 Petroleum 673 20.2 384 14.2

Blanceo on Current Account (102) (47) (1,267) (1,701) Other 298 9.0 205 7.6

Non-Traditional 718 21.6 692 26.6
Direct Foreign Investment 92 (123) 17 135 ---- ----- ----

Not Capital Flows 371 (435) (978) (1,137) Total 3,324 100.0 2,705 100.0
Disbursements 1,680 894 476 480
Amortization 1,209 1,329 1,463 1,617 EXTERNAL DE8T DECEMBER 31,1987 (Millions USS)

Increase In Arr-ars 0 1,336 1,959 2,357 Short-Term I Private NG 2,689

Short-Term Copital, EIO 361 (589) (276) (569) Public Medium A Long-Term 6,612
Change in Reservex 722 192 (636) (915) Accumulated Arrears 7,069

RATE OF EXCHANGE ,1987 (AVERAGE) Total 16,360
________________________________

USI 1 = 1/. 21.9 (trade weighted) DEBT SERVICE RATIO FOR 1987 X

- Accrued 79.5
- Paid Debt Service 12.5

IBRD LENDING (AUGUST 22,1987) (Millions USS)
----- __________------------------------_-___

DOD 1,165
DOD Incl. Undisbursed 1,580
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EXECUTIVE SUMMARY

A. Recent Evolution of the Economy

1. The Economic Situation in 1985. When the current administration
took office in July 1985, the economy had not yet recovered from the 1983
output plunge. Unemployment was high and excess industrial capacity wide-
spread. In addition, rampant inflation had translated into progressive
financial instability, with capital flight approaching 3 percent of GDP and
"dollarization" of bank deposits accounting for more than half of all
internal liabilities of the financial system. In late 1983, in view of the
difficulties in arranging international commercial bank financing, the
previous Administration reluctantly began to accumulate undeclared arrears
on external debt payments, so that by mid-1985 arrears had mounted to over
US$2 billion. On the positive side, however, efforts to stabilize the
economy undertaken by the Belaunde Administration in 1984/85 left the
incoming Government with a strong international reserves position, a
competitive real exchange rate, and adequate public sector prices and
tariffs. Against this economic background, the socio-political situation
had quickly deteriorated, with continuous labor strikes and violent
incursions in the cities by terrorist groups based in the Andean Highlands.

2. The Diagnosis by the Incoming Government. The diagnosis of the
economy and, relatedly, the economic strategy of the incoming Government,
were based on the belief that the demand management policies followed in
the early 1980s had been recession-inducing, as well as ineffective in
dealing with inflation and the balance of payments disequilibrium. The new
Government also believed that Peru had fallen into a "debt trap" in the
sense that efforts made to meet external financial obligations had, on the
one hand, put undue pressure on Peru's meager savings capacity and thus
investment potential; and, on the other, accelerated exchange rate
devaluation and consequently inflation. Furthermore, it was perceived that
the magnitude of international financial support was likely to be
insufficient to allow the country to grow.

3. The Implementation of the Program. Consistent with this
diagnosis, the incoming Government launched an economic program based on a
set of unconventional economic guidelines. The rationale was to prompt a
quick economic recovery by boosting consumption demand and using existing
idle industrial capacity. Consumption demand was fueled by increasing real
wages, tax-rate cuts and exonerations, and freezing state enterprises'
prices and tariffs. The use of idle capacity was promoted by closing the
domestic market to imports competing with domestic production. The
Government also established multiple exchange rates and price controls. In
order to deal with inflation, the Government decreed a one-year price, cost
and exchange rate freeze, and scaled-down interest rates. Agricultural
subsidies and preferential credit to agriculture were expanded so as to
improve the standard of living of the rural poor. Resources to finance
this economic program were to come from a reduction in external debt
payments. Thus, in his inauguration speech President Alan Garcia
unilaterally announced a limit of 10 percent of exports for external debt
service payments. The Government's program, officially termed "Plan de
Emergencia", was given a duration of one year, but was later extended
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through December 1986. For the post-reactivation era the Government
envisaged a second phase, where the focus would be on investment and
exports, so as to switch from demand-led output expansion into sustainable
growth. This strategy, however, was never fully articulated, nor was there
an established cutoff date to change strategies.

4. The Results in 1986-87. The initial response of the economy to
the program was an unparalleled output expansion. GDP expanded 9.5 percent
in 1986 and 6.9 percent in 1987. Along with output, employment in the
formal sector of the economy grew by a cumulative 10 percent in the two-
year period. With the price freeze, inflation declined from 200 percent in
the twelve-month period before the freeze to 63 percent in 1986. These
positive results, however, were reached at the expense of growing financial
and external imbalances and also of increasing misalignments in key
relative prices. These imbalances, in turn, indicated that the model
followed was unsustainable and that in the absence of corrective measures
the economy would lapse into a critical state. First, total public sector
revenues dropped by a cumulative 17 percent of GDP in 1986-87. In turn,
foreign exchange and financial losses of the Central Bank--resulting from
the operation of multiple exchange rates and from interest rate subsidies,
respectively--grew rapidly to a level of 2.8 percent of GDP in 1987. As a
result, and notwithstanding a reduction in public expenditures (parti-
cularly investment), the public sector deficit--as gauged by total Public
Sector Borrowing Requirements (PSBR)--more than doubled, jumping from
5.1 percent of GDP in 1985 to 11.2 percent in 1987. Second, the real
exchange rate appreciated by 44 percent between July 1985 and October 1987.
This, together with booming aggregate demand, rendered GDP expansion to be
highly import intensive and, since exports declined, the external current
account went from rough equilibrium in 1985 into a deficit of about
5 percent of GDP in both 1986 and 1987. The ultimate effect of this
was a sustained drop of gross international reserves from a peak of
US$2.5 billion in March 1986 to less than US$1 billion in December 1987.
Finally, the focus on boosting consumption ruled out the potential for
investing the surplus gained by the moratorium, thereby trading-off short-
run expansion for future sustainable growth.

5. The Strategy Revisited. In 1987, inflation picked up fueled by
the pressure of the domestic financing of an overly expansionist budget on
a narrow financial sector. Tllus, inflation accelerated from 63 percent in
1986 to 115 percent in 1987. During 1987-88 several adjustments to prices
and tariffs were effected but these lagged considerably behind inflation.
By contrast, wage hikes continued to be granted regularly--every four
months--with the idea of keeping real wages on a steady rise. In July
1987, commercial banks, finance firms, and insurance companies were nation-
alized on the grounds of "democratizing credit allocation and breaking the

links between industrial groups and financial institutions." In October
and then again in December 1987, in view of the deteriorating international
reserve position, the Central Bank devalued the weighted average of all
exchange rates--at that time there were as many as nine rates for
commercial transactions alone--by a cumulative 78 percent. However, the
spread between the lowest and the highest rates widened and exchange
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losses enlarged. During 1988, the Central Bank continued to devalue
monthly the rates applicable to exports in line with domestic inflation,
but the rates for imports were either left unchanged or adjusted
insufficiently. Consequently, exchange losses became even greater.
Several tax measures were enacted in 1988: increases in sales tax and
consumption excise rates and a better proxy system to estimate prepayments
on profit taxes. However, both tax and state enterprise revenues continued
to declinie in real terms during the first half of 1988. As a result, the
budget deficit continued to widen due to both lower revenues and higher
exchange losses. Interest rates, which had been kept unchanged from March
1986 to March 1988, were adjusted three times during 1988, but remained at
levels significantly below inflation.

B. The Economic Prospects in the Absence of Major Policy Reforms

The Risk of Hyperinflation

6. The recent acceleration of inflation, from 115 percent in 1987 to
an annual rate of 535 percent during the first seven months of 1988,
occurred despite a 120-day freeze decreed in March and effective until
June. The key reason underlying this inflationary acceleration is the
growing public sector deficit in the face of an unpostponable balance of
payment adjustment and a shrinking financial sector. The projected fiscal
deficit for 1988, estimated at no less than 12 percent of GDP and most of
which to be financed domestically, requires levels of seignoriage that are
not sustainalble at any stationary rate of inflation, for the broadest
definition of money now totals only about 9 percent of GDP and the narrow
equals 4 percent. The point has been reached where accelerating inflation
is bringing about even faster drops in real broad money; thus, over the
first eight months of 1988, the stock of real broad money has dropped to
one-half of the December 1987 level. In other words, the velocity of money
has doubled. This indicates that further inflation will likely cause
revenues from inflation to drop instead of rise. An additional problem is
that a large part of real resources shifted to the Government by inflation
is transferred back to the private sector in the form of financial
subsidies (which also rise with inflation). Therefore, the net inflation
tax is thinly based and insufficient to cover the huge targeted deficit of
the nonfinancial public sector.

7. Three additional channels are at work that complicate further the
dynamics of the current inflationary upsurge. First, foreign exchange
losses rise as a percentage of GDP with inflation. This occurs because the
current exchange rate adjustment rule consists of moving export rates along
with inflation, while import rates are allowed to lag behind. Second, tax
and state enterprise revenues have the proclivity to drop (as a percentage
of GDP) with higher inflation. This results from the fact that the tax
system is poorly indexed to inflation and there are significant lags in tax
collection (the so-called Tanzi-Olivera effect) and also from the fact that
prices and tariffs are adjusted discretionally and by less than inflation.
Third, there is considerable backward-looking indexing of wages and minimum
wage adjustments are revised regularly with the idea of ex-ante maintaining
real wages. In turn, exchange rate devaluation (black market and/or
official rates) closes the inflationary cycle.
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8. The current course of partial and intermittent policy measures is
insufficient to take the economy away from the present unstable inflation-
ary path. Instead, a strong stabilization package--comprising coherent
measures in the areas of, inter alia, public finance, exchange rate and
financial policy--is required to avert the risk of a full-blown hyper-
inflation. If timely measures are not taken, inflation would probably
escalate from a projected 650 percent in 1988 into four or perhaps five
digits in 1989-90. As experienced by European countries in the 1920s, and
more recently by Bolivia, hyperinflation would imply a collapse of the
price system, full dollarization of the modern sector of the economy and
transition to barter in the rural sector. In parallel, declining public
sector revenues and seignoriage from inflation, as GDP percentages, would
force down public expenditures. In turn, probable rationing and shortages
of basic foodstuffs combined with declining real wages and shortening of
wage settlements could rekindle social and labor unrest. In this
environment, production and employment would fall consistently. Since
hyperinflation is not a viable macroeconomic and monetary regime--it ends
with full repudiation of the national currency by economic agents--at some
point the fundamental economic problems and issues (reduction of subsidies,
viable real wages, realistic prices and tariffs, tax reform) will have to
be confronted.

C. The Main Economic Issues and Policy Recommendations

9. A clear implication of the foregoing paragraphs is that there is
no alternative to adjustment; the choice is rather between an orderly
stabilization, where accounts balance ex-ante and the costs are distributed
equitably among social groups, or else a disorderly process in which
hyperinflation (foes the dirty work of closing the gaps ex-post and distri-
buting the costs arbitrarily and unevenly. Moreover, the poor stand to
lose more than the rich in the latter process.

10. On the other hand, stabilizing inflation will not per se solve
Peru's long standing economic distortions and structural problems, although
it will contribute to it. What is needed is macroeconomic stabilization
within a medium-term program of phased economic recovery and structural
reform. This should comprise, in addition to the budgetary and financial
policy actions to deal with inflation, specific macroeconomic and sectoral
reforms in the areas of, inter alia, the exchange rate regime, the
structure of foreign trade barriers and incentives, interest rates and
credit allocation policies, price controls, tax structure, agricultural
pricing, and labor market restrictions. Moreover, in a world of increasing
interdependency, the success and credibility of such a program will require
confronting the now "dormant" external debt problem. These economic issues
can be classified into three broad categories: public finance, external
sector policies, and other resource allocation issues.

Public Finance

11. Peru's public finance problems can be summarized as: a sustained
drop of tax proceeds and state enterprise revenues; a proliferation of
foreign exchange, financial and agricultural subsidies; and a considerable
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increase in the Government's wage bill. The inevitable consequence of
these trends has been stagnation of public investment and enlargement of

the budget deficit. In effect, public sector revenues declined from 43
percent of GDP in 1985 to 26 percent in 1987, and an additional drop to
22 percent is projected for 1988. In turn, Central Bank foreign exchange
and financial losses soared to nearly 3 percent of GDP in 1987 and may well
reach as much as 5 percent of GDP in 1988. Similarly, agricultural
sulbsidies--excluding preferential credit--reached about 1 percent of GDP in
1987. On the expenditure front, the public sector wage bill grew from
7.9 percent of GDP in 1985 to 8.7 percent in 1987, while public investment
decreased from the already low level of 6 percent of GDP in 1985 to

4 percent in 1987.

12. In addition to macroeconomic instability, the aforementioned
public finance trends have given rise to distortions in resource allocation
and impediments to future growth. Indeed, low prices and tariffs of state
enterprises have not only hampered investment in normal maintenance of
public enterprises but have also made the private industrial plant unduly
dependent on cheap fuels and electricity, and thus promoted capital
intensive activities. In turn, foreign exchange subsidies to imported
inputs and capital goods have yielded similar results. Likewise, tax
shelters and exonerations to agriculture, fishing and other activities have
rendered financially viable endeavors and firms that could face serious
financial trouble when these incentives are eventually removed in an
attempt to restore needed tax revenues. On the other hand, high subsidies
to basic foodstuffs, medicines and gasoline, coupled with price controls
and an overvalued official exchange rate, have not only increased
transitorily the purchasing power of wages to levels that are not viable in
the medium run, but also resulted in significant smuggling of these items
to neighboring countries at the expense of the Treasury and domestic
producers. Finally, huge credit subsidies have, along with expanding
financial losses of the Central Bank, eroded the financial discipline of
borrowers and promoted a discretionary allocation of credit unrelated to
the prospective returns on projects.

13. The Tax System. Tax proceeds declined from 14 percent of GDP in
1985 to 8.8 percent in 1987. Currently, Peru's tax burden to GDP ratio is
about half of the average for a sample of countries with comparable
development. The main problems of the tax system are: fragmentation of
the tax base (e.g., the coexistence of profit taxes and net-worth taxes); a
pervasive system of exonerations under all major taxes; lack of protection
of tax revenues against inflation; and lax enforcement of tax laws and weak
tax administration. The Government announced in 1987 that it intended to
raise the tax burden to 16 percent of GDP by 1990.

14. Recommendations. The following recommendations could help in
reaching that target, while improving the efficiency of the tax system:

(a) The current tax system is too complex, particularly in
view of the unpreparedness of the Tax Department to
administer it. Thus, it would be advisable to carry out
a full-fledged tax reform oriented towards simplifying
the tax structure into a system consisting of a few
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broadly-based and easily collectable taxes (e.g., a
value-added tax, a corporate net worth tax, a few excises
on consumption, tariffs, and personal income tax for
professionals over a certain income threshold). Recent
experience in Bolivia in this direction illustrates the
potential pay-off of such a strategy. Preparative
analytical work of tax reform could start now with a view
of establishing the new tax system in fiscal year 1990.

(b) Immediate action is needed in two areas: first, reducing
collection lags and fully indexing tax liabilities to
inflation; and second, scaling down current exonerations,
conservatively estimated by the Ministry of Finance at no
less than 4 percent of GDP.

(c) Increasing tax compliance and broadening the tax base
through strengthening tax administration and
simplification of tax laws. Recent steps to create a
Superintendencia General de Administracion Tributaria,
that will encompass all tax duties now fragmented under
different bodies, are positive and need to be coupled
with manpower training and centralization of tax files.

(d) Regarding tax rates, three recommendations are pertinent.
First, the tariff code needs to be evened out (current
tariffs range from 0 to 155 percent, with 42 different
tariff rates) and exonerations reduced. Second, the
sales tax rate could be increased from 10 to 16 percent
over two years, a level comparable with international
standards. Third, further hikes to selective consumption
excises other than gasoline do not appear convenient
(most are already above 100 percent) since they could
encourage black market sales.

15. Prices and Tariffs of State Enterprises. Price controls have been
particularly stringent in the case of public sector prices and tariffs. As
a result, prices and tariffs have lagged consistently behind inflation over
the last three years, and state enterprise revenues have declined from 26
percent of GDP in 1985 to 14 percent in 1987. Most prices and tariffs are
now at less than 35 percent of their relative level (with respect to the
consumer price index) in July 1985. Prices of hydrocarbons, including
gasoline, have become increasingly lower than border prices of similar
products; for instance, the ex-refinery price of gasoline is now US$0.11
per gallon, when the border price is US$0.60. Besides, low gasoline prices
have meant declining tax proceeds from excises to which these products are
subject (representing about one quarter of all tax revenues). The price of
rice to consumers--rice is marketed by Empresa de Comercializacion del
Arroz, S.A. (ECASA)--has become half of the price paid to producers,
raising the rice subsidy to 0.3 percent of GDP in 1987 and encouraging
spurious speculative arbitrage.

16. According to recent data on consumption patterns by income strata
(the 1985-86 living standard measurement survey for Peru), it can be argued
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that most price subsidies (e.g., gasoline, water, electricity, telephone)
are unwarranted on income distribution grounds, since they are consumed
relatively more by the relatively rich. Likewise, subsidies to energy
inputs (fuels and electricity) for industry foster relatively capital-
intensive industrial activities and technology choice, which dampens
employment. As for the subsidies to staples (rice, potatoes, milk, public
transportation), which Are justifiable on distributional grounds, methods
need to be devised to target these subsidies to identifiable needy
population groups instead of using indiscriminate price subsidies.

17. Recommendations. Confronting the current budgetary problem
inevitably involves moving into and maintaining realistic public sector
prices and tariffs. In devising a policy of prices and tariffs, two
separate aspects need to be considered: static efficiency and dynamic
rules of adjustment. Static efficiency dictates that the structure of
prices and tariffs to be optimal needs to reflect true scarcities and
therefore be in line with "shadow prices" (border prices for tradable
commodities and long-run marginal cost for utilities and other nontradable
services). In turn, from a dynamic perspective, the issues are twofold:
first, the need for a timetable to bridge the transition from the current
price structure to the optimal one; and second, the need to devise
automatic rules for price adjustments so as to ensure that, in the future,
prices and tariffs are not eroded by inflation. In the presence of high
and volatile inflation, the only pragmatic approach to achieve the latter
is by forward-looking indexing of prices and tariffs to inflation (or the
exchange rate, depending on the commodity) at short intervals.

18. Public Investment. Revenue constraints as well as reduced foreign
partnership (the latter brought about by Peru's unilateral foreign debt
stance) have led to a decline of public investment to the lowest level in
the decade: 3.9 percent of GDP in 1987, or about half the average for
1980-84. Reportedly, present capital expenditures in most state enter-
prises are insufficient for maintenance of existing capital stock, let
alone new investments. As a result, capacity constraints have been reached
in key sectors. In the petroleum sector, low investment by both Petroleos
del Peru (PETROPERU) and foreign license contractors--together with
unchecked growth in demand--have resulted in a drop of proven reserves from
12 years production in 1981 to 8 years in 1987. Moreover, in 1988, Peru
has become again a net oil importer (in value terms) after having been an
exporter since the early 1980s. Likewise, in the electrical sector, low
investment and fast-growing demand indicate that the excess capacity of
recent years will disappear in 1989.

19. Recommendations. Recent public investment trends will have
serious repercussions on future growth. Again, the importance of raising
prices and tariffs to realistic levels is evident. This is needed both to
restore the financial position of the public sector (thus, closing the
fiscal imbalance and restoring public investment potential) and also to
correct unchecked growth in demand for publicly supplied goods and
services. In a different vein, the decline in investment has also unveiled
Peru's need for and reliance on external partnership and technical
assistance, and also the direct relation between the latter two and Peru's
posture regarding the foreign debt.
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20. The Central Bank's Quasi-Fiscal Deficit. Foreign exchange losses,
arising from the operation of multiple exchange rates, and financial
losses, resulting from the heavily subsidized interest rates granted by
development banks (particularly Banco Agrario), have become one of the most
important budgetary problems. For the current year, foreign exchange
losses alone will amount to between 3 and 5 percent of GDP; the lower bound
estimate on the optimistic assumption that multiple exchange rates were
unified during the remainder of the year. Unification of exchange rates
alone would correct more than one-third of the current budgetary imbalance.
In any case, foreign exchange and financial subsi(lies should ideally be
transparent, subject to the budgetary cycle and under the responsibility of
the Minister of Finance.

External Sector Policies

21. Exchange Rate. Peru's exchange rate system has been subject to
considerable changes in the rules of the game in recent years. Multiple
exchange rates were first introduced in August 1985 with the idea of
granting more favorable rates to manufacturing exports than to traditional
exports. Later, the scope of multiple rates was extended to imports by
granting preferential rates to "priority" imports. The total number of
rates has varied considerably over the last three years. Almost monthly
there have been changes in the structure, and, at one point, there were as
many as nine rates for commercial transactions alone. At present (July
1988), there is a total of six rates for commercial transactions with two
different rates applicable to exports and five rates to imports. In
addition, there is an official financial rate for commercial bank
transactions and also a black market rate. The dispersion of the rate
structure is large; high priority inputs are given a rate of 33 Intis/US
dollar, while some exports are granted a rate of 167 Intis/US dollar, and
the black market rate runs at 300 Intis/US dollar. As for the management
of exchange rates, from August 1985 to January 1987, the benchmark rates
were frozen in an attempt to stabilize inflation. In January 1987, a
crawling peg was initiated--at the rate of 2.2 percent per month--that
lasted until July 1987. Finally, in December 1987, the rates applicable to
exports started to be moved monthly according to inflation of the previous
month, while import rates lagged behind.

22. Recommendations. Multiple exchange rates have led to substantial
Central Bank losses. In addition, multiple rates entail relative price
distortions, duplicate the incentive structure derived from tariff and
export taxes, are costly to administer, elicit rent-seeking behavior from
economic agents, and draw scarce public managerial talent to a non-
productive task. All these factors imply efficiency losses, difficult to
estimate, but likely to be not any smaller than pure budgetary losses.
Therefore, the economy stands to gain by unification of rates. Regarding
the management of the exchange rate, both a floating-rate regime and a
properly managed crawling peg are viable regimes. However, in the current
situation of impeded governmental control over fiscal and monetary
variables and depleted reserves, a floating rate would probably be a
superior and more credible policy approach.
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23. Quantitative Restrictions. Since March 1987, all imports are
subject to a two-stage approval process: first, from the Institute of
Foreign Trade, and then from the Central Bank. Moreover, about 10 percent
of all input items are prohibited. Import licenses are issued in
accordance with a foreign exchange budget drawn up annually and subject to
quarterly revisions. Since January 1988, importers are allowed to obtain
automatic licenses for imports to be financed with importers' own foreign
exchange.

24. Recommendations. Replacing quantitative restrictions with an
appropriately designed tariff structure would result in: (i) efficiency
gains in production because quantitative restrictions grant absolute
protection, typically to inefficient domestic industries, but also
uncertain protection, depending on the discretion in license approvals; and
(ii) treasury gains, both in reduced bureaucratic costs inherent with
administering quantitative restrictions and increased import duty revenues
that, under quantitative restrictions, are captured by selected importers
as rents. Successful liberalization (substitution of tariffs for
quantitative restrictions) requires fiscal discipline and exchange rate
flexibility. A stable macroeconomic environment is a central element to
stabilize price signals brought about by tariff protection. In addition,
removal of quantitative restrictions puts pressure on the balance of
payments that needs to be offset by adequate exchange rate and aggregate
demand policies.

25. Tariffs. Peru's current tariff structure comprises 42 different
tariff rates, ranging from 0 to 155 percent. The average tariff is
67 percent. The tariff pattern is typical for a country with an import
substitution strategy, where final goods with the least value added receive
the highest protection, at the expense of intermediate goods and the
agricultural and mining sectors. This spurious incentive structure is
reinforced by quantitative restrictions. From a fiscal standpoint, actual
tariff revenues (as a share of total import value) have declined from 33
percent in 1985 to 29 percent in 1987, as a result of both increasing use
of tariff exonerations and tightening of quantitative restrictions. In
turn, multiple exchange rates give rise to additional protection, since, by
allowing different imports and exports to enter at different exchange
rates, some are implicitly subsidized and others taxed. The exchange rate
structure leads to a cascade pattern of protection similar to the one
granted by tariffs. Therefore, the combined system of protection magnifies
the distortions inherent to both structures.

26. Recommendations. Current restrictions to imports in the form of
licenses, tariffs and multiple exchange rates provide artificially high
incentives for import substitution of consumer goods to the detriment of
import substitution of capital goods and intermediate inputs and, above
all, to the detriment of exporting sectors. This is the fundamental cause
of the chronic failure to develop exports and also of the prevalence of an
assembly-type industrial sector fully dependent on imported inputs. The
economy stands to gain in efficiency and future growth by moving to a
protective system based exclusively on tariff protection within a two-to-
four-year period. Moreover, the current tariff structure is dispersed and
complex and needs to be simplified into a system of, say, five basic
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rates in the range from 10 to 50 percent also over a two-to four-year
period. If, at the same time, all tariff exonerations are phased out,
these lower tariffs would yield at least the same tariff revenue as now,
but with enhanced productive efficiency. For the medium term,
consideration should be given to move towards a uniform tariff rate of,
say, 10 or 20 percent at the pace allowed by public revenue constraints.

27. Export Incentives. To counter the anti-export bias of import
restrictions, several incentives for nontraditional exports (mostly
manufactured goods) have been established. The most important are:
(i) temporary admission system that exonerates exporters from tariffs and
sales taxes related to the importation of inputs for exports production;
(ii) Certificado Tributario de Exportacion (CERTEX), an export subsidy at
varying rates over the FOB value of exports; and (iii) Fondo de
Exportaciones No-Tradicionales (FENT), concessional credit for pre- and
post-shipment financing of exports. Few exporters avail themselves of the
temporary admission system, because it does not allow exporters to
circumvent import licenses and prohibitions and also because it reduces the
claim of CERTEX subsidies. These three incentives reduce only marginally
the anti-export bias derived from import barriers.

28. Recommendations. When the anti-export bias of import protection
policies is high, as is the case in Peru now, it is difficult to provide
adequate compensation to exporters without placing a heavy burden on the
Treasury or eliciting countervailing duties from trading partners. The
more advisable course of action is to remove the root of the anti-export
bias through lifting quantitative restrictions, tariff reform, and
maintaining an adequate real exchange rate. Moreover, this is a more cost-
effective policy than trying to compensate one set of distortions with
another.

29. To the extent that specific export promotion policies are pursued,
more emphasis needs to be placed on temporary admission and less on CERTEX.
The former is a transparent mechanism and is not subject to the risk of
countervailing duties. To this end, imports under temporary admission
should be exempted from import licenses and prohibitions. Also, the CERTEX
subsidy could be redefined as a flat rate over domestic value-added
measured at international prices.

Other Resource Allocation Issues

30. Financial Policy. The main issues on financial policy are: low
nominal interest rates compared to inflation; heavy financial subsidies
channelled by development banks; and regional and sectoral restrictions to
credit allocation. Real interest rates have been negative over the last
three years. Recent adjustments to rates effected in March, June and
August 1988 to levels of 120 percent for savings and 260 percent for
lending have been insufficient in the face of rapidly accelerating
inflation (projected at 650 percent in 1988). The effects of this policy
have been: (i) an unprecedented drop of real financial savings,
particularly in 1988 (by August 1988, total real internal liabilities of
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the financial sector had dropped to one-half of the level in December
1987); (ii) stringent credit rationing in the formal financial sector,
coupled with the upsurge of a flourishing informal credit market; and
(iii) permanent pressure on the black market exchange rate reflecting
capital flight. Financial subsidies result from the fact that development
banks (particularly Banco Agrario) on-lend resources, raised through
Central Bank financing, at rates much lower than the average cost of funds
of the Central Bank, which, in turn, is much lower than inflation. For
example, Banco Agrario lends at nominal rates as low as 0 and 10 percent.
Restrictions to credit allocation take the form of regional and sectoral
mandatory investment coefficients imposed on commercial banks. These
restrictions impede the free flow of savings to the most productive
financing opportunities.

31. Recommendations. Formal sector financial intermediation needs to

be restored by moving to a policy of positive real returns on deposits and

loans. In the present circumstances of high and unstable inflation, the
only viable way to ensure ex-ante positive returns is by indexing the
principal of time deposits and loans to inflation and setting adequate
real premia or, preferably, allowing for endogenous determination of real
premia by the financial market. In turn, interest rates charged by

development banks also need to be linked to inflation to prevent the size
of financial subsidies from rising with higher inflation. However, since

the public sector is a net debtor in the domestic economy, it is important
that fiscal adjustment precedes financial liberalization so as to avoid
additional pressure on the fiscal deficit before inflationary expectations
are drastically reversed. Finally, current restrictions on credit
allocation by commercial banks should be phased out. They lead to a
suboptimal use of financial resources and are unnecessary, since selective
credit to regions and sectors is already channelled by existing regional
and development banks.

32. Agricultural Pricing and Subsidies. Subsidies to agriculture are
granted through different channels: exchange rate, credit, input prices,
and guaranteed output prices. These subsidies are handled by two public
marketing boards: ECASA (rice marketing) and ENCI (marketing of inputs and

other agricultural products). Credit subsidies are channelled by Banco
Agrario. ENCI and ECASA get their funding from government transfers and
profits accrued on the importation of foodstuffs (in particular, wheat and
maize) at low exchange rates and later sale of those products at marked-up
prices. Total subsidies to agriculture are estimnated at no less than
2.5 percent of GDP. The most important is the rice subsidy, which arises
because ECASA sells the product at half the price it pays to producers.
This subsidy alone totalled 0.3 percent of GDP in 1987. The incentive
structure for agricultural production has translated into high rates of
effective protection for import substitution crops and negative protection
rates for Peru's two expoLt crops (coffee and cotton).

33. Recommendations. The incentive structure offered to agriculture
is overly complex, with the overall balance being unclear. The Government
could consider opting for a smaller number of instruments of promotion.
Guaranteed prices for the main staples are probably the best planning
mechanism because prices are the best incentive for production. Care
should be taken that selling prices by ECASA and ENCI are not lower than
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guarantee prices paid by them to avoid spurious arbitrage. Disparities in
yields among regions of similar climates indicate that there is scope to
increase productivity through training and extension services.

34. Price Controls. At present, market forces determine the prices of
only about one-quarter of the items that consumers buy. The rest are
subject to a greater or lesser degree of negotiation between authorities
and producers. Price controls have provoked shortages, downgrading of
quality, and black market sales, including smuggling across the border.
Moreover, despite controls, inflation has accelerated virulently in 1988.

35. Recommendations. Removal of price controls would improve
significantly resource allocation and promote growth. The best strategy to
prevent oligopolistic producers from exercising market power is by opening
the economy to foreign trade and competition. In another vein, using some
form of price controls transitorily to stabilize inflationary expectations
requires, for effectiveness, that such controls be implemented in
conjunction with adequate fiscal and monetary policies.

36. Labor Market Issues. The main labor market issues are:
(i) layoff restrictions, short probation, and high fringe benefits for
formal sector employment; and (ii) "high" real wages resulting from the
periodic wage hikes above inflation and productivity growth granted in
1986-87. To counter the problem of employment restrictions, legislation
was enacted to create a temporary employment program (PROEM) in late 1985.
This program, which had a duration of two years, was very successful and
has recently been renewed for two additional years. Consideration should
be given to incorporating PROEM as a permanent legal provision so as to
spur labor market mobility and also to avoid precautionary layoffs in the
months at the end of the program's term. In addition, consideration should
be given to allowing exporting firms to hire and layoff without
restrictions so that they can adjust to the swings in external markets.
Likewise, severance payments and labor stability laws could be made more
flexible. Regarding real wages, that have started to fall in 1988 in the
wake of growing inflation,the current situation calls for bringing them
down in line with underlying economic forces on at least three counts.
First, the economy is falling into a recession; second, lower real wages
are central to achieving the now required real depreciation of the exchange
rate; and third, Peru can no longer run an external trade deficit that
could sustain high real wages. The important point is that the real wage
drop should be achieved thr(ough ex-ante nominal wage restraint and
moderation so that inflationary pressures are minimized.

37. The State Enterprise Sector. The deteriorating performance of
Peru's public enterprises is a major source of macroeconomic and structural
problems. There are now some 135 nonfinancial state-owned enterprises,
that employ 130,000 people and produce about 10 percent of GDP. The sector
fully controls the supply of electricity, telecommunications, oil and gas
production and about one-third of the sectors of mining and transport.
State enterprises have been traditionally viewed as a means to provide
inputs, services and consumer goods at low controlled prices ancd to create
employment, while their productivity and profitability has been given
secondary importance. As a result, they are overstaffed and operate at
high costs; in addition, the goods and services they provide are in
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general of low quality. The Government intends to embark on major
restructuring of the sector that would include divestiture of some enter-
prises and liquidation of others. The tentative proposal for divestiture
comprises 30 to 40 firms which represent about 4 percenit of the book value
of total assets of the sector. However, there is a larger group of
enterprises, particularly in manufacturing, that could be operated by the
private sector more efficiently without detriment to the Government's
capacity to control the strategic areas of the economy. The Government may
also consider sale to foreign investors especially in areas where they
could bring technology transfer and management skills. (The creation of a
debt-to-equity swap program could significantly contribute to both
divestiture and foreign debt reduction.) As to the selling method, open
subscription of bids and/or public placement in the stock exchange could
prove to be more transparent and effective mechanisms than engaging in
expensive and time consuming economic engineering studies of enterprise
pricing.

D. Economic Policy to Stabilize Inflation and Establish the Conditions
for Medium-Run Growth

38. The Preconditions for Stabilization. At present, the policy
options are limited to either allowing the economy to undergo a full-blown
hyperinflation or else implementing a strong stabilization program that
would push the economy away from the current unstable path. By contrast,
it is uncertain whether gradual and intermittent policy adjustments would
provide sufficient momentum to escape hyperinflation. In addition to a
fully consistent macroeconomic program "on paper," successful stabilization
requires: (i) political commitment to implement the program coherently;
and (ii) understanding and broad-based support from diverse economic,
social and political groups. This, in turn, implies establishing stable
rules of the game and distributing the costs of adjustment as equitably as
possible among the different social groups. The latter might require
establishing well-targeted subsidies for the poorest population groups so
as to alleviate the adverse impact of removal of indiscriminate price
subsidies and of (at. least transitory) lower real wages that would be
brought about by stabilization.

39. Resumption of Growth and the Foreign Debt Problem. Peru has
already pursued, and exhausted, the alternative of obtaining de facto
external financing by suspending payments on the external debt. In turn,
the possibility of immediate external support--that would be feasible on
the assumption of "first best" policies--would require some sort of a debt
work-out. This means that part of any fresh external resources would have
to be used to address Peru's unsettled debt problem. Clearly, under these
circumstances, the country's growth strategy in the near future will have
to be based primarily on mobilization of domestic savings, export growth
and increased productive efficiency. However, the importance of reaching a
settlement on the debt transcends the pure accounting of debt flows. The
severe strains to the Peruvian economy imposed by the present unilateral
approach are high and will rise over time given the intrinsic integration
of Peru's economy with the rest of the world. In particular, in the
absence of a settlement, it might prove formidably difficult to carry out
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an export oriented growth strategy or to obtain needed external financing
and technical innovation to exploit some of Peru's natural resources (e.g.,
hydrocarbons). Moreover, it is uncertain whether stabilization would be
viable and credible without confronting the debt problem. These costs
should be weighed against the financial benefit from simply ignoring the
debt problem.

40. Peru's foreign debt, now standing at US$16.4 billion, is not
overwhelmingly high when compared to other Latin American countries. In
relative terms, it totals about 70 percent of GDP and about US$827 per
capita. Thus, Peru's debt is relatively lower than that of Chile, Costa
Rica, Ecuador and Mexico. Nonetheless, Peruvian debt now trades in
secondary markets at only 5 cents on the dollar, far below the rates for
the other countries. The huge discount on the debt opens the door to the
use of market-based debt-reducing schemes. International support to use
these schemes will in itself be positively affected by a decisive
macroeconomic adjustment effort.

41. Overall Macroeconomic Strategy. The policy approach suggested
here to deal with inflation consists of strong conventional fiscal-monetary
and exchange rate policies together with income policy, with some
similarities to the program put forward in Mexico in 1987. The thrust of
incomes policy would be to break existing backward-looking indexation rules
(the so-called desagio), in particular for wages, and move into a forward-
looking indexing rule for wages, public prices and tariffs, and interest
rates. A budgetary financial program consistent with reducing inflation
from a projected 650 plus percent in 1988 to a target of 50 percent in 1989
is presented and analyzed in Chapter IV of the report. It is calculated
that to reach that target, Central Bank financing of the deficit would have
to be cut from an estimated 10.7 percent of GDP in 1988 to about -0.1
percent in 1989. This would mean that the total public sector deficit
(including all interest accrued oni the external debt and arrears) would
decline from 14.1 percent of GDP in 1988 to 4.9 percent in 1989. Specific
measures to achieve this reduction include exchange rate unification, tax
measures and realignment of prices and tariffs (as detailed in Chapter III,
Section A) as well as reduction of public sector wages and subsidies. Tax
and state enterprise revenues would need to be raised by about 13 percent
of GDP in 1989. The targeted level of Central Bank financing would have to
be enforced through tight credit ceilings in nominal terms so as to anchor
the inflation target. Forward indexing of wages and prices and tariffs
would provide two additional anchors for inflation. By contrast, it is not
recommended that the exchange rate be utilized as an anchor, for the
Central Bank does not have enough reserves to honor any preannounced rule.
Instead, it is suggested that the official exchange rate be allowed to
floatl/ or else be managed in a non-preannounced flexible crawling peg. In
order to allow for relative price realignments and also to dry up current
excess liquidity, it is suggested that all prices be liberalized during an
interim period before the onset of the program. Adjustments to prices and
tariffs, geared to make up for accumulated lags, should also be effected

1/ The float could be in the modality of an "auction" managed within the
so-called Mesa de Negociacion that at some time was operated by the
Central Bank.
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during this interim period. Monetary policy would be tightened during 1989
by increasing the legal reserve requirements for commercial banks. In
addition, with a one-to two-month lag after the fiscal adjustment, the
principal of loans and deposits would be indexed to actual inflation and
real premia for loans and deposits would either be set at adequate levels
or, preferably, allowed to be determined by financial market forces. In
subsequent years, the fiscal adjustment would continue, with or without the
use of incomes policy, basically by increasing public revenues at an
average pace of 2 percent of GDP per annum, and reducing the overall public
sector deficit from 4.9 percent of GDP in 1989 to 3.9 percent in 1991, and
to 3 percent in 1993. Under the recommended macroeconomic policy program,
inflation could be targeted to decline from 50 percent in 1989, to 30
percent in 1991, and to 10 percent in 1993. In addition, the
remonetization of the economy (increase in the demand for money) brought
about by lower inflation, together with the amortization of domestic debt
by Government (derived from the scaling back of the deficit combined with
its foreign financing), would allow for increasingly higher shares of
overall credit to the private sector (to be achieved by gradually lowering
reserve requirements on bank deposits), thereby promoting a crowding-in
process of private investment.

42. Illustrative Evolution of the Economy under Stabilization and
Structural Adjustment. The main features of the scenario that illustrates
the path that the economy could follow in a high policy case are the
following. First, GDP growth could resume in 1990 and positive per capita
consumption growth in 1991, after a considerable setback in both 1988 and
1989. Second, there is consicderable scope for export growth of both
manufacturing and traditional exports; current export levels are far lower
than they were three years before. Moreover, with the recommended
policies, exports could well rise at an average real rate of 15 percent per
annum for manufacturing exports, and 5 percent for traditional exports.
Third, in the projected scenario the creditworthiness ratios improve slowly
but steadily: the debt-to-GDP ratio falls from 74 percent in 1990 to 66
percent in 1993 and the interest-to-exports ratio from 36 percent in 1989
to 30 percent in 1993. The proportion of interest accrued that would need
to be refinanced through fresh money requirements every year is high,
although declining. To the extent that there could be debt reduction
schemes as part of a negotiated debt work-out, the improvement in the
creditworthiness indicators would be greater and also the intensity and
social cost of adjustment could be somewhat attenuated. Therefore, debt-
reducing schemes along with conventional rescheduling (the so-called menu
approach) would be a suitable avenue to renider the projections scenario
viable. Without some form of debt relief, a consistent and sustainable
economic work-out will be unlikely.

- xxvii -





CHAPTER I

THE EVOLUTION OF THE PERUVIAN ECONOMY 1985-87

A. Background

1.01 Peru is a small and moderately open economy with a long history of
heavy dependency on mineral exports for its performance. Well endowed in
natural resources, Peru is now the world's largest producer of silver and
fifth largest producer of copper. In addition, it has considerable fishing
potential and hydrocarbon resources. The country is divided into three
physically distinct regions. Efforts to forge physical, economic,
linguistic, and cultural links between the highlands (Sierra), the rain
forest (Selva), and the coast regions confront the formidable natural
barriers of the Andean mountains. About half of Peru's population of about
20 million (1987) live in the coastal region, while 40 percent live in the
Andean highlands and the rest in the Amazon region. Income per capita,
which has declined steadily since the mid-1970s, is now about US$1,200.
Peru's greatest challenge is to provide jobs and social services at the
pace of population growth, now at 2.6 percent per annum. Income
distribution has been reported to be one of the most uneven of Latin
America, and other welfare indicators, such as life expectancy and infant
mortality, are among the lowest in the region. More than half of Peru's
poorest 30 percent live in the Andean highlands and are self-employed
peasants. Agriculture and mining have long lost their predominance in the
economy due to the import substitution model followed since the mid-sixties
which gradually made industry the mainstay of the economy. State-owned
enterprises, whose number grew steadily since the late 1960s, control
several key sectors, such as hydrocarbons, electricity and part of mining,
and generate about 10 percent of GDP. In turn, Peru's tax burden ratio, of
around 9 percent of GDP, is one of the lowest of the group of countries
with comparable income per capita, and the mix between direct and indirect
taxes is heavily biased toward the latter.

B. Recent History

1.02 Peru's modern history has been marked by political and economic
instability. One term democratically elected governments have usually been
followed by periods of military "juntas" and vice versa in an almost
mathematical sequence. In turn, recurrent expansionary economic policies
have ultimately run into foreign exchange crises and subsequent stabili-
zation episodes. The Peru of the 1950s has been characterized as a
laissez-faire economy. The country was open to foreign trade; exports of
raw minerals, mostly exploited by foreign interests, and fishmeal paid for
imported manufactures. In turn, Government had little direct participation
in the economy and economic activity was largely unregulated. Industriali-
zation by import substitution and heavy government spending in infra-
structure started with the first Government of Belaunde Terry, between 1963
and 1968, that ended with an economic crisis and a military coup. During
the nationalistic rule of General Velasco Alvarado (1968-75), the
Government embarked on an inward-looking growth strategy, nationalized
foreign corporations--particularly in mining--and undertook a global
agrarian reform. Large scale public investment projects brought about a
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mounting foreign debt. Favorable external conditions during 1970-74
allowed a particularly rapid expansion of employment and incomes. In fact,
income per capita had grown steadily during the whole period of 1950-74,
with the exception of the years 1968-69. Thus, per capita income growth
averaged 2.7 percent per annum during 1950-74, while inflation was moderate

but rising, from an average of 8 percent per annum in the 1950s to
13 percent in the early 1970s. Starting in 1974, however, a deep downswing

of the terms of trade together with a sudden withdrawal of foreign
financing sources, in the wake of overly expansionary public spending, set

the ground for a long recession. In that process, General Velasco Alvarado
was forced out of office in 1975 by an internal coup that put his Prime
Minister, General Morales Bermudez, into the presidency. Income per capita
stagnated in 1974-76 and then dropped for two consecutive years, 1977-78,
by a cumulative 10 percent, while inflation accelerated from single digit

rates to close to 60 percent in 1978. A successful stabilization program

was carried out in 1978-79, with the help of favorable terms of trade and
booming exports.

1.03 In 1979, with the economy growing again and restored international

reserves, the Government initiated a import liberalization program. In
that year, general elections were held and Belaunde Terry was voted back
into the presidency. Belaunde enjoyed strong international support, but
inherited a country with formidable social problems, income per capita
10 percent below the 1974 level, and major economic distortions. The
official economic tenet of his Government was free markets and free prices.
However, it engaged in bulky infrastructural investments that complicated
macroeconomic management, more so in the face of now declining terms of
trade, international recession, and an increasingly overvalued exchange
rate. These problems culminated with the drying up of external voluntary
leniding, particularly after the onset of the Mexican debt crisis in 1982,
and the virulence of the "El Nino" stream in 1983 that caused floods in the
North and droughts in the South. Hence, GDP plummeted in 1983, by
12 percent, and inflation doubled to 100-plus percent. Subsequently, the
import liberalization process, that had been initiated in the last year of
the military Government and continued originally by Belaunde, was reversed.
Likewise, the parcelling out of land plots that had been granted to
cooperatives by the military rulers was effected in a disorderly fashion.
In 1984, upon the impossibility of reaching an agreement on foreign debt
rescheduling and fresh financing with creditors, the Government engaged in
a policy of "undeclared" arrears. In 1984-85 steps were taken to stabilize
the economy by means of active exchange rate depreciation, frequent
adjustments to prices and tariffs of state enterprises, and some reduction
of public expenditures. These policies achieved a turnaround in the

external current account that went from an average deficit of nearly
6 percent of GDP in 1981-83 to a small surplus in 1985, but failed to
stabilize inflationary pressures and had the inevitable short-run cost of
low economic growth.l/

1/ A thorough description of Peru's macroeconomic developments during the

last 15 years is provided by Carlos E. Paredes (1987), "The Behavior of
the Public Sector in Peru 1970-85." World Bank Working Paper.
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C. The Diagnosis of the Economy in 1985 and the
Strategy of the Incoming APRA Government

1.04 The Diagnosis. In August 1985, at the time the APRA
Admitnistration took office, GDP had not yet recovered from the 1983 plunge,

and was still 6 percent lower than in 1981, the year when the military
Government turned power over to the Belaunde Administration. In turn, real
consumption per capita was 13 percent below the level five years earlier
and real wages were 40 percent lower. The manufacturing sector was
doccumented as having widespread unutilized capacity, with estimates ranging
up to 55 percent of installed capacity, while at the same time 12 percent
of the labor force was reported in open unemployment and more than
50 percent as underemployed. The efforts to stabilize the economy and
continue to service the foreign debt under negotiated rescheduling and
fresh-money requests had proved unsuccessful. This failure can be
attributed to major implementation errors, adverse exogenous shocks and
social conflict. As a result, at the turn of the Belaunde years inflation
was rampant, with a rate approaching 200 percent in the 12 month period
ending August 1985, and debt payments arrears had started to pile up since
late 1984 in the wake of frustrated negotiations with the IMF and the
commercial batnks. By mid-1985, arrears had surpassed US$2 billion.
Against this background, financial instability worsened progressively with
capital flight approaching 3 percent of GDP in 1984 and dollarization of
deposits reaching more than half of all internal liabilities of the
financial system. The socio-political situation did not fare any better.
Violent political groups operating out of the Andean highlands (the
"Sierra") had rendered several provinces increasingly insecure and
occasional terrorist incursions into the main urban centers had heightened
the public's apprehension. In turn, sustained economic decline had given
rise to widespread labor unrest and social stress. On the positive side,
the macroeconomic adjustment carried out in 1984-85 by the Belaunde Admini-
stration left a good legacy to the incoming APRA Government in terms of
fairly high international reserves, a competitive exchange rate, and
adequate public sector prices and tariffs.

1.05 The diagnosis of the economy and the economic strategy of the
incoming APRA Government, were based upon a series of perceptions, broadly
held by the new economic team, on the macroeconomic policies followed by
the previous administration. First and foremost, the Government believed
that the demand management policies of the 1980s had been recession-
inducing and ineffective in dealing with inflation. The widespread
existence of industrial excess capacity was seen as indicating that excess
demand was not the problem. In the second place, the budget deficit was
viewed as the result and not the cause of the inflationary process. Thus,
internal interest payments on the Government's debt, a major component of
public expenditures, were high because inflation was high, but the infla-
tion component of interest rates was an advanced payment of the principal
of loans rather than interest per se, and did not add to aggregate demand.
Likewise, recession-inducing demand management policies were regarded as

increasing the fiscal disequilibrium, for a declining activity level meant
a shrinking tax base. Third, inflation was viewed as cost-induced, in a
vicious cycle process where the determination of the key prices--namely,
the exchange rate, interest rates, public sector prices and tariffs and
wages--were simultaneously feeding the inflationary process and being fed
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back by it. The process was further validated, in the authorities view, by
the aforementioned deficit-inducing implications of recession and
inflation, and also by the built-in indexing of domestic dollar deposits.
Last, but not least, it was widely believed that Peru had fallen into a
"debt trap" in the sense that the efforts made by the previous adinini-
stration to meet external financial obligations had, on the one hand,
accelerated exchange rate devaluation and consequently inflation and, on
the otlher, put undue pressure on Peru's meager saving capacity, resulting
in declining domestic investment and growth. Thus, freeing the economy
from the constraint imposed by the international financial economy was seen
as the way-out to resume growth.

1.06 The Strategy. Consistent with this diagnosis, President Alan
Garcia launched an economiiic program based on a set of unconventional
economic guidelines. The idea was to prompt a quick economic recovery by
boosting consumption demand and using existing slack industrial capacity.
Consumption demand would be fueled by increasing real wages, implementing
temporary employment public works programs, and transferring disposable
income from the public sector to the private sector. The latter would be
effected through reducing taxes and freezing public sector prices and
tariffs. The use of slack capacity would be guaranteed by closing the
domestic market to imports competing with domestic production. In
addition, the Government would decree a price, cost, and exchange rate
freeze geared to breaking inertial inflation and inflationary expectations.
The agricultural sector was made first priority: guaranteed prices to
producers of the main staples would be significantly raised, subsidies
increased, and lines of agricultural credit on preferential terms
c-onsiderably expanded. The poor "campesinos" of the "Sierra," the most
backward part of the country, would be the main beneficiaries. The
necessary resources to finance the strategy were to become available from
reductions in external debt payments. Thus, in his inauguration speech
President Garcia announced a unilateral limit of 10 percent of exports for
external debt service payments.

1.07 The Government "heterodox" economic program, officially termed
"Plan de Emergencia," was given a duration of twelve months, from August
1985 to July 1986, but the Plan was later extended through December 1986.
The authorities were aware that this reactivation and recovery program,
based on consumption-demand expansion, could only last in so far as there
was unutilized capacity. Therefore, for the post-reactivation era the
Government envisaged a second phase where the focus would be on investment
and exports so as to make the transition from short-run output expansion to
long run sustainable growth. However, the economic strategy to be followed
in the second phase was never fully developed or articulated. Nor was
there established a cutoff date in which to switch from one set of policies
to the other.

D. The Implementation of the Policies: July 1985 to December 1986

1.08 As part of the reactivation strategy, nominal wages were increased
25 percent in August 1985 and, from then on, periodic wage hikes were
granted, approximately every four months. As a result, real wages
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increased by 34 percent between August 1985 and December 1986. In
parallel, a temporary employment program (PAIT) was instituted by the
Government to provide three-month jobs to unemployed workers. In turn, to
boost private sector demand while helping firms to adjust to higher wages,
firms were granted tax breaks and enhanced exonerations, and prices of
fuels for industry and interest rates were reduced. Tax cut measures
culminated with a reduction in the sales tax rate from 11 to 6 percent in
February 1986. As a result of the new tax measures, central government
revenues declined from 13 percent of GDP in 1985 to 11 percent in 1986. To
elicit a supply response to the increasing consumption demand, import
restrictions for products with locally produced substitutes were tightened,
and in many cases imports were prohibited.

1.09 Consistent with the Government's view that inflation was driven by
cost-push forces, the two benchmark exchange rates were frozen, after a
moderate devaluation in July 1985, and savings and lending interest rates
were progressively scaled-down, over a period of seven months, to one third
of their levels in early 1985, and then left unchanged throughout 1986.
Along with these measures, domestic prices and tariffs of state enterprises
were also frozen, and a one-year freeze on prices of all industrial
products and most services was enacted. By contrast, most agricultural
products were excluded from the freeze and their prices were left to market
forces. Moreover, guarantee prices of a few staples were significantly
raised while consumer prices lagged behind, thereby increasing agricultural
subsidies.

1.10 Multiple exchange rates were established as instruments of export
promotion, followitng the reasoning that exports with high elasticity of
supply--manufacturing exports--should be granted a more competitive
exchange rate than traditional exports (minerals, petroleum, and fishmeal).
Thus, multiple exchange rates were supposed to "alter relative prices to
conform national priorities." Despite the exchange rate freeze, some
"hidden" small devaluations of some exchange rates did in fact take place
during 1986. Indeed, exchange rates to exporters--that were defined as
weighted averages between the official and financial exchange rates--were
devalued by means of increasing the weight of the, more favorable,
financial rate. In parallel, imports deemed non-essential were gradually
transferred from the official rate to the financial rate.

1.1.1 As far as the external debt was concerned, the Government
announced that only debts with creditors willing to provide Peru a positive
net transfer would be serviced out of the 10 percent of exports ceiling.
One exception to the rule was made for short-run trade and working capital
credit lines, for which the Government declared that it would continue to
pay interest obligations and roll over the principal. Moreover, foreseeing
probable trade financing problems, the Government expressed its intent to
maintain the strong gross international reserves position inherited from
the previous Government (US$1.8 billion).

1.12 In order to improve the business climate and seek private sector
partnership, the authorities launched a policy of bilateral talks and
negotiations with major business groups, on a one-by-one basis. This
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policy, known as "concertacion," was oriented at inducing firms to invest,
primarily in exporting activities. The list of incentives offered by
Government as open to bargaining included: concessional credit, special
exchange rates, tax cuts and exemptions, price adjustmeiits, and special
legal provisions.

Table 1-1: PUBLIC FINANCE (1984-1987)
(Percentages of GDP)

1984 1985 1986 1987

1. Public Sector Revenues 39.3 43.2 32.3 26.1
- Tax Revenues 11.1 12.7 11.2 8.6
- State Enterprise Revenues 23.9 26.5 17.8 14.4
- Others 4.3 4.0 3.3 3.1

2. Public Sector Expendituresa/ 45.5 45.6 37.3 32.6
(of which Investment) 7.4 5.8 4.9 3.9

3. Non-Financial Public Sector
Deficita/ 6.2 2.4 4.9 6.5

4. Central Bank Losses 1.5 1.9 1.8 2.8

5. Overall Deficit (3+4)a/ 7.7 4.3 6.7 9.3

6. Central Bank Flow of Subsidized
Credit to Development Banks 1.4 0.8 1.4 1.9

7. Total Public Sector Borrowing
Requirements (5+6) a/ 9.1 5.1 8.1 11.2

8. Financing of PSBR 9.1 5.1 8.1 11.2
- Foreigna/ 4.5 3.9 2.4 1.4
- Domestic 4.6 1.2 5.7 9.8

Memo Item: Nominal GDP (million Intis) 72,845 199,845 381,022 760,166

a/ Includes arrears (of interest on foreign debt) incurred during the
year, but excludes imputed interest on the outstanding stock of
arrears.

Source: Ministry of Finance, Central Reserve Bank and World Bank
estimates.

1.13 Unlike in the other heterodox experiments, the Argentine Austral
and the Brazilian Cruzado plans, policymakers in Peru never put explicit
emphasis on the need to balance the Government's budget. Notwithstanding
this and contrary to a common belief, the budgetary and financial policies



of the new Administration were not expansionary right from the outset.
Indeed, from August 1985 to June 1986, budgetary policy was reasonably
moderate and monetary policy was clearly restrictive. Although public
sector revenues, as a percentage of GDP, dropped considerably, public
expenditures also dropped. Thus, in the second half of 1985 and first half
of 1986, the non-financial public sector, which comprises the Central
Government and public enterprises, registered deficits of 1.4 percent and
1 percent of GDP, respectively.2/ These deficits were lower than the net
foreign financing available (that is, the sum of fresh net disbursements
plus accumulation of unpaid interest as arrears). As a result, the non-
financial public sector continued the process of amortization of internal
debt to the Central Bank which had started in 1984, to the point of
becoming a net creditor of the financial system in late 1985. Also
contributing to this outcome was the financial discipline dictated by the
existence of escrow accounts in the Central Bank where public entities had
to deposit the local currency counterpart of the arrears accrued on
external debt service. However, total public sector borrowing requirements
(PSBR) were larger than the non-financial deficits due to the existence of:
(i) foreign exchange and financial losses in the Central Bank; and
(ii) transfers of highly subsidized credit from the Central Bank to
development banks. Adding these items to the non-financial public sector
deficits, the overall deficits resulting were 3.5 percent of GDP in the
second half of 1985 and 2.5 percent of GDP in the first half of 1986,
respectively.

1.14 Monetary policy was, at that time, unambiguously restrictive in an
attempt to, on one hand, sterilize the huge balance of payments surpluses
(reserve inflows) originating from the limitation on foreign debt service
payments, and, on the other hand, accommodate the growth of monetary
aggregates to the lower rate of inflation achieved with the freeze (the
inflation rate dropped from 88 percent in the first half of 1985 to 38
percent in the second, and to 28 percent in the first half of 1986).
Tighter legal reserve requirements on commercial banks' deposits, the
central policy instrument, led to a drop in the broad money supply
multiplier from 1.9 in December 1984 to 1.4 one year later (Table 1-2). As
a result, in the second semester of 1985, the broad money supply grew only
48 percent, in spite of the expansion of the monetary base at a rate of 90
percent. Along with monetary restraint, the Central Bank took two other
monetary measures. First, as noted before, interest rates were scaled down
to about one-third of their levels in the first half of 1985. However,
since initially this reduction was matched by a similar decline in
inflation, real interest rates did not become more negative than before.
The second measure was the suspension of the convertibility of foreign
currency deposits in commercial banks decreed in August 1985, whereby those
deposits become only redeemable into local currency at the official
exchange rate plus a small premium.

2/ These figures refer to semesters and therefore are not disclosed in
Table 1-1 that deals with annual data. Deficits as a percentage of
GDP, however, are calculated using the GDP for the whole year, not that
of the semester. Budgetary items per semester (as a proportion of the
year's GDP) are provided in Annex Table 10.3.
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Tabl. 1-2: FINANCIAL SURVEY: USES AND SOURCES OF BROAD MONEYa/
(Percentage Changes)b/

1986-I 1985-II 1986-I 196-II 1987-1 1987-II

A. BROAD MONEY SUPPLY (USES) 50.7 47.6 21.4 35.4 34.3 57.0

(a) Money 8.4 31.8 12.6 20.5 12.6 36.8
(b) Near Money 44.3 15.8 8.8 14.9 21.7 20.1

- Domestic Currency 7.1 28.2 16.7 17.9 21.8 12.5

- Foreign Currency 37.2 -12.4 -8.0 -3.0 0.0 7.7

B. BROAD MONEY SUPPLY (SOURCES) 50.7 47.6 21.4 35.4 34.3 57.0

(a) Net International Reserves 10.1 27.4 -5.0 -7.1 -2.0 -15.3
(b) Domestic Credit to

Non-financial Public

Sector -13.3 -12.3 -4.1 20.7 11.7 33.2

(c) Domestic Credit to

Private Sector 48.4 27.2 22.3 29.2 32.0 39.8

(d) Net Unclassified Assets 6.5 5.3 8.2 -7.4 -7.3 -0.7

Memo Items:

Base Money growthc/ 54.8 90.4 23.0 13.3 27.1 87.7

Inflation Rated/ 87.7 37.8 28.5 26.8 40.1 53.1

Money Supply Multipliere/ 1.9 1.4 1.4 1.7 1.8 1.7

Income Velocity of Broad Money 5.4 5.6 6.1 6.0 6.3 5.9

a/ Includes all financial operations of formal sector financial institutions (banks and other

non-bank) with economic agents
b/ Percent changes are calculated with respect to the stock of broad money outstanding at the

end of the previous period.
c/ Growth of base money is calculated as percent previous year base money.

d/ Inflation for the semester.

e/ The ratio of broad money to the base money.

Source: Nota Semanal (Central Reserve Bank) and World Bank estimates.

1.15 Financial policies turned expansionary in the second half of 1986.
Total PSBR for that semester jumped to 5.5 percent of GDP of which 4.2
percent was financed through Central Bank credit. In addition, monetary
policy loosened up in the form of a reduction in reserve requirements on
deposits, leading to a shift of the broad money supply multiplier from 1.4
to 1.7. However, the initial positive response of GDP to the boost in
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aggregate demand (that expanded the transactional demand for money) and the
now growing balance of payments deficit (that drained domestic liquidity)
made feasible temporarily a further slight decline in inflation from 28.5
percent in the first semester to 27 percent in the second. In turn,
nominal interest rates were kept unchanged throughout the year at the level
reached in March 1986.

E. The Results in 1986: Reactivation and Disinflation

1.16 The initial reaction of economic activity to the Government's
"Plan de Emergencia" during the second half of 1985 was sluggish, with GDP
stagnating at the level registered in the first part of the year. Thus,
for the year as a whole, real growth was a low 2.5 percent. Slow demand
expansion in 1985, however, had the reward of a fairly stable fiscal and
external environment, with total PSBR at 5.1 percent of GDP (Table 1-1),
most of which was financed by accumulation of arrears on external interest
payments, and also with the current account of the balance of payments
close to equilibrium. In the first quarter of 1986, the economy
experienced a modest recovery, followed by an extraordinary output
expansion during the rest of the year. Thus, GDP of the last quarter of
1986 was 20 percent larger than GDP of the last quarter of the previous
year. On a year-to-year basis, GDP expanded 9.5 percent in 1986 with
respect to 1985 (Table 1-3). Moreover, indirect indicators suggest that
the informal sector of the economy was even more dynamic than the formal
one. On a sectoral basis, manufacturing, construction and fisheries were
the most dynamic sectors, growing at 16, 24 and 29 percent, respectively;
whereas mining and agriculture were the lagging sectors, the former
dropping 4.6 percent and the latter growing only 3.8 percent. On the
aggregate demand front, private consumption and construction were the key
components leading the recovery, growing at a combined rate of
15 percent, or one and a half times that of GDP. As expected, fast
consumption growth brought quickly into use excess capacity in the consumer
goods sector; most of this capacity had become idle as a result of slow
growth during the early 1980s, culminating in the 1983 recession. The
expansiotn of domestic supply in response to consumption demand-pull was
made possible by the virtual closure of the domestic market to most imports
competing with national production.

1.17 Along with output expansion, employment in the formal sector of
the economy grew 9.1 percent between July 1985 and December 1986, mainly
through recruitment on a temporary basis following the newly instituted
temporary employment program (PROEM) that enabled employers to circumvent
the restrictive probation and layoff procedures of labor legislation. By
contrast, export performance was unsatisfactory, with merchandise exports
declining by 16 percent in dollar terms--partly the result of 19 percent
deterioration in terms of trade and partly the result of a shift of
incentives towards the domestic market and buoyant domestic demand for
exportable goods. Equally unsatisfactory was the performance of investment
in plant and equipment, which due to the real wage boost, the emphasis on
consumption, and the decline in public sector savings, barely maintained
the historically low ratio to GDP observed in 1984-85 (about 7 percent);
thus, real investment in equipment in 1986 was 30 percent lower than the
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average for 1980-84 (Table 1-4). The mix between public and private
investment was uneven; while private investment expanded 69 percent
compared to 1985, public investment dropped 11 percent. As for inflation,
the price freeze was successful, with consumer price inflation decelerating
from nearly 200 percent the 12 months immediately before the freeze to
56 percent after the 12 months. The combination of price controls for
maniufacturing products and increasing agricultural producer's prices,
translated into a 75 percent improvement in the rural-urban terms of trade
between July 1985 and September 1986, thereby improving the living
conditions in rural areas and helping restrain migration flows to the
cities. Indeed, the share of agricultural producers in national income
increased from 7.9 percent in 1985 to 8.7 percent in 1986.

Table 1-3: MAIN ECONOMIC INDICATORS, 1980-1987

Averag
1980-1984 1985 1986 1987

Real GDP Growth -1.0 2.4 9.5 6.9
Real Per-Capita GDP Growth -3.6 -0.2 6.9 4.3
Real Consumption Growth -0.4 2.3 12.1 5.8

Inflation Rate (Dec/Dec) 87.0 158.3 62.9 114.5
Broad Money Supply Growth 94.0 122.4 64.4 110.9
Non-financial Public Sector 6.8 2.4 4.9 6.5
Deficit (percent of GDP)

Current Account Deficit/GDP 3.9 0.3 5.0 4.9
Gross International Reserves - 2,283 1,961 1,130

(US$ million)

Foreign Debt/GDPa/ 51.0 76.9 59.6 47.1
Accrued Debt Service Ratio 61.1 69.7 78.0 79.5
Paid Debt Service Ratio 53.7 34.5 18.8 12.5

Real Exchange Rate
(Dec. 1978=100) a/b/ 129.7 100.4 115.3 133.2

Terms of Trade (1978=100) 114.6 96.1 78.0 76.5

Real Wage (1979=100) 95 64 83 87
Employment Growth 2.2% -0.5% 4.3% 5.7%
Utilized Capacity Index 56% 45% 61% 67%

a/ Evaluated at the weighted average of all current commercial exchange
rates.

b/ An increase in the series means real appreciation.

Source: National Statistical Institute, Ministry of Finance, Central
Reserve Bank and World Bank estimates.
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Table 1-4: GDP AND AGGREGATE DEMANDa/
(Index Numbers in Real Terms)

Average
1980-1984 1985 1986 1987

Aggregate Supply
GDP 100.0 99.0 108.4 115.9
Imports 23.1 14.8 18.7 19.4

Aggregate Demand
Consumption 72.9 72.5 81.3 85.9

- Private 62.6 62.3 70.6 75.1
- Public 10.3 10.2 10.7 10.8

Investment 26.2 15.9 23.3 26.4
- Equipment 10.5 6.0 7.4 8.7
- Construction 13.1 10.4 12.9 15.0
- Inventories 2.6 -0.5 3.0 2.7

Exports 24.0 25.6 22.4 23.0

Memo Items:
- Private Investment 19.1 11.4 19.3 23.0
- Public Investment 7.1 4.5 4.0 3.4

a/ In this table, average GDP of 1980-84 was taken as the base (GDP in
1980-84 = 100). As a result, all figures in the table should be read
as proportiotns of GDP of that period.

Source: National Statistical Institute.

1.18 Clearly, three key ingredients made disinflation possible: first
and foremost, the policy of budgetary and monetary relative moderation
followed during the first ten months of the Government's term; second, the
freeze to the exchange rates and to prices and tariffs of state
enterprises; and third, the broad support and credibility of the incoming
president that facilitated voluntary compliance with the Government's price
guidelines. Price controls per se did not play any significant role, for
at the time the Government did not even have the administrative machinery
to monitor prices. Also, at that time of relative financial moderation,
the Central Bank strengthened the already strong international reserves
position inherited from the previous administration. Not surprisingly,
during the first ten months of the new administration the behavior of
production was sluggish, registering a small decline in the last five
months of 1985 and a modest recovery during the first quarter of 1986. The
expansion of output became significant in the second quarter of 1986, and
turned into spectacular during the second half of 1986, precisely at the
time when financial discipline was abandoned, with both the budget and
monetary policy turning expansionary. This development, in turn, marked
the onset of sustained international reserve losses and, with a lag, the
reversal of the low inflation trend (Table 1-2).
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1.19 The Early Drawbacks of the Model. Thus, the Government's
objective of quickly reactivating the economy by means of a consumption-led
boom became a reality. Moreover, along with the recovery, the authorities
achieved disinflation. Nevertheless, these positive results were reached
at the expense of growing financial and external imbalances, starting in
mid-1986, and also at the expense of increasing misalignments in relative
prices right from the beginning. These imbalances, in turn, indicated that
the strategy was non-sustainable, and that if the necessary adjustments
were not effected in a timely manner, the economy would go into an open
crisis. First of all, the transfer of fiscal revenues to the private
sector as disposable income--effective through tax cuts and
exemptions--caused tax proceeds to drop from 12.7 percent of GDP in 1985 to
11.2 percent in 1986. Likewise, the deterioration of state enterprises'
prices and tariffs relative to the Consumer Price Index (CPI)--of about 35
percent on average between July 1985 and December 1986--led to a decline in
their revenues from 26.5 percent of GDP in 1985 to 17.8 percent in 1986.
This reduction of revenues was cushioned in part by a decline in public
expenditures. The remainder translated into enlarged public sector
deficit.

1.20 Second, the exchange rate freeze, in the wake of declining but
still high inflation, translated into a 26 percent real appreciation of the
Inti between July 1985 and December 1986. The progressive appreciation of
the exchange rate together with the booming domestic absorption rendered
GDP expansion to be highly import-intensive. Imports grew 40 percent in
dollar terms in 1986, and, since exports declined, the current account of
the balance of payments went from rough balance in 1985 to a deficit of 5
percent of GDP in 1986. Third, the road taken in foreign debt policy
required the maintenance of a solid international reserves position to
facilitate import financing in the event of reduced external trade-
financing lines. However, since the current account deficit was larger
than unpaid interest on foreign debt and fresh capital inflows, the result
was that Central Bank's gross international reserves dropped from the peak
of US$2.5 billion in March 1986 to US$1.8 billion in December. Fourth, the
focus on boosting consumption ruled out the potential for investing the
surplus obtained through the moratorium, thereby trading off short-run
expansion for future sustained growth.

F. Economic Policy in 1987

1.21 The Strategy Revisited. The price and cost freeze and other
measures included in the "Plan de Emergencia" were officially over in
December 1986. At the time, most of the discussion on future economic
strategy focussed on whether the economy had reached full capacity and,
relatedly, when and how to switch from a consumption-led inward-looking
expansion to a more sustainable strategy based on investment and export
growth. There was growing concern about the international reserve losses
and the decline of exports. However, the quickly emerging budgetary
imbalance was not regarded as responsible for the underlying macroeconomic
disequilibrium, nor was it deemed necessary to engage in drastic corrective
adjustments to the exchange rate, prices and tariffs, and interest rates.
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Chart 1. 1
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Chart 1. 3
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Chart 1.5
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Instead, it was decided that some flexibility would be given to the
exchange rate and price controls, and also that restrictions to imports
needed to be intensified. In parallel, since late 1986 the Government had
strengthened the policy of bilateral talks ("concertacion") with major
private business groups to motivate them to invest in export-oriented
projects. To this end, .an Investment Council, under the responsibility of
the Prime Minister, was established. Foreign direct investment was also
actively sought. In addition, a large subsidy scheme, the "Fondo de
Inversion y Empleo," was created for priority investments outside Lima.
According to this scheme, prospective investors of approved projects would
receive one-third of the project's investment as a cost-free equity
contribution from the Government. To be considered for the scheme
investors were required to make prior purchase of "investment certificates"
yielding the legal interest rate. At the end of 1987, the Government
issued a so-called Programa Trienal that set the targets for the next three
years of increasing the tax burden ratio, simplifying the exchange rate
structure, and divesting some state enterprises.

1.22 The New Policy Measures. Following the new strategy of more
flexibility in price adjustments, the Government instituted a new price
control system in December 1986. Prices were classified into four
categories: controlled, special regime, regulated, and supervised. The
first two categories--comprising roughly half of the Consumer Price Index
and including products such as sensitive foodstuffs, medicines, and public
utilities--were kept under rigid price controls whereby each price hike
required explicit approval. By contrast, the other two categories were
left to more or less automatic adjustments.

1.23 To deal with the outflow of international reserves, two decisions
were taken. First, in March 1987 all imports were made subject to foreign
exchange licenses from the Central Bank and, concomitantly, a formal
foreign exchange budget was instituted to allocate reserves for imports.
Second, in January 1987, the Central Bank started to devalue the two
benchmark exchange rates--official and financial--at a rate of 2.2 percent
per month. This rate of slide, however, was lower than the internal-
external inflation differential and, as a result, the Inti continued to
appreciate in real terms. In an attempt to reduce the adverse impact of
overvaluation on exports, the Central Bank continued to grant ad hoc better
"weights" to selected export groups. The monthly slide of the two bench-
mark rates came to a halt in July 1987, following concerns over the
inflationary impact of continuous devaluations. Then, exchange rates
remained unchanged until October 1987.

1.24 As far as the key prices are concerned, wage increases continued
to be decreed at regular intervals (of about four months), resulting in an
additional increase in average real wages of 9 percent between December
1986 and December 1987. In turn, prices and tariffs of state enterprises
were adjusted in April and July, but, in general, adjustments fell short
of inflation for the year, adding to existing relative price misalignments.
Electricity and water tariffs were an exception to this, for they were
adjusted more often (every quarter). However, even in these cases
accumulated lags persisted. Thus, by December 1987 many prices and tariffs
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were at a level--relative to the CPI--of less than 50 percent that of July
1985. As a result, state enterprise revenues dropped again, this time,
from 17.8 percent of GDP in 1986 to 14.4 percent in 1987 (Table 1-1). In
turn, nominal interest rates were maintained at the level of March 1986
until March 1988.

1.25 Public finances deteriorated further compared to the second half
of 1986, as the level of expenditures to GDP was roughly maintained and
both tax proceeds and public enterprise revenues continued to drop. Tax
proceeds declined further, from 11.2 percent of GDP in 1986 to 8.6 percent
in 1987, as a consequence of: (i) the tax cuts and exonerations introduced
in 1986; (ii) the erosion of the tax base for foreign trade taxes resulting
from the growing overvaluation of the Inti; and (iii) the lagging behavior
of tax proceeds, in the wake of now accelerating inflation, due to Peru's
poorly indexed tax system. In parallel, foreign exchange losses enlarged
particularly after October 1987, as will be seen below. In turn, the
Government's wage bill continued to rise, while public investment did not
recover. The decline in the ratio of public investment to GDP--to the
lowest levels in the decade--was largely the result of the difficulty of
starting or continuing many projects due to the lack of foreign counterpart
funds and/or foreign technology brought about by Peru's unilateral foreign
debt stance.

1.26 The inevitable implication of the additional decline in public
revenues was an enlargement of PSBR, which widened to 11.2 percent of GDP
in 1987, up from the already high 8.1 percent registered in 1986. Only a
small portion of that deficit (1.4 percent of GDP) was financed with
foreign sources, mostly accumulation of arrears on interest payments
(Table 1-1). The remainder (9.8 percent of GDP) translated into Central
Bank primary credit expansion. To put this figure into perspective it must
be noted that, first, given Peru's financial structure each point of GDP in
monetary base expansion gives rise to an additional 0.7 percent of GDP in
secondary expansion of credit to the private sector; and, second, the ratio
to GDP of the total stock of internal liabilities of the financial sector
in 1987 was only 14 percent. Hence, the monetary implication of the 1987
deficit was an expansion of domestic credit equivalent to over 100 percent
of the stock of broad money. Not surprisingly, the result of the
expansionary financial policy was an acceleration of inflation from 27
percent in the second half of 1986, to 40 percent in the first semester of
1987, and to 53 percent in the second. At the same time, excessive
domestic credit continued to feed the process of sustained international
reserves losses triggered in March 1986.

1.27 The Nationalization of the Banking System. Two events that
occurred in 1987 marked the reversal of business confidence and preci-
pitated the inconsistencies of the model into an open crisis. The first
event was the Government's issuance in May 1987 of low interest "mandatory
bonds" to be purchased by Peru's more profitable private firms. Later, in
a corrective move, the bonds were made voluntary and the interest rate was
raised. The second, and most relevant event, was the initiative to
nationalize commercial banks, finance companies, and insurance firms
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announced by the President on the occasion of his annual address to the
nation in July 1987. This measure was justified by the Government on the
grounds of the need to democratize credit, seek a better balance of credit
allocation among regions and priority activities, and provide more working
capital financing to small and medium enterprises. The latter would result
from breaking preferential credit channels arising from the linkages
between the ownership of the banks and the major industrial groups. Prior
to the nationalization, however, the state already controlled directly
around 50 percent of all deposits and 70 percent of credit, and of the 24
existing commercial banks, 8 were already government owned. In addition,
the credit allocation by private banks was already highly regulated by the
Central Bank in the form of ceilings to interest rates and compulsory
investment coefficients by region and sector.

1.28 The nationalization initiative was discussed thoroughly by both
chambers of Congress, and finally the law was issued in October 1987.
Although the original idea was to nationalize 70 percent of the shares of
banks, the law included a provision whereby banks with a 51 percent
employee-owned stake could be allowed to remain as cooperatives. Based on
this, the largest private commercial bank (Banco de Credito) rushed to
block sell 51 percent of its share in the Stock Exchange to its workers.
The resulting status quo was later declared legal by the courts and
accepted by the Government in April 1988. Final solutions for other banks
are still under negotiation on a case-by-case basis. Several of them have
been offered the possibility of becoming regional banks, in which case
70 percent of the stock could remain in private hands.

1.29 The Changing Exchange Rate Structure. In July 1987, together with
the nationalization of banks, the Government announced the suspension of
the, then legal, parallel foreign exchange market operated by "exchange
houses" and the introduction of global foreign exchange controls. The
parallel market had been operating along with the two official markets:
commercial (the so-called Mercado Unico de Cambios, MUC) and financial.
Prior to the second quarter of 1987 the parallel exchange rate had
consistently registered only a small premium over the official financial
rate. However, in the second half of 1987 the interaction between the
public's growing concerns about the coherence and viability of the economic
policy and the sequence of confidence-eroding events described above,
prompted a shift of private portfolios towards foreign exchange in the
search for a safer shelter of value. Domestic interest rates did not
respond to this challenge--the interest rate structure prevailing since
early 1986 had been kept unchanged--and, as a result, the parallel exchange
rate took off. Successive adjustments to the official financial rate by
tlhe Central Bank to catch up with the parallel market proved unsuccessful
and by the end of 1987 the black market premium reached 100 percent.

1.30 In light of these developments, the whole structure of exchange
rates was brought under examination in October 1987. Moreover, there was
the perception among policymakers that failure to adjust the exchange rate,
particularly for exports, earlier and more regularly, was the prime element
responsible for the problems of the model. Thus, in that month a
24 percent average devaluation was enacted. Besides, the number of
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exchange rates applicable to exports was reduced from nine to three, but
the number of rates for imports was left unchanged at five. In December
1987, in view of the continued drop of reserves and the upward trend of the
black market rate, the average exchange rate was again devalued 47 percent.
In turn, the number of export rates was cut down from three to two and the
number of import rates from five to four. However, one week later, under
pressure to maintain preferential rates for a series of foodstuffs and
medicines, the Central Bank established three additional import rates.

1.31 The multiple exchange rate structure evolved from a system of four
export rates and two import rates in late 1986, to one of seven import
rates and two export rates in late 1987. Thus, while multiple exchange
rates had been originally set forth on the grounds that export groups
should be granted a higher rate the higher the elasticity of supply, now
the rationale was that imports should have a lower rate the higher the
"priority." Furthermore, with the last exchange rate changes the
dispersion of the structure widened considerably. In December 1986 the
highest official rate was equal to one-and-a-half times the lowest, whereas
in December 1987 the highest rate became three-and-a-half times the lowest.
The result of this was that the Central Bank foreign exchange losses
climbed to 2 percent of GDP in 1987, up from 0.4 percent in the previous
year.

G. Economic Performance in 1987: Stagnation of Production
and Intensification of Inflationary Pressures

1.32 Economic activity slowed down beginning in the first quarter of
1987, with GDP stagnating throughout the year at the level reached in the
last quarter of 1986, albeit with minor month-to-month fluctuations.
Notwithstanding this, GDP in 1987 was still 6.9 percent larger than that of
1986, due to comparing a stagnant, but relatively high, level of output in
1987 with a rapidly growing, but lower on average, level of output in 1986
(Chart 1-1). On a sectoral basis, fisheries and mining were the two
sectors already showing early signals of recession, registering negative
growth by 14 and 2 percent, respectively. By contrast, construction and
manufacturing still maintained solid performance, growing at 15 and
12 percent, respectively. These latter rates are, of course, on a year-to-
year basis. The corresponding growth rates obtained by comparing
production of the last quarter of 1987 with that of the last quarter of
1986 were much smaller (3.2 and 4.6 percent, respectively).

1.33 Several factors seem to have contributed to the stagnation of GDP.
Some key economic sectors--such as steel, oil refining, chemicals,
electricity, paper--neared full capacity use. This not only limited their
own output, but also propagated "bottlenecks" to growth in other sectors,
through input-output dependencies. In addition, real aggregate demand
itself experienced a slow down, resulting from both the acceleration of
inflation and the lower real wage increases. In turn, the establishment of
additional restrictions to imports and a formal foreign exchange budget in
March 1987 caused delays in approval and delivery of imported inputs, which
also constrained production. A similar effect was produced by price
controls. Although the new system included automatic price adjustments for
some categories of products, for those commodities and services still under
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strict controls, inspection and enforcement was strengthened and all price
change applications had to be considered simultaneously following regular
intervals. This squeezed profit margins in some sectors leading to drops

in production and shortages.

1.34 On the aggregate dlemand front, private consumption plus

construction continued to grow slightly faster than GDP (7.9 percent versus
6.9 percent), while real investment in plant and equipment grew by

17 percent, but to a level still 17 percent below the average for 1980-84.

It must b)e noted that the cumulative increase (in absolute terms) in real

consumption and construction during 1985-87 was larger than the increase of

GDP, indicating the short-run policy focus and also the non-sustainability

of the strategy (Table 1-4). Exports continued to show a poor performance

in 1987, stagnating in dollar terms, despite drastic exchange rate

adjustments and better copper prices late in the year. In turn, commodity

imports stayed on the upward trend, rising 15 percent in dollar terms in

reflection of expansionary demand management. As a result, the current
account registered, for the second year in a row, a deficit of 5 percent of

GDP. Gross international reserves, the Government's main concern, dropped
by US$915 million during the year, to US$1 billion in December. Notwith-

standing the announced 10 percent limit on external debt servicing, the

actual debt service ratio was close to 19 percent (of exports of goods and

services) in 1986 and about 13 percent in 1987. This was due to the fact

that the authorities decided to exclude certain payments--namely interest
on short-term credit lines--from the computation of the 10 percent.

However, most debt servicing was financed out of fresh disbursements of

external loans and not from Peru's resources. Thus, the so-called net

transfer to Peru in 1986 was a negative 4 percent of exports and in 1987
was a positive 1 percent.

1.35 As noted above (para. 1.26), the widening of the fiscal gap, and
its concomitant Central Bank financing, led the way to an upsurge of

inflationary pressures. These were compounded by intensification of

restrictions on imports since March 1987, periodic adjustments to wages
during the year, and since October by exchange rate devaluations. The
policy of promoting "low" inflation by overvaluing the exchange rate and
losing international reserves that had been followed in 1986-87 was not
viable any longer, for liquid reserves had reached critical levels. Thus,
a new inflationary momentum was set into motion, with the consumer price
index rising by 115 percent in the year ending December 1987, up from

63 percent in 1986. Moreover, the process was accompanied by a collapse of

the real prices of agricultural products. This was the result of both

lower-than-inflation adjustments to guarantee prices and the cessation of

the demand-pull effect that had driven up the market determined prices of

vegetables in 1986. Thus, the rural-urban terms of trade, which had risen
75 percent during 1986, returned back to the low level registered in 1985.
With these trends, the share of agricultural producers in national inconme

declined from 8.7 percent in 1986 to 6.7 percent in 1987.
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H. Economic Policy during January-August 1988

1.36 By the end of 1987, it was evident that the consumption-boom had
run its course and the economy was experiencing severe capacity

constraints. The macroeconomic situation was critical, with inflation on
the rise, GDP stagnated since early in the year, severe misalignments of
prices and tariffs, and a mounting fiscal deficit. In addition, of the
gross international reserves reported by the Central Batik (US$1.1 billion),

only about US$300 million were readily liquid. Therefore, a consistent
package comprising drastic measures--in the areas of fiscal policy,

exchange rate, realignment of prices, reduction of subsidies and interest
rates--was required to prevent the upsurge of an explosive inflationary
spiral during 1988. However, the Government opted for a sequential process
of gradual adjustments that lacked a consistent framework.

1.37 On the fiscal front, several tax measures were decreed for fiscal
year 1988: (i) increase in the sales tax rate from 6 to 10 percent; (ii)
expansion of the list of items subject to selective consumption excises and
increase in all excise rates; and (iii) establishment of a proxy system
partially indexed to inflation for monthly prepayments of corporate profit
taxes. These measures were expected to yield around 2 percent of GDP in
additional tax revenues, compared to 1987. However, during the first seven
months of the year this revenue gain was offset by lower tax revenues from
gasoline (due to lagging price of gasoline relative to inflation) and also
by lower tariff revenues (due to lower imports). In addition, further
drops in revenues from some taxes resulted as a consequence of accelerating
inflation, given the existence of lags of collection and imperfect indexing
to inflation of most tax liabilities. Therefore, the tax burden to GDP
ratio in 1988 is expected to fall further relative to that of 1987.

1.38 In the area of exchange rate policy, since January 1988 the
Central Bank started to devalue monthly the exchange rates applicable to
exports at the pace of the inflation rate for the month, but left a roughly
unchanged exchange rate structure for imports. This translated into a
growing spread between the average export and import rates; thus, by August
the former was equal to twice the latter. If this trend continues, Central
Bank foreign exchange losses alone in 1988 could reach 3 to 5 percent of
GDP. In turn, interest rates were adjusted in March and June, to 82
percent for saving rates (one year term deposits) and to 120 percent
lending rates (less than one year loans), but since inflation in the
quarter ending June was 500 percent in annual terms, real rates became more
negative than in 1987. As far as interest rates charged by the development
banks are concerned, these were only marginally raised--for instance, the
rate of "Agricultural Promotion" credit line offered by Banco Agrario was
raised from 4 percent to 10 percent--which indicates that financial losses
of the Central Bank will increase in 1988 compared to 1987.

1.39 In March 1988, the Government announced an economic package
comprising increases to public sector prices and tariffs (in the range of
22 to 50 percent) and to wages (in the range of 40 to 60 percent).
Furthermore, it was announced that these adjustments would be followed by a
120-day freeze. However, as noted before, the freeze did not affect the
exchange rates for exports that continued to be adjusted monthly. When the
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freeze ended in June, additional adjustments to prices and tariffs were
effected, in particular gasoline prices were raised by 58 percent.
However, these haphazard adjustments to prices and tariffs did not suffice
to compensate for escalating inflation during the year and, as a result,
real prices and tariffs experienced a further decline. For example, the
real price of gasoline in August 1988 was only one third of the price
prevailing in July 1985 and about half of the average price in 1987. This
aggravated further the public finance disequilibrium and limited severely
the investment capability of state enterprises. Reportedly, the latter
could not finance even maintenance expenditures. New changes in the
exchange rate structure were effected in June and July, with these the
number of exchange rates for commercial transactions was reduced from nine
in May to four in July. However, in August the process of exchange rate
simplification was reversed with the establishment of three additional
rates for imports. In turn, wages were again increased in July, at the
rate of 71 percent for minimum wage earners and lower rates for civil
servants and private sector workers.

1.40 The result of this policy framework was a sharp increase in
inflation fueled by, on the one hand, the interaction of a growing
budgetary imbalance and an unprecedented process of financial disinter-
mediation (the stock of real broad money as of June 1988 was 63 percent of
that in December 1987), and on the other, by exchange rate devaluation,
periodic wage increases, and disorderly adjustments to prices and tariffs.
Thus, inflation for the first eight months of 1988 ran at an annual rate of
535 percent. In parallel, the economy entered a recession, as signalled by
the 1 percent drop of GDP during the first half of the year compared to the
the second semester of 1987.
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CHAPTER II

THE ECONOMIC PROSPECTS IN THE ABSENCE OF MAJOR POLICY REFORMS

A. The Diagnosis of the Current Crisis

2.01 The Risk of Hyperinflation. The evolution of the main macro-
economic variables during the first half of 1988 indicates that with the

current course of partial economic reforms and without major policy
departure, hyperinflation is likely to result. The recent virulent
accelerationi of inflation, from 115 percent in 1987 to an annual rate of
535 percent during the first eight months of 1988, occurred despite the

120-day freeze decreed in March 1988 and effective until June, that
artificially reduced the inflation rates of May and June. The key reason
underlying the recent drastic acceleration of inflation has been the
growing public sector budgetary imbalance in the face of an unpostponable
balance of payments adjustment and a shrinking financial sector. In 1986
and 1987, although the public sector deficit (as gauged by the total public
sector borrowing requirements) reached the high levels of 8.1 and
11.2 percent, respectively, the Central Bank had sufficient international
reserves to maintain an overvalued exchange rate, and thus could drain part
of the excess demand pressures by running a balance of payments deficit.
Moreover, in those years the ratio of internal liabilities of the financial
system to GDP (broad money to GDP) stayed stable, thus providing a more
solid base to raise the needed inflation tax resources to finance the
fiscal gap. However, those conditions have changed in 1988. On the one
hand, the indications are that the fiscal deficit has expanded. On the
other, the Central Bank cannot afford further sustained reserve losses and
the inflation tax base (the ratio of broad money to GDP) is shrinking
rapidly. Hence, the fourfold jump of inflation.

2.02 It is important to understand that, while wage indexation and
exchange rate adjustments might be responsible for reproducing past
inflation, the source of the recent acceleration of inflation is the huge
public sector imbalance together with the fact that the only feasible way
to pay for it is inflationary finance. Indeed, the deficit implies a
command over real resources, but these cannot come from abroad, for there
is no foreign financing available, nor can the Central Bank afford much
more reserve losses. In addition, since the financial sector is shrinking
and the share of credit to the private sector is small, the possibility of
squeezing further the latter to effect a shift of additional resources to
the public sector does not seem plausible. Therefore, the resources have
to come from inflationary finance.3/ However, when the ratio of deficit to
GDP is high and the ratio of broad money to GDP is small, inflation needs
to be high to raise a sufficient amount of resources to pay for the
deficit. However, as the inflation rate rises, the financial sector

3/ The possibility of issuing bonds, say bonds indexed to inflation, would
not solve the problem. In the current situation with real interest
rates on bank deposits highly negative, issuing indexed bonds would
simply crowd out bank deposits. In this case the deficit will probably
increase by more--due to the higher financial service of the bonds vis
a vis legal reserve requirements on banks' deposits--than the apparent
increase in financing.
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shrinks (the demand for domestic money drops) as people shift the
composition of their portfolios towards foreign exchange and other stores
of value, and therefore the revenue from inflation only rises insofar as
the increase in the former outweigh the drop in the latter. Beyond a
certain inflation rate--that will certainly be reached if the deficit to
GDP is maintained at a high enough level--further inflation will cause
inflationary revenues to drop rather than rise. After that moment the
model becomes unstable and if the deficit to GDP is not cut down early
enough and sufficiently, inflation goes into an explosive path.

Table 2-1 IWNFATION RATE AM)SEINIIRACE LEVELS IN F.X. COUNTRIES, 1980-87

BRAZIL AOEVTINA BOLIVIA PERU

Inflation Seigniorage Inflation Seigniorage Inflation Seigniorage Inflation Saigniorage

(CPI) S (3 MP) (CPI) % (% MP) (CPI) I (% GDP) (CPI) S (X GDP)

1980 83 2.0 101 4.8 47 3.2 61 2.6

1981 106 2.0 104 3.5 294 1.6 78 2.1

1982 98 2.1 165 7.8 124 12.2 73 0.9

1983 142 2.0 4 8.6 276 10.0 12 2.1

1984 197 2.7 627 7.1 1,282 15.9 112 0.9

1985 227 2.7 672 6.6 11,857 6.8 1s8 3.2

1986 n.m n.a n.m n.- n.s n.- 63 3.6

1987 n.- n.- n.- n.m n.a n.- 115 4.3

1988 n.m n.o n.m n.- n.m n.w - O-600/ 8-12a/

s/ Projected range for 1989 on the basis oF informtion available by August 19S8.

Note: Seigniorag. for Brazil and Bolivia was calculated no change during the year of base money divided

by nominal GDP. For Argentina MI was used instead of base money since this approximates better

the concept of seigniorage net of interest paid on banks reserves. For Peru, a more thorough

calculation was curried out taking in account the difference beteen inflation and interest rates

on olf the financial liabilitIes of the consolidated public sector, both financial and non-

financial (Annex 2).

Source: For Brazil, Argentina and Bolivia, Livisbsn and Kiguel (1988), alnflationary Rigidities and

Orthodox Stabilization Policies,' World Bank Working Paper. For Peru, Bank estimtes as

reported in Annex 2.

2.03 The point at issue is whether the Peruvian economy is anywhere
near that point. The indications are that this may be the case for two
reasons. First of all, the drop in real broad money brought about by the
acceleration of inflation in the first half of 1988 has been considerable.
In effect, the inflation rate in annual terms has quadrupled compared to
1987, while the stock of real broad money has dropped in eight months to
50 percent of the level registered in December 1987. The latter means that
if inflation accelerates further during the rest of the year, real broad
money might have dropped by December 1988 to one-third or more of its level
one year earlier. This indicates that further hikes in inflation will
probably cause a drop in inflationary revenues. Second, the seasonably
adjusted budgetary deficit for the first half of 1988, estimated at an
annual level of 15 percent of GDP on the basis of preliminary figures,
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requires domestic financing in the order of 12 percent of GDP.4/ This
level of inflationary financing is clearly unsustainable at any stationary
inflation rate. Evidence from the European hyperinflations of the post
World Wars I and II indicates that at seigniorage levels above 10 percent
of GDP economies might precipitate into hyperinflation. Seigniorage levels
for Argentina, Brazil, Bolivia and Peru in the period 1980-87 are reported
in Table 2-1. An attempt to estimate the inflation rate that maximizes the
Government's revenue from inflation (seigniorage) in Peru was carried out
and the results and methodology are presented in Annex 1. It was found
that seigniorage is maximized at just over 10 percent of GDP, with an
inflation rate of about 500 percent per year, or 15 percent per month. Of
course, these type of estimates are far from precise, but give an idea of
the magnitude of these key variables. It should be emphasized that
targeting the inflation rate that maximizes seigniorage is by no means
recommended policy. Indeed, on the one hand, inflation (at any rate)
brings about efficiency losses in the economy, for people economize in the
use of money which is perhaps the most productive input in the economy and
which can be produced at negligible cost. Moreover, these efficiency
losses become larger as inflation increases. On the other hand, the closer
an economy gets to the inflation rate that maximizes seigniorage, the
higher the risk of falling onto a hyperinflationary path.5/ Higher levels
of seigniorage than, say, 10 percent can be reached transitorily in a given
year, to the extent that inflation is forced up to a level much higher than
that anticipated by economic agents; but in subsequent years, as economic
agents adjust real money balances to desired levels, seigniorage falls
sharply and inflation shoots up setting off hyperinflation. In Bolivia,
for instance, seigniorage was reported at close to 16 percent of GDP in
1984, but dropped to 8.8 percent in 1985, as inflation accelerated from
1,000-plus to 11,000-plus percent.

2.04 An additional complication in the case of Peru is that gross
revenues from inflationary finance do not contribute much to pay for the
non-finiancial public sector deficit (comprising the Central Government and
state enterprises) and foreign exchange losses. This occurs because a
large portion of it is transferred back to the private sector in the form
of financial subsidies. Furthermore, as noted in paragraph 2.05 (a)
below, the latter have the tendency to rise with inflation. In other
words, inflation gives rise to both a tax and a subsidy, and it is only the
difference between both what is left to finance the deficit of the non-
financial public sector plus exchange losses. As can be seen in Table 2-2,
the net inflation tax, the excess of the inflation tax over the subsidy, is
meager indeed if not negative. This means that even with higher inflation
it is difficult to play the trick of raising enough net real resources to
close the non-financial public sector imbalance. It follows that if the
latter remains unsettled (it reached 4.9 and 6.5 percent of GDP in 1986 and
1987, respectively), inflation will have to speed up exponentially to raise
those resources from a very thin base. However, as said before, beyond a
certain inflation rate this is not possible and the model becomes unstable.

4/ The remaining 3 percent corresponds to foreign financing, mostly in the
form of accrued and unpaid interest accumulated as arrears.

5/ The trade-off between inflation and seigniorage (Laffer Curve)
calculated is depicted in Annex 1.
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Table 2-2: PERU - INFLATION TAX, INFLATION SUBSIDY,
AND NET INFLATION TAX
(Percentages of GDP)

Inflation Inflation Net Inflation
Tax Subsidy Tax

1980 2.6 1.4 1.2
1981 2.1 1.4 0.7
1982 0.9 1.7 -0.8
1983 2.1 3.0 -0.9
1984 0.9 1.9 -1.0
1985 3.2 2.9 0.3
1986 3.6 1.8 1.8
1987 4.3 3.0 1.3

Source: Based on a very detailed calculation presented in
Annex 2.

2.05 Several mechanisms at work complicate further the dynamics of the
current inflationary upsurge and, in the absence of timely and drastic
corrective measures, could make the transition to hyperinflation
particularly short. These are the following:

(a) The endogenity of the Central Bank's quasi-fiscal deficit.
As noted, the quasi-fiscal deficit--which comprises Central
Bank foreign exchange and financial losses--rises as a
percentage of GDP with higher inflation. This is so because,
on the one hand, foreign exchange losses become larger as
inflation accelerates, for under the exchange rate adjustment
practice, followed since December 1987, export rates are de
facto linked to inflation whereas import rates lag behind
inflation. A similar effect occurs with Central Bank
financial subsidies; the three recent adjustments to interest
rates have raised the cost of funds of the Central Bank (the
return on legal reserves) by more than the return on Central
Bank assets (in particular, Central Bank credit to development
banks).6/ On the other hand, since the public sector is a net
domestic debtor in the economy, higher interest rates--
reflecting sooner or later higher inflation--will translate
into an increase in the interest service of the Government's
domestic debt as a percentage of GDP, thereby raising the
deficit of the Government (or else the losses of the Central
Bank).7/

6/ For this not to happen, not only would interest rates charged by the
Central Bank to developmetnt banks have to be raised, pari passu with
the cost of funds of the Central Bank, but also rates charged by
development banks to their borrowers would need to be raised.

7/ In the case of Peru, higher interest rates mostly increase losses of
the Central Bank, since the Government's debt with the Central Bank is
set at a fixed interest rate of 0.01 percent.
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(b) The Tanzi-Olivera effect. Tax revenues as a proportion of GDP
will have the proclivity to drop in the face of accelerating
inflation. This arises from the existence of lags in tax
collections (i.e., lags between the time in which the taxes
accrued and the time in which they are collected). For a
given lag, increasing inflation means that economic agents
will be paying increasingly lower taxes in real terms.
Therefore, unless the tax system is perfectly indexed to
inflation or collection lags are eliminated, real revenues
will tend to drop. In the Bolivian hyperinflation taxes
dropped from close to 10 percent in the early 1980s to 1.3
percent at the peak of hyperinflation. Similar experiences
occurred in other hyperinflations. In Peru tax revenues have
already declined from 12.7 percent of GDP in 1985 to 8.6
percent in 1987. Since the tax system is poorly indexed to
inflation (only corporate income taxes are now collected on
the basis of proxy linked--imperfectly--to inflation),
inflation will have the tendency to erode real tax revenues.
Likewise, prices and tariffs of state enterprises are not
indexed to inflation. Largely for this reason, state
enterprise revenues have declined from 26.5 percent of GDP in
1985 to 14.4 percent in 1987. Again, further losses will
result from the absence of indexing, since sporadic and
discretionary adjustments will probably continue to fall short
of inflation.

(c) Indexation. The existence of widespread backward-looking
indexation of wages for unionized workers as well as informal
dollar indexing of contracts ensures that the inflation rate
reached in one period will be projected by inertial forces as
a floor to the next period. This is further complicated by
the fact that the authorities follow the rule of updating
wages for non-unionized workers and civil servants as well as
minimum wages regularly--currently every four months--so that
purchasing power of wages is at least maintained. However,
now that Peru has to live within its means and the economy is
going into a recession real wages need to fall. In this
context, trying to raise real wages ex-ante will probably lead
to ever increasing inflation so that real wages fall ex-post.
Moreover, rampant inflation will likely lead to shortening of
wage settlements which, in turn, will require exponential
acceleration of inflation to reach the average real wages
prevailing when wage settlements were less frequent.

(d) Exchange rate behavior and currency substitution. Inflation-
ary dynamics will be further validated by exchange rate
devaluations geared to maintaining the real exchange rate, or,
if the official exchange rates are allowed to go overvalued,
by devaluation of the black market rate and tight rationing of
foreign exchange in the official market. In this respect,
despite the considerable adjustments to the official exchange
rates since late 1987, the black market exchange rate has been
in continuous overshooting, reaching levels far beyond what
the real sector of the economy would indicate. Indeed, the
black market rate has been on average roughly twice the level
of standard 1978-based purchasing power parity rates. This is
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a consequence of people's efforts to shift their liquid
portfolios away from domestic currency and towards foreign
currency so as to escape capital losses arising from infla-
tion. This pattern, is indicating the range of inflation
ahead anticipated by economic agents, and it is also a
reflection of the instability of the current financial policy.

B. The Likely Evolution of the Economy
Without Major Corrective Measures

2.06 The current economic crisis requires the implementation of timely
drastic corrective measures if the risk of hyperinflation is to be averted.
These measures are described below in Chapters III and IV of this report.
By contrast, if the policy thrust to confront the current problems consists
of just partial and gradual measures, in particular, in the areas of public
finance, exchange rate regime and financial policy, it is unlikely that the
current inflationary drive could be controlled. This section presents a
scenario, based upon a consistent financial progranmming framework,
illustrating the possible course of the economy under the assumption of
partial economic policy measures. It is important to point out that the
scenario only intends to identify the main forces now interacting in the
economy and to illustrate the possible response of the main economic
variables in the absence of sufficient corrective measures. As such, the
purpose of this exercise is purely illustrative. In no way can it be
considered a forecast or a presumed policy predisposition on the part of
the Government.

2.07 Policy Assumptions of the Macroeconomic Scenario. The main
assumptions underlying the prospective scenario (1988-1991) in the absence
of major policy changes are the following:

(a) Taxes. Adjustment to some tax rates (sales tax and selective
excises) are implemented, but little progress is made in the areas
of reducing collection lags and/or indexing tax payments to
inflation; phasing-out tax exoneratioris; and increasing coverage
and compliance of taxes.

(b) State enterprises' prices and tariffs. These remain subject to
sporadic and discretionary adjustments, but fail to catch up with
inflation. As a result, additional lags in relative prices
result, and internal revenues of state enterprises drop further.

(c) Public expenditures. An attempt is made to maintain ex ante the
current shares of capital and current expenditures to GDP and also
public employment levels and real wages. However, as seen below,
this proves to be unfeasible ex post.

(d) Exchange rate policy. The current system (as of August 1988)
comprising two export rates, four import rates, the free bank rate
and the black market rate, is simplified into a three-tier
exchange system consisting of a unified rate for exports and
"non-essential" imports, a preferential rate for "essential"
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imports, and the parallel market rate. The rate for essential
imports, however, continues to be lower than the export-import
rate and, as a result, foreign exchange losses persist. In an
attempt to reduce the latter over time, the preferential rate is
brought gradually closer to the export-import rate. In addition,
it is assumed that the import-export rate is kept constant in real
effective terms at the level registered in December 1987.

(e) Foreign trade regime. The system of 100 percent import license
requirements is maintained and no significant measures to simplify
and even out the current complex tariff code (42 tariff positions
in a range from 0 to 155 percent) are undertaken. There is tight
rationing of import licenses throughout.

(f) Financial policy. Interest rates on deposits and loans continue
to be adjusted discretionally, lagging behind accelerating
inflation. Consequently, real interest rates become more negative
over time. In addition, preferential lending rates of development
banks remain much lower than commercial banks loan rates. In
particular, nominal lending rates of Banco Agrario, at zero, 4 and
20 percent, are maintained. Further forgiveness of loans to
selected borrowers (i.e., peasants and small businesses) are
effected. As for monetary regulation, current legal reserve
requirements on deposits are loosened up gradually with a view to
expanding credit to the private sector, while sectoral and
regional restrictions to credit allocation remain unchanged.
Indemnification payments to expropriated bankers take the form of
long-term bonds indexed to inflation.

(g) Wages. Adjustments to nominal wages are enacted regularly in an
attempt to maintain ex-ante current real wages. Besides, as
inflation speeds up wage settlement periods are shortened.
However, inflation wins the race and real wages fall ex-post.

(h) Price controls. These are made more flexible, but enforcement of
official prices of selected "essential products" is strengthened.

(i) Foreign debt policy. Debt service payments are reduced from
current levels to a strict 10 percent of exports of goods and
services and only on the basis of creditors that provide a
positive transfer. Thus, interests payments on short-term trade
and working capital lines that were serviced in 1986 and 1987 are
partially interrupted.

(j) Subsidy programs. Explicit government subsidies to rice and other
agricultural products and imports are maintained, but are reduced
in size over time. The temporary employment public works program
(PAIT) is reduced in scope.
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2.08 The Likely Results: Hyperinflation and Recession. As noted,
before, the attempt to carry out a budget that requires more resources from
inflationary financing than the viable maximum, forces the economy into a
explosive inflationary path. Further, wage indexation and exchange rate
adjustments confer inertia to inflation making unfeasible a return to lower
rates. The illustrative path of the key economic variables is presented in
Tables 2-3, 2-4, and 2-5. Inflation would accelerate from 115 percent in
1987 to 650-plus percent in 1988, and then in crescendo to about 10,000
percent in 1991. In such an inflationary environment coupled with attempts
to control price increases of some foodstuffs and other basic products,
relative prices would become increasingly distorted and shortages of key
commodities would develop. It is clear that the outcome would be an
increasingly inefficient allocation of resources and therefore a continued
drop of real output. Thus, GDP might fall on average by about 4 percent
per annum. Likewise, exports would decline due to the higher incentives
for input substitution, the distorted incentive structure and also the
scarcity of credit and inputs. Exports would decline by about 6.5 percent
per annum. The drop in exports would, in turn, force reductions in
imports. In an attempt to minimize the import falldown, the Central Bank
would gradually lose the remaining foreign reserves. Import license
allocation would become more and more selective and discretional. Scarcity
of imported imports would cause further constraints to production due to
the low degree of vertical integration of Peruvian industry.

2.09 Real wages would fall and so would consumption per capita. New
entrants to the labor force, now running at the rate of 2.7 percent per
year, would find it increasingly difficult to find jobs in an economy in
sharp recession and, as a result, unemployment would mount. Profit margins
of firms would be severely curtailed, and for these firms making profits
capital flight would be a better investment alternative than domestic
investment. Thus, real investment would steadily fall by 1991 to half the
level of 1987. Capital flight would put permanent pressure on the black
market, resulting in a permanently undervalued black market rate. This
would push the Central Bank to devalue the official rates so that to
prevent the emergence of large spreads between both markets. All this
would further fuel back inflationary pressures and expectations.

2.10 It might be questioned whether the sharp acceleration of inflation
projected here--to 650 percent in 1988, 1,300 in 1989, 3,500 percent in
1990 and 10,000 percent in 1991 (Table 2-3)--is feasible in such a short
span of time. As it was argued above, this results from the fact that now
the budgetary imbalance targeted by the authorities is near and perhaps
beyond the maximum revenue obtainable from inflation, and therefore at that
point inflationary dynamics become explosive. The experience of
hyperinflations in other countries demonstrates that the process is
particularly rapid. In the 1920s, it took Germany less than a year to go
from an average inflation rate of 8 percent per month to one of 47 percent;
and also less than a year to climb to a rate of 280 percent per month.
Likewise, in the early 1980s Bolivia underwent a similar process: the
annual inflation rate jumped from 133 percent to 1,300 percent in two years
and then to 12,000 percent in one year. Accordingly, the scenario
presented in Table 2-3 may understate the speed with which hyperinflation
might develop.
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- LOW POLICY SCENARIO -

Table 2-8: ILLUSTRATIVE PATH OF THE ECONOMY IN THE ABSENCE OF MAJOR POLICY REFORMS
KEY VARIAES (196-1991)

VARIABLE 1967 196 1969 1990 191

GDP Real Growth 6.9% -6.0X -4.5% -8.0% -3.0%

Inflation Rate (Dec/Dec) 116% 654% 1,360% 3,650X 10,600%

Exchange Rote (Intis per USS) 39 272 3,700 128,600 12,800,000

(end of period)

Seigniorage from 7.2% 8.7X 6.1% 2.0% 0.3%

Inflation (% of GDP)a/

Public Sector Revenues (X of GDP) 26.1 22X 20% 16.8X 13.6X

Exports Real Growth 2.6X -13.2% -3.2% -6.0X -4.6x

Import Real Growth 3.8% -18.8% -11.8X -8.5X -3.9%

Resource Balance (Deficit)b/ 1.7% 0.7X 0.5% 0.6% -0.2%

(% of GDP)

Current Account (Deficit)
0 / 4.9% 4.0X 4.6x 4.6% 4.1%

(% of GDP)

Debt Service Ratio
- Accrued 80% 81X 80X 80% 77X

- Paid 13% 10X 10X 10X 10%

Gross International Reserves 1,130 700 400 100 0

(US3 million)

External Debt/GDP 47% 62X 66% e8x 71%

Consumption Per Capita (real growth) 3.2% -0.9% -6.3% -4.8% -4.2X

Real Wage Growth 8.8% -6.0% -5.0% -3.5X -3.56

Real Gross Investment (1987=100) 100 70 69 59 48

Domestic Savings/GDP 23% 19.6% 14.5% 13.5% 13.2%

Terms of Trade (1988=100) 98 105 96 91 91

a/ Here soigniorage is defined as the increase in the Central Bank's monetary base as a proportion

of nominal GDP. This definition differs from the Inflation tax concept used in Annex 2.

b/ This is the balance of goods and non-factor services (the non-interest current account).

c/ Inclu1es both accrued unpaid interest and imputed interest on arrears.
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- LOW POLICY SCENARIO -

Table 2-4: ILLUSTRATIVE PATH OF PUBLIC FINANCES (1987-1991)
(Percentages of GDP)

1987 1988 1989 1990 1991

1. Public Sector Revenues 26.1 22.0 20.0 18.8 13.6

- Tax Revenues 8.8 8.0 7.0 6.0 3.0

- Enterprise Revenues 14.4 13.0 12.0 11.0 10.0

- Other 3.1 1.0 1.0 0.8 0.5

2. Public Sector Expenditures 32.6 29.1 25.8 19.2 14.1

- Investment 3.9 2.0 1.5 1.5 1.6

- Current and Othera/ 28.7 27.1 24.1 17.7 12.8

3. Non-financial Public Sector
Deficit (2 - 1)8/ e.5 7.1 656 2.4 0.8

4. Central Bank Losses 2.8 4.0 2.0 1.0 0.6

- Exchange Losses 2.0 3.0 1.0 0.6 0.2

- Financial Losses 0.8 1.0 1.0 0.5 0.3

S. Overall Deficit ( 3 +4)a/ 9.3 11.1 7.6 3.4 1.1

6. Central Bank Credit

to Development Banks 1.9 1.0 0.8 0.6 0.2

7. Public Sector Borrowings/

Requirements (PSBR) (548) 11.2 12.1 8.4 3.9 1.3

8. Financing of PSBR 11.2 12.1 8.4 3.9 1.3

- External 1.4 1.4 1.2 0.9 0.7

- Central Bank 9.8 10.7 7.2 3.0 0.8

Memorandum Items

9. Imputed Interest

on External Arrears

(excluded from 2, 3, 5, 7, 8) 1.2 1.8 2.7 3.2 3.6

10. PSBR (including 9) 12.4 13.9 11.1 7.1 4.9

11. GDP (thousand billion Intis) 0.76 3.3 38.3 1,118.2 96,958.3

a/ Includes accrued unpaid interest on foreign debt, but excludes imputed interest

on arrears.
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- LOW POLICY SCENARIO -

Tabl. 2-5: KEY VARIABLES AND PARAMETERS OF FINANCIAL PROGRAMMING EXERCISE
(1987-91)

VARIABLES 1987 1988 1989 1990 1991

Central Bank Financing of

Public Sector Deficit (% GDP) 9.8% 10.7% 7.2% 3.0% 0.8%

Decrease of Central Bank

International Reserves

- Nominal ($US million) 915 430 300 300 100

- Percent of GDP 2.6% 1.3% 1.1% 1.0% 0.3%

Increase in Monetary Base (%GDP) 7.2% 9.4% 6.1% 2.0% 0.3%

(Seigniorage from inflation)8/

Real Monetary Base (end of period) (1987=100) 100.0 58.2 28.6 7.3 0.7

Broad Money Supply (Nominal growth rate) 113% 324% 635% 832% 948%

Inflation rate

- December/December 115% 650% 1,350% 3,560% 10,500%

- Average/Average 88% 350% 1,130% 2,900% 8,830%

Nominal GDP growth 97.0% 331% 1,070% 2,800% 8,800%

Exchange Rate (Intis per USS)(period's average) 22 100 1,350 38,100 3,200,000

PARAMETER 1987 1988 1989 1990 1991

Income Velocity of Broad Money b/c,

- Level 7.3 12.3 23.2 88.1 863.7

- Annual Growth 8.5% 69% 88% 280% 880%

Reserve to Deposits Ratio of Commercial Banks 0.43 0.40 0.36 0.30 0.26

Currency to Deposits Ratio 0.40 0.48 0.80 0.70 0.80

Broad Money Supply Multiplier 1.69 1.7 1.7 1.7 1.7

a/ Here seigniorage is defined as the increase in the Central Banks monetary base as a proportion

of nominal GDP. This definition differs from the inflation tax concept used in Annex 2.

b/ Calculated as the ratio of real GDP to real Broad Money Supply both as of December or else

nominal GDP (evaluated at December prices) over nominal Broad Money (as of December).

c/ The assumption for velocity growth is that it rises by 0.2% per each percentage point of

increase in anticipated inflation (AV/V= 0.2A`a; where V=velocity and fl = expected inflation.
The rationale of this assumption is provided in Annex 1. It was also assumed that economic

agents anticipate 85 percent of the actual increase in Inflation (Alr = 0.65Al .
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2.11 The path of public finances underlying the projections of
inflation is presented in Table 2-4. The PSBR projected for 1988 is
12.1 percent of GDP and requires domestic financing of 10.7 percent of GDP.
This projection is conservative, judged on the basis of estimates for the
first half of the year.., In particular, it assumes that, in the second
quarter, prices and tariffs of parastatals are kept at the relative level
(with respect to the consumer price index) of the first semester; exchange
rate losses are cut to half of their current level; and also that total
public expenditures are reduced in 1988 by 4 percent of GDP compared to
1987. Nonetheless even under this "optimistic" public finance scenario,
budget financing requires seigniorage of about 8.7 percent of GDP
(Table 2-5), and yields an inflation rate of about 650 percent.

2.12 The shrinkage of the financial sector (rise in velocity of money)
brought about by that inflation rate (velocity goes from 7.3 in 1987 to
12.3 in 1988) would require a draconian public finance adjustment to push
the economy away from this unstable path of inflation. In the presence of
price stickiness and rigidity of expectations, this would also entail a
very deep recession. That is why, in the absence of a drastic adjustment
now, it would be unlikely that from 1989 onwards, inflation would go down
instead of up. However, at inflation rates beyond 500-600 percent,
seigniorage would drop (as illustrated in Chart 1.1 of Annex 1).
Therefore, the budgetary deficit as a ratio of GDP would become
increasingly smaller ex-post regardless of the size of the targeted deficit
ex-ante. In turn, public revenues to GDP would decline due to the Tanzi-
Olivera effect and also to lagging prices and tariffs. As a result, real
public expenditures, including real wages and subsidies, would be forced
down by the very dynamics of inflation. Specifically, the projection is
that public sector revenues would fall progressively from 26 percent of GDP
in 1987 to about 14 percent in 1991. The drop would be particularly acute
in the case of domestically based taxes and enterprises' revenues, in
contrast to foreign trade taxes and export revenues of enterprises, for the
latter would be relatively protected by their linkage to the exchange rate.
In turn, seigniorage from inflation is projected to decline progressively
from 8.7 percent in 1988 to 0.3 percent in 1991. In consistency with these
trends, public expenditures would be forced to fall from 33 percent of GDP
in 1987 to 14 percent in 1991. The implication of this scenario is that,
if major corrective measures are not taken soon, hyperinflation would
effect a far more drastic adjustment and at a much higher economic and
social cost.

2.13 Evidence from other country experiences indicates that the main
social costs of hyperinflation are: (i) declining real wages, incomes and
consumption levels; (ii) social unrest in the wake of labor demands ever
frustrated by inflation and shortages a basic staples; and (iii) political
instability. In turn, the main economic costs are: (i) progressive
decline in the use of money and with it efficiency losses from reduced
specialization in production and trade and also welfare losses from limited
possibilities to diversify consumption through trade; (ii) wastage of
resources devoted to economizing in the use of money and revising contracts
too frequently; (iii) distorted relative prices and inefficient resource
allocation; (iv) declining investment and with it little possibility for
growth in the future; (v) erosion of the discipline to pay taxes; and
(vi) total collapse of financial intermediation and from it destruction of
saving habits and inefficient intertemporal allocation of resources. Data
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on the Bolivian hyperinflation illustrates eloquently some of these costs
(Table 2-6).

Table 2-6: BASIC DATA ON THE BOLIVIAN HYPERINFLATION

Seigniorage Inflation GDP Unemployment Central Government
(as Z GDP) Rate Growth Rate Revenues

(as Z GDP)

1981 1.6 28.6 -0.4 9.7 9.4Z

1982 12.2 133.3 -5.6 10.9 4.6%

1983 10.0 269.0 -7.2 13.0 2.6%

1984 15.9 1,281.4 -2.4 15.5 2.6%

1985 8.8 11,749.6 -4.0 18.0 1.3%

Source: Liviatan and Kiguel (1988), "Inflationary Rigidities and Orthodox
Stabilization Policies," World Bank Working Paper.

Tabl. 2-7: REAL CASH BALANCES IN THE GERMAN HYPERINFLATION COMPARED TO
ILLUSTRATIVE SCENARIO FOR PERU

(Average Monthly Rates)

German Hyperinflation (1921-23) Peru Scenario (1987-91)
Nominal Money Real Money Nominal Money Real Money

Period (Growth) /a Inflation /a (Index) Year (Growth) /a Inflation /a (Index)

1921-Il 5 6% 8.4% 100.0 1987 8.6% 8.6% 100.0
1922-I 6.5% 12.8% 88.0 1988 13.0% 18.0% 58.0
1922-II 29.4% 46.7% 24.0 1989 18.0% 25.0% 29.0
1928-I 40.0% 40.0% 24.0 1990 20.0% 3S.0% 7.0
1928-Il 233.0% 286.0% 3.0 1991 22.0% 147.0% 0.7

a/ Percent increase per month.

Source: German hyperinflation data from R. Barro (1986), WMacroeconomics," Table 8.1., p. 193.

2.14 Insight on the shrinkage of the financial sector and the
progressive repudiation of the legal tender can be gained from examining
the dynamics of inflation, monetary growth, and real cash balances during
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the German hyperinflation (Table 2-7).8/ The data shows that prices grew
during the period much faster than money and consequently the quantity of
money in real terms dropped in two years to just 3 percent of the 1921
level. A similar drop would be possible for Peru in the absence of
corrective measures.

2.15 Hyperinflation is not a viable macroeconomic and monetary regime.
All hyperinflationary experiences have lasted less than two years (counted
after inflation surpasses the threshold of, say 40 percent per month). The
economic and social costs paid by society are so disproportionate, that
after a certain point governments adopt a new currency or let a foreign
currency take the place of national currency, and commit themselves to
fiscal and monetary restraint. The transition from hyperinflation to price
stability is apparently facilitated by the fact that during hyperinflation
staggered contrasts and backward-looking indexation rules vanish because
economic agents find it very costly to accept local currency contracts with
a duration beyond one day. This has the positive effect of fully
eliminating inflationary inertia by moving the system to perfect price
flexibility. Thus, at the end of the process, inflation becomes purely
monetary. That is why by going back to fiscal austerity and anchoring the
value of the new currency to a reserve currency, the economy goes back to
price stability. These ideas, however, should not be taken as a
mechanistic approach to stopping inflation, because when the moment of the
truth comes, the fundamental problems and issues, such as raising taxes,
scaling down public expenditures and subsidies and setting viable real
wages, have to be addressed.

2.16 A final issue is the evolution of Peru's creditworthiness under
the scenario under study. It is obvious that the 10 percent rule together
with the positive net cash flow criterion would progressively send
preferred creditors (now offering a marginally positive or neutral cash
flow to Peru) into the arrears category as soon as cash-flows turn into the
negative. Therefore, Peru's external debt (at face value) would increase
approximately at the pace of the external interest rate (assumed in the

8/ Historical experiences show that money progressively loses its
properties with hyperinflation. First of all, money loses its property
of store of value and that occurs even at moderate inflation rates.
But when the financial system offers savings and time deposits at
positive real returns, this property is recaptured quickly by the
financial system. At higher inflation rates, say 500 and up, money
also starts losing its property of unit of account as innovative
segments of the modern sector of the economy start to quote contracts
and prices in foreign currency so as to minimize possible real losses
from unanticipated inflation. At higher rates of inflation, say 1000
percent and up, money starts to lose its property of medium of exchange
as transactions in the modern sector start to be made in actual dollars
or dollar-based informal documents and the rural sectors move into
barter. This last stage entails a progressive repudiation of the
official legal tender by the public, which causes monthly inflation to
reach three digit figures and eventually marks the final stage of
hyperinflation.
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exercise at LIBOR) mostly by automatic capitalization of interest and
principal due as arrears. By 1991, Peru's foreign debt would have expanded
from US$16.9 million (47 percent of GDP) in 1987 to US$21.5 million
(71 percent of GDP). Furthermore, about 82 percent of the debt would be in
arrears.
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CHAPTER III

THE MAIN ECONOMIC ISSUES AND POLICY RECOMMENDATIONS

3.01 A clear implication of the foregoing chapter is that Peru's most
urgent and overriding economic issue is to stop the financial
disequilibria, which are pushing the economy into an explosive inflationary
path. In order to do this, public sector revenues need to be revitalized
and indexed to inflation, subsidies need to be scaled down and redefined,
Central Bank's credit has to be brought to tight ceilings, and financial
intermediation needs to be restored. Certainly, this process will be
painstaking and difficult. Resumption of growth will have to await
stabilization of inflation and of balance of payments pressures, and in the
interim the different economic and social groups will have to share
equitably the burdens of adjustment. Nonetheless, as explained before,
there is no alternative to adjustment, the choice is rather between an
orderly stabilization, where accounts balance ex-ante and the costs are
negotiated with and distributed among social groups and accepted by them,
or else a disorderly process in which hyperinflation does the dirty work of
closing the gaps ex-post and distributing the costs arbitrarily and
unevenly. Needless to say, in the latter case, the poor stand to lose more
than the rich for at least two reasons. First, the progressive collapse of
the market mechanism will result in unemployment and shortages of basic
foodstuffs. Second, the poor demand more domestic currency (as a
proportion of their income) than the rich and tend to quote their labor
contracts in domestic currency. Therefore, they will end up paying a
larger share of inflation taxes. It is true that, in principle,
stabilization can be more or less drastic or gradual. However, the stature
of the current disequilibria is so paramount that it is clear that no
gradualism can be afforded.

3.02 Stabilizing inflation, on the other hand, will not per se solve
Peru's long standing economic distortions and structural problems, although
it will surely contribute to it. To address these medium-term and
structural issues, specific microeconomic policies and sectoral reforms
will be required in the areas of, inter alia: exchange rate regime,
structure of foreign trade barriers and incentives, tax reform, allocation
of credit, and interest rate policy, price controls, agricultural pricing,
state enterprise reform, and removal of labor market restrictions.
Moreover, in an increasingly interrelated world, the success and
credibility of both stabilization and structural reforms will require
confronting the "dormant" external debt problem by continuing and
strengthening a constructive dialogue with Peru's creditors. By contrast,
ignoring the debt problem will pose a formidable deterrent for restoring
normal foreign trade flows and financing, attracting foreign investment,
and developing an export-oriented strategy. Seeking solutions to the debt
problem on the basis of Peru's ability to pay is both in Peru's and in its
creditors' self interest. For Peru, it would ensure a return to normal
trade and financial relations with its economic partners. For the
creditors, it would imply that they recover directly (debt buy-back
schemes) or indirectly (e.g., debt-to-equity swaps) at least a portion of
their exposure in Peru. In other words, a negotiated settlement for the
debt would, in addition to normalizing Peru's economic relations abroad,
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yield the benefit of removing the "moral hazard" factor inherent to the
current precarious situation, whereby bad economic performance provides the
reward of reducing the market value of Peru's external debt.

3.03 The issues dealt with in this section and the corresponding policy
recommendations are interrelated and should not be looked at--or the
recommendations followed--in isolation. However, for expositional
purposes, the issues and policy options are presented and discussed here
one-by-one. In addition some of the issues dealt with here are presented
at more length in the Annexes (Volume 2) of this report. Later on, in
Chapter IV, an illustrative macroeconomic scenario is presented showing the
likely path of the main economic variables under the assumption that the
policies stated here are followed. The outstanding issues examined below
have been classified into three broad categories: public finance, external
sector policies (that comprises exchange rate and foreign trade policies),
and other resource allocation issues (that comprises financial policy,
price controls, agricultural pricing, labor market issues and state
enterprise reform). Although this classification involves some degree of
arbitrariness, as any other will, it was deemed adequate to structure the
presentation.

A. Public Finance

3.04 Peru's public finance problems can be summarized as a sustained
drop of both tax proceeds and state enterprise revenues; a proliferation of
foreign exchange, financial and agricultural subsidies; and a considerable
increase in the Government's wage bill. The inevitable consequence of
these trends (Table 3.1) has been stagnation of public investment and
enlargement of the budget deficit. In effect, public sector revenues
declined from 43 percent of GDP in 1985 to 26 percent in 1987. In turn,
Central Bank foreign exchange and financial losses soared to nearly
3 percent of GDP in 1987. Similarly, agricultural subsidies--excluding
preferential credit--reached about 1 percent of GDP in that year. On the
expenditure front, the payroll has jumped from 7.9 percent of GDP in 1985
to 8.7 percent in 1987, while public investment has decreased from the
already low level of 6 percent of GDP in 1985 to 4 percent in 1987.

3.05 In addition to macroeconomic instability, the aforementioned
public finance trends have given rise to distortions in resource allocation
and impediments to future growth. Indeed, low prices and tariffs of state
enterprises have not only hampered normal maintenance and investment, by
curtailing their revenue-earning potential but have also made the private
industrial plant unduly dependent on cheap fuels and electricity, and thus
promoted capital intensive activities. In turn, foreign exchange subsidies
to imported inputs and capital goods have yielded a similar result.
Likewise, tax shelters and exonerations to agriculture, fishing and other
activities have rendered financially viable endeavors and firms that could
face serious financial trouble when these incentives are eventually removed
in an attempt to restore needed tax revenues. On the other hand, high
subsidies to basic foodstuffs, medicines and gasolines coupled with price
controls and an overvalued official exchange rate, have not only increased
transitorily the purchasing power of wages to levels not viable in the
medium run but also resulted in significant smuggling of these items to
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neighboring countries at the expense of the Treasury. Finally, huge credit
subsidies and forgiveness of loans have, along with expanding financial
losses of the Central Bank, eroded the financial discipline of borrowers
and promoted a discretional allocation of credit unrelated to the
prospective returns of projects.

Table 3-1: PUBLIC FINANCE TRENDS
(Variables in Real Terms)a/

1985 1986 1987

1. Public Revenues 100.0 80.1 69.5
- Taxes 32.4 28.8 23.4
- State Enterprises 61.1 46.6 41.8
- Other 6.5 4.7 4.3

2. Public Expenditures 105.6 92.4 86.7
- Wages 18.3 20.9 23.2
- Investment 13.5 12.1 10.4
- Other 73.8 59.4 53.2

3. Non-Financial Public Sector
Deficit 5.6 12.3 17.2

4. Central Bank Losses 4.6 4.7 7.5

5. Overall Deficit (3+4) 10.2 17.0 24.7

a/ All figures are index numbers that have been calculated taking real
Public Revenues in 1985 as the base at 100.

Source: Ministry of Finance, Central Reserve Bank and World Bank
estimates.

3.06 The need to raise public revenues brings up several closely
related issues. As far as taxes are concerned, the point is how to raise
tax proceeds in such a way that: (i) the fiscal system be simplified in
line with the management capability of the tax administration; (ii) price
and intersectoral distortions can be minimized; (iii) the tax structure
become more progressive and equitable; and (iv) tax proceeds can provide a
stable flow of resources both in times of prosperity and of recession.
With regard to state enterprise revenues, the issue is not only protecting
prices and tariffs from inflationary erosion but also to establish a target
structure of efficient relative prices as well as a timetable to reach that
structure.

3.07 In turn, in the area of subsidies the issue is how to substitute
the current system of widespread and unbudgeted exchange, financial and
price subsidies by another structure of subsidies targeted to needy
population groups and subject to a transparent budgetary ceiling. As for
real wages and public sector employment, the issue is reducing over-
employment and setting real wages at levels consistent with comparable
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skills in the private sector and paying due regard to the Goverznment's
financial constraint. By the same token, productive public investment in
infrastructure and state enterprises, needs to be revitalized pari passu
with the restoration of public revenues.

The Tax System: Evolution, Structure, and Recommendations

3.08 Evolution. Throughout the 1970s, the tax burden ratio showed
remarkable stability (around 12 percent of GDP), and the tax system was
characterized by an increasing dependence on the external sector. In
1979/80 the combination of high prices for Peru's mineral exports and a
more liberal import policy pushed tax revenues up to 16 percent of GDP,
half of which originated in either tariffs, export taxes or profit taxes of
exporting firms. External conditions changed in the first half of the
1980s, thereby eroding the traditional tax base. However, domestically
based taxes were not adjusted sufficiently to compensate for the fall of
foreign trade taxes. As a result, the tax burden ratio fell back to the
levels prevailing in the mid-1960s (12.5 percent of GDP in 1981-84).

3.09 Fiscal policies adopted since 1985 by the new Government
contributed to a further drop of tax revenues. Revenues from import taxes
were reduced by overvaluation of the exchange rate, exonerations and import
prohibitions to high-tariff items. Export taxes were equally hurt by
overvaluation, unfavorable exchange rates for mineral exports, and also
depressed terms of trade. In parallel, further revenue losses resulted
from a reduction in the sales tax rate from 11 to 6 percent in 1986,
together with low proceeds from gasoline excise taxes that originated,
initially, in the price-freeze and, later, from the lagging behavior of
gasoline prices with respect to inflation. Other sources of revenue drops
were new tax exemptions (under the sales tax and tariffs) to agriculture,
fisheries and mass consumption goods and the abolition or transfer to
regional bodies of some minor taxes (i.e., payroll, capitalization of
profits, gambling, etc.). All in all, these developments translated into a
drop in the tax burden ratio from close to 13 percent of GDP in 1985 to 11
percent in 1986 and to 8.8 percent in 1987.

3.10 Structure. At present, five main taxes make up the bulk of
central government revenues: corporate income tax, sales tax (IGV), import
tariffs, excises on fuels, and selective excises on other commodities
(mainly beer, tobacco and electrical appliances). In addition, there are
two other, now low-revenue yielding, taxes: corporate net-worth tax and
export taxes. Some reforms adopted since the end of 1985 have helped
reduce the fragmentation of the tax system by abolishing smaller levies, as
mentioned above. In addition, a major reform in income tax laws was
enacted in 1986 with a view to broadening its base and reducing exemptions.
Nonetheless, Peru's tax system still continues to be marked by some
undesirable characteristics: fragmentation of the tax base (and on
occasion double taxation of the same income source); a pervasive system of
incentives and exemptions; lack of adequate protection of revenues against
inflation; low degree of enforcement of tax laws; and weak tax
administration. A detailed description of the Peruvian tax system is
provided in Annex 4.
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3.11 As shown in Table 3-2 Peru's tax system compares unfavorably with
international standards both in terms of tax burden and equity in taxation.
Peru's current tax burden ratio 8.8 percent of GDP is barely half of the
average for the sample of comparable countries. In turn, progressivity is
low, when measured by the mix between direct and indirect taxes, a rule of
thumb conventionally used. In 1987, direct taxes only represented
24 percent of total proceeds well below the average for the sample
(35 percent). Peru presents one of the lowest personal income tax ratios
of the sample. In 1986, only 4 percent of the segment of the active
population, classified by the Labor Department as adequately employed,
declared personal income tax liabilities. One element of progressivity,
however, is given by the relatively high share of selective consumption
excises, 3.6 percent compared to 1.9 percent for the sample. Products
subject to excises are either income elastic (appliances, cars, jewels,
etc.) or price inelastic (gasoline, tobacco, etc.) in line with modern tax
theory on either equity or efficiency grounds.

Table 3-2: PERU'S FISCAL REVENUES COMPARED TO A SAMPLE OF
COUNTRIES OF SIMILAR DEVELOPMENT

(Percentages of GDP)

Countries with US$1,200 of Peru
Per Capita Income 1987

(around 1980)

Income Taxes 5.8 1.7

Wealth and Property 0.5 0.4

Domestic Taxes on Goods and Services 4.7 4.6
- Sales Tax 2.8 1.0
- Excises 1.9 3.6

Foreign Trade Taxes 5.3 1.9

Others 0.7 0.2

Total 17.0 8.8

Source: Vito Tanzi, "Quantitative Characteristics of the Tax Systems of
Developing Countries," in Newberry and Stern, editors, The Theory
of Taxation for Developing Countries. Oxford University Press,
July 1987.

3.12 The main problems of corporate profit taxes are: (i) widespread
exemptions to small-scale mining, agriculture, livestock and fishing, and
to new businesses in the regions of Selva and Frontera; and (ii) inadequate
indexing of tax collections to inflation. Advanced tax payments are
calculated using as a proxy the previous year's tax liability and setting,
every quarter, monthly prepayments as a percentage of the proxy. The
experience has been that when inflation accelerates tax prepayments fall
short of accrued taxes. In addition to profit taxes, businesses are
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subject to net-worth taxes, which are also collected following a similar
proxy system. The existence of two taxes on businesses puts undue pressure

on the low administrative capability of the tax office; and in parallel
entails double taxation of capital, leading to taxing relatively more the
capital-intensive sectors (Table 3-3).

Table 3-3: SECTORAL DISTRIBUTION OF EFFECTIVE TAX RATES ON PROFIT
STEMMING FROM BOTH CORPORATE AND NET-WORTH TAXES

Sectors Effective Rates (1986)

Services 172

Agriculture and Fishing 23%

Construction 33%

Manufacturing 56%

Oil and Mining 72%

Source: Tax returns of 27,114 firms for Fiscal Year 1986. Raul
Beltran (1987), "Los Impuestos en 1986 e Incremento de la
Presion Tributaria en 1988." Ministry of Economy and Finance.

3.13 The reduction of the sales tax (IGV) rate from 11 to
6 percent in 1986 brought about a strictly proportional reduction in
revenues. Therefore, the expectation (along supply-side lines) that a
lower rate would lead to increased revenues due to both broader compliance
and output expansion did not materialize. In addition, as with corporate
taxes, new exonerations were granted in late 1985 to agriculture, fishing,
and basic consumption goods. As it is known, exonerations conflict with
the rationale of value-added tax, which is geared to have a neutral impact
on relative prices. As shown in Table 3-4, the ratio of taxable sales to
total sales is particularly high for manufacturing (71 percent) and
commerce (57 percent), and low for construction (2 percent) and agriculture
and fishing (4 percent), indicating the widespread exemptions in the case
of the latter. In parallel, the low and uneven ratios of taxes paid to
taxable sales, in all cases below 4 percent, illustrate the low degree of
compliance with the tax.

3.14 The quantitative importance of taxes on foreign trade has declined
since the early 1980s, even though import tariffs still represent about 20
percent of total tax proceeds. Export taxes are at present insignificant
due to depressed terms of trade. As with the other taxes, the tariff code
has developed an increasingly complex system of special provisions and
exonerations. This complicates further the already cumbersome tariff
structure that comprises 42 tariff positions in a range from 0 to
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155 percent. In addition, all imports are subject to import licenses which
tend to depress tariff revenues since trade restrictions are tighter on
consumer goods, which are subject to higher tariffs. The microeconomic
implications of tariffs, licenses and multiple exchange rates are examined
in Section B of this Chapter.

Table 3-4: SECTORAL INCIDENCE OF VALUE-ADDED TAX
(Percentages)

Taxable Sales Tax Paid
Sectors Total Sales Taxable Sales

Services 25Z 2Z

Commerce 57% 1%

Agriculture and Fishing 4% 4Z

Construction 2% 3%

Manufacturing 712 31

Oil and Mining 14% 4Z

Source: Raul Beltran (1987), op. cit.

Table 3-5: NUMBER OF TAXPAYERS BY MAIN DOMESTIC TAXES IN FISCAL YEAR 1996

Number of Percent Distribution of Taxpayers by Sector
Taxpayers Manufacture Commerce Finance Other Services

Profit Tax 14,662 22% 40% 15% 23%

Net Worth 20,339 20% 38% 19% 23%

Value Added (IGV) 8,762 32% 50% 9% 9%

Excises 2,030 43% 46% 4% 7%

Source: Tax returns of 27,114 firms for the 1986 fiscal year. Raul Beltran
(1987), op. cit.

3.15 Widespread evasion is one of the main issues of taxation in Peru.
In the past, the predominance of external-sector generated revenues made it
easy for the tax administration to control a handful of importers and big
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export companies. By contrast, now the emergence of a greater number of
taxpayers coupled with the increase in informal activities has encountered
the tax administration unprepared to deal with the situation. Evidence of
the low degree of tax compliance is presented in Table 3-5. Of 27,114
firms that provided tax information in 1986, only 8,762 declared
liabilities on the sales tax, whereas 14,662 contributed to profit taxes
and 20,339 to net-worth taxes. It is liard to believe that only half of
Peru's most profitable firms had accrued taxable profits and that two-
thirds be exempt under the sales tax.

3.16 As part of the so-called Programa Trienal, elaborated by the
Government in 1987, the target set for taxes was to increase tax revenues
from 8.8 percent of GDP in 1987 to 16 percent in 1990. In this regard,
several tax measures were enacted for fiscal year 1988. These were:
(i) to raise the percentages of previous year profit taxes used to estimate
advanced monthly prepayments under profit taxes to keep pace with inflation
during 1988; (ii) to increase the value-added tax rate from 6 to 10
percent; (iii) to extend the list of articles under selective excises and
increase all the rates; and (iv) to create a tax on personal property.
With these measures the authorities envisaged a net gain in tax proceeds of
about 2 percent of GDP in 1988. Besides, it was announced that by
eliminating some exonerations and fiscal incentives, together with a more
efficient tax administration, an additional 1 percent of GDP would be
raised. It can be seen in Table 3-6 that, while revenues under those taxes
for which measures were enacted in 1987 (income, value-added and excises
other than gasolines) are growing significantly in real terms, real
revenues under the remaining taxes are dropping equally as fast.
Therefore, it is unclear whether tax revenues as a percent of GDP will be
raised in 1988, particularly in light of rapidly accelerating inflation,
which intensifies the adverse effects of collection lags and tends to erode
real gasoline prices.

Table 3-6: PERFORMANCE OF TAX PROCEEDS: JANUARY - MAY 1988
COMPARED TO JANUARY - MAY 1987

(Real Growth Rates)

Main Taxes Real Growth

Income 27%

Net Worth -29%

Tariffs -19%

Value-Added 35%

Excises 3%
- Gasolines -46%
- Other 49Z

Other Taxes -28%

Source: Alerta Economica (August 1988). Ministry of Economy
and Finance.
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3.17 Assessment and Recommendations. Over the last two years the

Government has implemented a series of reforms in the areas of income and

excise taxes. In addition, several minor taxes of low revenue earning
potential, and which rendered the tax system excessively fragmented, have

been abolished or transferred to local authorities. Nonetheless, the
revenue base of the tax system has been significantly damaged through
widespread exonerations, inadequate indexing of tax liabilities, exchange
rate overvaluation and lagging relative prices of gasolines. In parallel,
the tax administration lacks the skilled manpower needed to run the current

complex tax system, has ineffective mechanisms of control and penalties,
and lacks integration of all tax-related functions (actual revenue

collections are in the hands of Banco de la Nacion whereas tax policy falls
under the Ministry of Finance). The Government now intends to embark on a

process of fiscal reform with the aim of doubling fiscal revenues to GDP
over the next three years. In view of the complexity of current tax laws
and the unpreparedness of the tax administration to administer the system,
it would be convenient to consider a full-fledged tax reform; analytical
work for this task could start now with a view to establishing a new tax

system in fiscal year 1990. The reform strategy should try to simplify the
current tax structure into a system consisting of a few broadly-based and
easily-.collectable taxes (say, value added, corporate net worth, a few

excises on consumption, tariffs on imports and personal income tax for
professionals over a certain income threshold). Recent evidence in this
direction for Bolivia indicates the potential payoff of such an strategy.
The suggestions below could help in that endeavor.

3.18 Immediate action is needed in two areas. First, reducing
collection lags and indexing tax liabilities to inflation. This task
requires a tax-by-tax analysis aimed at identifying lags and devising
formulae to reduce them and to bring tax liabilities in line with

inflation. The recently introduced proxy system to calculate prepayments
on corporate taxes is a step in the right direction but, in view of the
current upward trend of inflation, prepayment quotas would need to be

recalculated monthly instead of quarterly, and underestimation of quotas
due to errors in forecasting inflation in past months should be recovered
by larger quotas in future months. Likewise, the remaining balance due for

the year, which is settled three months after the end of the fiscal year,
should also be indexed to inflation. Second, it is advisable to cut down
current exonerations under all taxes. Preliminary estimates by the

Minister of Economy and Finance place losses in revenue due to exonerations
at no less than 4 percent of GDP. Official proposals for cutting

exoneration during 1988 by 0.1 percent of GDP are clearly insufficient.

Furthermore, it must be noted that additional tariff exonerations have been

granted during 1988 to imports of equipment and spares by fishing firms and
also to imports of inputs by textile firms processing pure cotton and

alpaca.

3.19 A third line of action is reducing tax evasion. This goal,
however, will not be achieved until the tax administration is strengthened
and the tax laws simplified. Recent administrative steps to create the

Superintendencia General de Administracion Tributaria that will encompass
the various tax policy tasks now fragmented under different agencies are
positive, but need to be coupled with training of manpower, and computation
and centralization of all tax files. Until this is done, two lines of
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action should be intensified: (i) cross-checking of tax data as well as
"in-loco" inspection of a sample of major taxpayers to test the accuracy of
tax returns; and (ii) enhanced punitive actions for tax violators.

3.20 As far as tax rates are concerned, three recommendations are
pertinent. First, the current tariff code needs to be evened out. A
system of lower and less disperse tariffs, coupled with a gradual removal
of quantitative restrictions and less tariff exemptions, may well raise
tariff revenues while inducing higher productive efficiency. Second, the
value-added tax rate could be increased from 10 to 16 percent over two
years. The latter was the tax rate in 1982 and is perfectly comparable
with international standards. Third, further hikes to selective
consumption tax rates other than on gasoline do not appear convenient,
since most of these are already above 100 percent (in some cases 250 and
300 percent, Annex 4) and higher rates will probably lead to reduced
compliance and black market sales.

3.21 Finally, it is advisable that double taxation of income be avoided
in the medium rmn and to the extent allowed by revenue constraints. The
current coexistence of corporate income and net-worth taxes, and the recent
creation of a tax on personal property when there is already a tax on
personal income, might be questionable on efficiency grounds for it implies
taxing savings twice, and also has the negative effect of spreading thinly
the low administrative capacity of the tax administration over too many
taxes. Although the balance between direct and indirect taxes needs to be
improved to give the tax system more progressivity, the efficient avenue to
achieve this is by reducing exoneration of and increasing compliance with
prevailing tax laws (until the new tax system is introduced) rather than
creating new taxes.

Prices and Tariffs of State Enterprises: Evolution, Structure, and
Recommendations

3.22 Recent Evolution. Price controls have been particularly stringent
in the case of public sector prices and tariffs. During the first 17
months of the current administration, prices and tariffs were frozen with
the idea of stabilizing inflationary expectations and reducing cost
pressures emanating from prices of publicly-supplied electricity and fuel
inputs used by private-sector firms. Hence, frozen public prices and
tariffs were at the heart of the Government's economy-wide freeze. When
the price freeze was lifted in December 1986, and a somewhat more flexible
system of price controls was established instead, public prices and tariffs
were adjusted sporadically but, in general, at rates significantly lower
than inflation. This policy has had a far-reaching deleterious effect on
public enterprise finances and investment and, far from controlling
inflationary pressures, has, in fact, been one of the major sources of the
current inflationary drive. Indeed, low prices and tariffs have
contributed significantly to the current budgetary deficit by causing the
unprecedented drop in public enterprises' revenues by nearly 12 percent of
GDP between 1985 and 1987.

3.23 Structure. In order to find out the current misalignment of
public sector prices and tariffs, these would need to be compared to the
relevant efficient prices. For commodities that are or can be traded
internationally the relevant comparison is with border prices evaluated at
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the 'shadow" exchange rate; in turn, for electricity services, water and
other "znon-tradable" commodities the meaningful comparison is with long-run
marginal cost or a similar reference. Such an exercise, however, falls
beyond the scope of the present report. Therefore, here the main focus is
to analyze the drop in revenues resulting from the lagging behavior of
public sector prices and tariffs with respect to inflation. In Table 3-7
the relative prices, in relation to the consumer price index, of a
selection of goods and services are presented. The point of reference or
base period for the index number computations is July 1985. The sample
shown in the table is a subset of a larger sample presented in Annex 5,
covering prices of commodities representing about 60 percent of total sales
to the domestic market of state enterprises. It can be seen in Table 3-7
that by January 1988 most prices had fallen in real terms to less than half
of their levels in July 1985. In turn, the price increases decreed in
March and July 1988 barely made up for inflation incurred so far in 1988,
let alone lags since July 1985.

Table 8-7: RELATIVE PRICES OF SELECTED GOODS AND SERVICES
PROVIDED BY STATE ENTERPRISES

(Relative Prices with Respect to the Consumer
Price Index; July 1985=100)

Average
Jul e6 Dec 85 Dec 86 87 Jan 88 Mar 88 Aug 88

Gasoline 84 100 107 66 57 41 45 32

Kerosene Domestic 100 68 42 30 20 31 22

Diesel 1 100 101 6e 37 23 23 17

Electricity
- Residential 100 100 83 62 55 54 3e
- Industrial 100 100 82 59 SO 48 39

Rice Regular 100 83 72 e6 54 65 49

Corn 100- 80 94 76 62 104 47

Fertilizers 100 77 47 31 20 19 14

Soy Oil 100 80 42 34 32 27 12

Wheat 100 80 49 41 31 23 11

Bus Fares 100 104 66 86 67 63 66

Local Telephone Calls 100 96 84 82 77 66 48

Source: Statistical Annex Table 6.1.
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3.24 Hydrocarbon prices were, by August 1988, between 16 and 37 percent
of prices in the base period. The drop of international petroleum prices
since the second half of 1985 could account for part of the drop. However,
as seen in Table 3-8, prices to the consumer of the main hydrocarbons are
below relevant border prices, with the exception of gasoline which is
roughly equal. As it is known, consumer prices of gasoline are in most
countries two to three times higher than border prices due to heavy
domestic excise taxation of gasoline; the rationale of these excise taxes
is that they improve the progressivity of the tax system and also help
recover road investment and maintenance costs. Thus, as shown in Table 4.2
of Annex 4, gasoline is now subject to excise taxes of between 375 and 236
percent and diesel to taxes of between 43 and 218 percent (over ex-refinery
prices). Therefore, when netting out taxes, the ex-refinery prices (which
are the relevant ones for the comparison with border prices) of all
hydrocarbons are much lower than border prices; gasoline prices are one-
sixth and GLP price is one-tenth (Table 3-8). An additional issue is the
relative price structure of gasoline, diesel and kerosene, which are almost
identical products and can be easily substituted for each other. With
gasoline prices at five times that of kerosene and twice that of diesel, it
is likely that there be perverse substitution and inefficient use of
hydrocarbons. In a different vein, it must be noted that implicit
subsidies in gasoline prices worsen income distribution since, as can be
seen in Table 3-9, the budget share devoted to gasoline by the 10 and 30
percent poorest population of Peru is almost nil; all in all only about 1
percent of the poor use gasoline at all.

Table 3-8: PRICES OF HYDROCARBONS: DOMESTIC VERSUS INTERNATIONAL
(As of July 1988 and in US$/Gallon)

Domestic Price Domestic Price Border Price
to Consumersal Ex-refineryaI/bI (at Callao)

Gasoline 0.51 0.11 0.60

Diesel 2 0.22 0.13 0.57

Kerosene 0.11 0.10 0.55

Fuel Oil 0.18 0.09 0.36

GLP 0.07 0.04 0.53

a/ Exchange rate used for conversion is purchasing power parity rate using
December 1978 as base year. In July 1988 this rate was 130.6 intis per
dollar.

b/ Hydrocarbons are subject to heavy excise taxes.

Source: PETROPERU and World Bank estimates.
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3.25 As for electricity and water tariffs, increases since 1987 have
been, in general, larger and more frequent than for other prices. Yet,
even in these cases, prices have continued to lag behind inflation. Thus
by August 1988, electricity prices stood at between 36 and 55 percent of
base period prices. It must be noted that subsidizing electricity for
industrial use, and in general subsidizing energy costs, hurts employment
growth in the medium run, since available econometric evidence indicates
that the energy input is a complement of capital and substitute for labor.
Thus by subsidizing energy costs, the industrial plant becomes relatively
more capital-intensive. This entails making scarce use of Peru's abundant
factor of production (labor) and abundant use of Peru's scarce factor
(capital). As far as residential electricity subsidies are concerned, it
is important to point out that only 12 percent of Peru's poorest
10 percent, and 22 percent of Peru's poorest 30 percent, use electricity at
all, whereas 59 percent of the less poor (or richer) 70 percent have access
to electricity (Table 3-9). This indicates that the subsidy benefits more
the relatively better off and, therefore, is regressive on income
distribution grounds. The same applies to water and telephone services.

Table 3-9: BUDGET SHARES OF SELECTED ITEMS
(Percentages)

Itai Poorest 10% Poorest 30% Non-Poor 70% All Peru
All Urban Only

Rice 5.7 5.3 5.2 2.2 2.9

Water Service 0.3 0.4 1.1 0.5 0.5
(% who use) (11.7) (26.8) (65 3) (1. 5) (44.2)

Electricity 0.3 0.5 1.4 1.0 0.9
(% who use) (11.7) (21.6) (58 1) (8. 8) (47.6)

Telephone 0.0 0.1 0.1 0.4 0.3
(% who use) (0.4) (1.4) (4.2) (12.0) (8. 8)

Cooking Gas 0.0 0.1 0.3 0.4 0.4

Kerosene 0.7 1.3 3.1 0.9 0.9

Public Transp.
- Local 0.8 1.7 3.6 2.3 2.2
- Long Distance 1.0 0.9 0.9 1.2 1.2

Fuel and Oil for Vehicles 0.0 0.0 0.0 1.9 1.7
(% who purchase) (0.8) (1.1) (0.5) (11.2) (8.2)

Source: P. Glewwe, 'The Poor in Latin America During Adjustment: A Case Study of Peru."
World Bank Working Paper, (1988), page 36, drawing on data from Peru's Living
Standards Measurement Survey carried out by Peru's National Statistical Institute
and World Bank in 1985-86.
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3.26 Regarding rice, Peru's main staple, the lagging behavior of the
price to consumers together with the more frequent actualization of the
price paid to producers by ECASA, the rice marketing board, has meant an
increasing subsidy. Thus, while in the first half of 1985 tlhe consumer
price was slightly higher than the producer price, by 1987 the consumer
price became about half of the producer price. Transfers from the
Governiiient to ECASA to cover that loss reached 0.3 percent of GDP in 1987.
In this case, unlike with gasoline, electricity and water, the point can be
made that some form of subsidy may be warranted because the poor devote a
much larger budget share than the rich to rice consumption (Table 3-9).
However, the current size of the subsidy, with the price to producers being
twice the price to consumers, clearly encourages speculative arbitrage
because a large spurious profit can be made by simply buying rice from and
selling it back to ECASA.

3.27 Assessment and Recommendations. The policy of prices and tariffs
is in urgent need of revision and requires a drastic change of course. In
the current budgetary crisis, Peru can ill afford the high and growing
subsidies channelled by its state enterprise sector. Existing subsidies on
products that are consumed relatively more by the relatively rich are
unwarranted and need to be reconsidered. Likewise, subsidies to productive
inputs spur an overly-extensive use of resources, which are in fact very
scarce. This creates a wedge between perceived private costs and real
social opportunity costs, where the former are made artificially lower than
the latter for scarce productive inputs, and the reverse occurs for
abundant inputs. All this translates into suboptimal investment decisions
and inefficient use of the country's resources, in addition to reducing the
financial viability of the public sector and fueling inflation through
larger deficits.

3.28 Hence, eliminating some subsidies and rationalizing others would
yield fruits in the medium-run in terms of expanding the productive
frontier and creating additional jobs. As noted before, in the case of
products more widely consumed by the poorest segments of population,
subsidies are indeed justified and warranted. However, even here it is
necessary to target adequately subsidies to the intended groups, as well as
to place total subsidies under tight budgetary ceilings. Recent evidence
in Peru with broad scope indiscriminate subsidies and price controls
indicates that a share of the available supply of medicines, milk,
gasoline, rice, etc., has found its way across the border, benefiting
domestic speculators and foreign consumers. This points out that
maintaining internal prices of commodities below export parity leads
inescapably to exporting subsidies at the expense of the Treasury or
domestic producers or both. In this respect, the indications are that
conmmodities which are imported at the cheapest exchange rate (now
33 Intis/US$) are later smuggled to Peru's neighboring countries at the
parallel market rate (now above 200 intislUS$).
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Table 3-10: REVENUE FOREGONE IN 1987 BY SELECTED
PUBLIC FIRMS DUE TO 'LOW' PRICES

(Percentages of GDP)

PETROPERU ELECTROPERU ECASA ENCI TOTAL*/
(Hydrocarbon) (El-ctricity) (Rice) (Grain Marketing)

Gasolines 1.1% - Standard: 0.28% Fertilizer: 0.4%

Diesel 1.6% - Other 0.02% Other 1.1%

Residual Fuel 1.1% -

Other 0.6O - -

Total 4.4% Total 0.6% Total 0.3% Total 1.6% 6.7%

a/ Total refers to a survey comprising 60 percent of total internal revenues of state

enterprises.

Source: Annex 5, in Volume II. Table 5.2.

3.29 The recent Living Standards Measurement Survey carried out by the
Peruvian Statistical Institute (INE) and the World Bank provides valuable
data to identify the consumption habits and production patterns of the poor
as well as their geographical location(a Map of Poverty). These data
could, in principle, be instrumental in devising well-targeted subsidies to
needy population groups. A suggestion of well-targeted subsidy could be
the design of a food coupon program that would give beneficiaries the right
to get a, say, 30 percent discount on the purchase of five basic staples in
any store. Coupons could be issued by the Ministry of Economy for a total
of, say, 0.5 percent of GDP and could be distributed through the network of
schools and churches located in the areas singled out on the Map of
Poverty. Under this scheme, registered sellers that receive coupons could
be allowed to cash them at any branch of a banking institution, which, in
turn, would receive a refund at the Central Bank. This scheme would permit
phasing out price controls while protecting the purchasing power of the
poor.

3.30 A policy of well-targeted subsidies, however, requires time to be
designed. In the meantime, the current budgetary imbalance needs to be
urgently addressed. Prices and tariffs are central variables in this
endeavor because on them depend not only state enterprise revenues but also
fiscal revenues, for at least one-third of total tax revenues originate
from state enterprises (in particular excises on hydrocarbons). A rough
preliminary exercise, detailed in Annex 5 and whose global results appear
in Table 3-10, indicates that in 1987 state enterprise revenues could have
been raised by at least 6.7 percent of GDP, had prices and tariffs been
maintained at the July 1985 real level. This even though the sample
analyzed comprises only 60 percent of total domestic sales of state
enterprises.
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3.31 Therefore, confronting the current budgetary problem inevitably
involves moving into and maintaining realistic prices and tariffs. In
devising a policy of prices and tariffs two separate aspects need to be
considered: static efficiency and dynamic rules of adjustment. Static
efficiency dictates that the structure of prices and tariffs to be optional
needs to be set in line with "shadow prices" (border prices for commodities
anld long-run marginal cost for utilities and other services). In turn,
from a dynamic perspective the issues are twofold: first, the need for a
timetable to bridge the transition from the current price structure to the
optimal one; and second, the need to devise automatic rules for price
adjustments so as to ensure that, in the future, prices and tariffs are not
eroded by inflation.

3.32 Finding out optimal prices is a straightforward task in the case
of border prices, but might require data-intensive and time-consuming
studies in the case of long-run marginal cost. Therefore, for those
instances in which the necessary price studies are not available, a
workable solution could be to establish as a provisional target the
relative price that prevailed at the peak of the price time-series. In
this respect, July 1985 appears to be a suitable base period for most
items. As far as the transition from current prices to optimal prices is
concerned, there are two alternatives:

(a) Shock treatment: Catching-up with optimal prices overnight.
This strategy is no doubt the one that would maximize
revenues and perhaps the most convenient if the policy goal
is to kill off the current hyperinflationary drive. However,
it would have transitory disruptive costs in economic
activity by making non-viable firms whose financial
feasibility has depended deeply on subsidized electricity,
fuels or other inputs.

(b) Gradual transition: This strategy would yield the benefit of
distributing over time the costs of adjustment in the real
sector, but would also have the unfortunate costs of limiting
the revenue gains during the adjustment period and fueling
inflationary expectations (prices would have to be adjusted
by more than inflation in the catch-up period). Moreover,
the current financial situation does not allow for much
gradualism. Therefore, a workable proposal could be to set
the transition timetable so as to recover the revenue losses
of state enterprises incurred during the last three years (12
percent of GDP) over a period of, say, one year.

3.33 Finally there is the issue of rules versus discretion. Under
either of these alternatives, public sector prices would have to be
adjusted in the future periodically to reflect inflation (or inflation plus
a suitable mark-up in the gradualist alternative) or exchange rate
devaluation, depending on the type of product. Recent evidence in Peru
with high and volatile inflation shows that sporadic and discretionary
adjustments fall short of inflation and come with delays, because
discretionary procedures are generally vulnerable to the political process,
complaints from interest groups, and thus lead to elapsed negotiating
processes. To continue with that avenue would, in all likelihood, lead to
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further misalignment of relative prices and tariffs, further drops of
revenues to GDP and, as a result, a larger budgetary imbalance and more
inflation. As in Peru, experience in Latin American countries and
elsewhere eloquently shows that in the presence of high inflation the only
pragmatic approach to protect public revenues is indexing prices and
tariffs to the inflation rate (or the exchange rate in other cases) as a
way of depoliticizing public sector pricing. Indexation rules should
ideally be forward-looking (based on projected inflation) and at short
intervals (weekly or at most monthly) to minimize inflationary inertia.
The recent Mexican experience with forward-looking indexation is a good
example that merits consideration. A further issue is whether indexing the
price of a product whose relative price is misaligned makes sense from the
macroeconomic efficiency viewpoint. There is no doubt that the best
alternative is to find the right relative price, set a timetable to attain
it and then index it. But even if the relative price of a commodity is
misaligned, it is better for resource allocation to index its price to
inflation, thereby keeping the size of the distortion constant in real
terms, rather than allowing the distortion to increase with inflation.

Public Investment: Recent Trends and Recommendations

3.34 Recent Trends. Public investment as a percent of GDP has
decreased by half compared to 1980-84 (Table 3.11). Reportedly, the
present capital expenditures are not sufficient even for maintenance of the
existing capital stock, let alone new investments or improvement of the
critical situation of many state enterprises and public infrastructure. In
1986, the overall investment level was equal to less than 7 percent of the
book value of the fixed assets of the sector. Moreover, book value of
capital understates real value given present accounting practices. As a
result, the indications are that current investment is less than the
depreciation of assets. This will inevitably lead to further deterioration
of productivity and financial performance of state enterprises and to
bottlenecks in infrastructure. The causes of this situation are: (i)
incapacity of public sector to generate sufficient own funds, resulting
from the policy of lagging prices, tariffs, and low taxes; and (ii) sharp
decrease in foreign financed projects and external technical assistance and
cofinancing, due to Peru's foreign debt stance. The focus of this section
is exclusively on investment in two key sectors: hydrocarbons and
electricity. These two sectors have traditionally accounted for half of
total investment of state enterprises and about a third of total public
investment.
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Table 3-11: PUBLIC INVESTMENT 1980 - 1987
(Percentage of GDP)

Average
1980-84 1985 1986 1987

Central Government 3.0 2.3 2.2 1.5

State Enterprises 4.5 3.5 2.7 2.4
- PETROPERU 0.6 0.7 0.5 0.3
- ELECTROPERU 1.7 1.4 0.8 0.8
- Other 2.2 1.4 1.4 1.3

TOTAL 7.5 5.8 4.9 3.9

Source: Ministry of Economy and Finance.

3.35 PETROPERU's capital expenditures have dropped from an average of
US$100 million per annum in 1981-85 to an average of US$35 million in
1986-87. Likewise, licensed foreign contractors engaged in exploration and
production activities in Peru have reduced investment levels from about
US$250 million in 1981-85 to about US$50 million in 1986-87. In parallel,
domestic demand for petroleum products has grown rapidly, by a cumulative
23 percent between 1985 and 1987, due to declining relative prices. As a
consequence of these two trends, proven reserves of hydrocarbons have
dropped from a peak of 12 years production in 1981 to 8 years production in
1987. Moreover, the indications are that Peru has again become a net oil
importer in 1988, after having been a net exporter since the early 1980s.
Indeed, although production is still larger than domestic consumption
(150,000 versus 135,000 barrels/day), the 1988 forecast for external trade
in hydrocarbons is that Peru will run a deficit of about US$90 million.
This is so because, due to technological factors of Peruvian refineries,
petroleum throughput is heavily biased towards residual fuel oil which is
not needed domestically and then has to be exported at low prices
(US$60/ton). In turn, Peru imports large quantities of light fuels such as
kerosene, diesel and jet kero at the higher price of US$200/ton. In sum,
although at present Peru is still a marginal net exporter in volume terms,
in value terms it has become a net importer again.

3.36 Hydrocarbon production is one area where the Government has
traditionally relied heavily on foreign participation: PETROPERU has
exploration and production contracts with Occidental Petroleum and Oxy-
Bridas. In 1985 the Government terminated the contract with Belco and
forced a renegotiation of contracts on the other two under less favorable
conditions. This led to a decline in activities of foreign firms. Shell
has been working under an exploration contract and has recently discovered
an important field of natural gas and condensates, with reserves estimated
at 11 trillion cubic feet of natural gas and 650 million barrels equivalent
of condensates. The development of this field, should it prove financially
viable, would require an investment of US$1.5 billion and could form the
base of Peru's energy supply in the latter part of the 1990s. The
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Government has recently signed a tentative development agreement with
Shell. On the other hand, to spur increasing activities by foreign firms
in exploration and production, the Parliament made significant changes to
the Hydrocarbons Law in late 1987. The attractive new features of this law
include accelerated depreciation of exploration costs and a facility to
repatriate profits.

3.37 ELECTROPERU has the largest share of investments but, as a ratio
to GDP, investment has also dropped by about half between 1980-84 and
1986-87. As a result, it is expected that the excess capacity of the
recent years will disappear and in 1989 there could be a shortfall in
generating capacity if tariffs are not adjusted sufficiently and demand
growth remains unchecked. A small addition to hydrocapacity, the 83 MW
Carhuaquero plant is expected to come on stream in 1989. In addition,
ELECTROPERU is planning to invest in a 200 MW peaking gas turbine, an
investment of US$126 million. This unit would be added to the system in
1990-91 provided that ELECTROPERU successfully seeks export credit.

3.38 Finally, a word on mining. There are four public enterprises
operating in the sector: CENTROMlN, MINEROPERU, TINTAYA and HIERROPERU.
Their investment has been cut sharply in 1986-87, to less than one-fourth
of the 1983 level, and although production has not declined significantly,
recoverable reserves have dropped considerably in recent years. Moreover,
technical conditions in the mines as well as mineral transportation belts
have been reported in urgent need of rehabilitation.

3.39 Recommendations. Recent public investment trends will have
serious repercussions on future growth. Again, here is seen the importance
of raising prices and tariffs to realistic levels so as to both restore the
financial position of state enterprise and thus their investment and
correct the unchecked growth in demand. In the absence of urgent price
measures, capacity constraints in electricity will be encountered soon and
Peru will turn into a chronic oil importer. In a different vein, the
decline in investment has also unveiled Peru's reliance on external
partnership and technical assistance and also the direct relation between
the latter two and Peru's attitude towards the foreign debt. If anything,
this points out the need to strengthen a constructive dialogue with all
creditors with a view to finding solutions to the debt impasse. Debt to
equity swaps, for example, could simultaneously help on the foreign debt
and investment fronts. Finally, it must be noted that the prospects of
public investment in the two or three years to come, even in the most
optimistic adjustment scenario, are grim indeed, because priority and
emphasis will have to be given to stabilization.

The Central Bank's Quasi-Fiscal Deficit: Definition, Measurement, and
Recommendations

3.40 Definition. The Central Reserve Bank's (CRB) intervention in
Peru's financial and foreign exchange markets has created subsidies to the
private sector with budgetary implications. Those subsidies, that are
conventionally referred to as the quasi-fiscal deficit of the CRB, have
recently become an important source of primary money creation. The sources
of the quasi-fiscal deficit (QFD) examined here are interest rate and
foreign exchange losses. Interest rate losses occur when the interest the
CRB pays on its liabilities (mainly legal reserves of financial agents in
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the CRB and interest on foreign liabilities, since currency in hands of the
public bears zero interest) is higher than the interest it receives on its
assets (mainly credit to the Government, credit to the development banks
and international reserves). On occasion, CRB's financial losses also
arise from: (i) forgiveness of loans made by financial agents upon request
of the Government--two recent cases are the debt of medium and small firms
with the Banco Minero and the debt of northern peasants with the Banco
Agrario; and (ii) operational losses incurred by development banks. In
turn, foreign exchange losses are a result of multiple exchange rates.
During the 1985-87 period, foreign exchange losses were due to the fact
that the average exchange rate paid to exporters and other sellers of
foreign exchange (including those offering foreign exchange to the
Government in the open market) exceeded, on average, the exchange rate
charged to importers and financial debtors.

3.41 Measurement. Foreign exchange and financial losses are difficult
to measure, since they are excluded from the legal definition of the budget
deficit and fall outside the budgetary cycle, and for that matter escape
the authority of the Minister of Finance. The current CRB accounting
practice is to capitalize those losses under the item Net Unclassified
Assets (NUA). Netting out the effective flow of foreign exchange losses
incurred every period from NUA is not an easy task. Other items such as
revaluation of assets and liabilities in foreign exchange and movements in
the price of gold appear aggregated in the same sub-account along with pure
foreign exchange losses. Something similar happens with financial losses.
An attempt was made to identify and estimate as accurately as possible
foreign exchange and financial losses from 1985 to 1987. The results are
shown in Table 3-12 and the methodology is presented in Annex 3. It can be
seen that the so-called CRB quasi-fiscal deficit soared since the second
half of 1987, following the exchange rate adjustments of October and
December of that year that expanded the dispersion of multiple exchange
rates and widened the gap between the import and export rates. All this
resulted in a quasi-fiscal deficit of 2.8 percent of GDP in 1987, of which
2.5 percent occurred in the second semester alone.

Table 8-12: CENTAL RESERVE AK'S qUASI-FISCAL DEFICIT (qFD)
(Percentages of GDP)

1986 1986 1987
1986 I 1986 II Year 1986 I 1988 II Year 1987 I 1987 II Year

Financial Losses - 0.6 0.5 0.4 1.0 1.4 0.2 0.6 0.8

Foreign Exchange Losses 0.2 1.2 1.4 0.5 -0.1 0.4 0.1 1.9 2.0

Total qFD 0.2 1.7 1.9 0.9 0.9 1.8 0.3 2.5 2.8

Source: Annex 3.

3.42 Projection 1988. The exchange rate adjustment rule followed since
January 1988--consisting in devaluing the export exchange rate monthly at
the pace of domestic inflation while adjusting import rates less frequently
and by less than inflation--has translated into an ever-widening exchange
rate gap and thus greater exchange losses. Two estimates of foreign
exchange losses in 1988, on the basis of the information available as of
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August 1988 and under two scenarios for September to December, are
presented in Table 3-13. In both scenarios the export rate during
September to December is adjusted pari passu with projected domestic
inflation. However, the scenarios differ on the import rate assumption.
In scenario A (optimistic), the assumption is that the import rate is
gradually moved closer to the export rate so as to close the gap between
both rates by Deceinber 1988. By contrast, in Scenario B (pessimistic) the
gap is kept throughout at the level of August 1988. The result is that
foreign exchange losses alone would be in the range of between 3.1 percent
and 5.1 percent of GDP. Adding to this a projection of financial losses of
1 percent of GDP, the quasi-fiscal deficit in 1988 would be in the range of
4.1 percent to 6.1 percent of GDP.

3.43 Recommendations. Foreign exchange losses have become the single
most important budgetary problem. The unification of exchange rates alone
would correct more than one-third of the current budgetary imbalance.
Although it can be argued that, in principle, the exchange rate structure
could be fine-tuned so that losses are eliminated, the evidence in Peru and
elsewhere has been that, in practice, multiple rates result almost
inescapably in exchange losses. It must be noted that, in addition,
multiple rates lead to other efficiency losses in resource allocation; this
issue is addressed below in Section B of this Chapter. The exchange rate
adjustment pattern followed since December 1987, consisting of indexing the
export rate to domestic inflation while managing discretionarily the import
rates, if continued will lead to increasingly larger losses. In turn,
financial losses will also continue to widen as long as interest rates on
commercial banks deposits (and thus the return paid by CRB on legal
reserves) are increased without simultaneously adjusting the rates charged
by development banks to their borrowers and relatedly the rates charged by
the CRB to development banks. Additionally, forgiveness of loans by
financial intermediaries will also contribute to worsening the already
critical budgetary problem.

3.44 Foreign exchange and financial subsidies should ideally be
transparent, subject to the budgetary cycle and under the responsibility of
the Ministry of Finance. By contrast, when they are hidden in the monetary
accounts it is cumbersome to have a clear assessment of the budgetary
problem, let alone to limit the subsidies to a budgetary ceiling. Some
public agencies have learned the way to get extra-budgetary transfers
through multiple exchange rates. For example, ENCI obtained considerable
"transfers" in 1986 and 1987 by importing foodstuffs, particularly maize
and wheat, at the lowest exchange rate and later selling those products at
higher prices. The total transfer to ENCI reached 0.5 and 0.9 percent of
GDP, more than one-third of total foreign exchange losses, in 1986 and
1987, respectively. Contrary to a common belief that keeping import
exchange rates and official interest rates down helps keep inflation down
by reducing cost-push pressures, in reality these subsidies entail a
transfer of monetary and real resources to preferred borrowers and
importers. This transfer, in turn, has to be paid for by bank depositors
and currency holders (largely workers) by taxing the latter through higher
inflation. Generally, the latter groups are poorer than the former, and
therefore the transfer is socially regressive.



Table 3-13: PROJECTION OF FOREIGN EXCHANGE LOSSES [N 1988

Foreign Exchange
Loaves

Jan. Feb. Mar. Apr. May Jun. Jul. Aug. Sp. Oct. Nov. Dec. (Percent of GDP)

Monthly Inflation 12.8 11.8 22.6 17.9 8.6 8.8 30.9 28.8 19.4P 19.4P 21 .P 22.7P

Average Export
Rate (Intis/USS) 43 48 54 67 77 92 100 182 166P igP 2SSP 287P

Average Import
Rate (Intis/USS) 88 36 46 46 45 47 71 76

- Scenario AO loP 16oP 206P 287P 3.1X

- Scenario Bb gaP 114P 137P 166P 51X

Note: The assumption for CDP in 1988 is 3,278 billion Int;s, corresponding to real GDP growth of -S percent and GDP deflator
inflation of 366 percent. These assumptions are the same as in the low policy scenario presonted in Chapter II (para.
2.7). In turn, the turnover of dollars [(Imports o Exports)/2] is assumed at USS3,S00.

e/ Projection.

a/ Scenario A: The assumption is that import rate is adjusted so that to gradually close the gap between import and export
rates from September to December.

b/ Scenario B: The assumption is that the gap is maintained from September to December at the level prevailing in August.
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B. External Sector Policies

Exchange Rate Policy: Evolution, Structure, and Recoimmendations

3.45 Recent Evolution. Peru's exchange rate system has been subject to
considerable changes in the rules of the game in recent years. As far as
the structure is concerned, multiple exchange rates for commercial
transactions were first introduced in August 1985 with the original idea of
granting more favorable rates to manufacturing exports than to traditional
(fishmeal, mineral, and agricultural) exports. By December 1985 there were
three rates for exports and one for imports. In September 1986 the scope
of multiple rates was extended to imports by granting a preferential rate
to 'priority' import items such as wheat, medicines and fertilizers. Thus,
by December 1986 there were four rates for exports and two for imports.
During 1987, the rate structure was complicated further by, first, creating
a whole constellation of rates for specific categories of exports and
later, in December 1987, reducing the number of export rates to two but
expanding the number of import rates from three to seven. Hence, at its
peak, the multiple rate system had as many as nine different rates for
commercial transactions alone. In July 1988, the number of import rates
was cut down to three, but later, in August, it was again expanded to five.
Therefore at present there is a total of six rates, with two different
rates applicable to exports and five rates applicable to imports. The
changing exchange rate structure for commercial transactions is shown in
Table 3-14.

Chart 3-1
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Note: A drop in the indexes means real depreciation. The indexes refer to the weighted
average of *Il multiple exchange rates applicable to Imports and exports, respectively,
adequately adjusted by the relation between Peru's Consumer Price Ind-x and that of
Peru's seven main trading partners. The base is December 1978=100.
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Table 3-14: EXCHANGE RATE STRUCTURE FOR TRADE TRANSACTIONS: 1985-88

Exchange Rat./(Intis per USS)

Dec. Dec. July Dec. May July Aug.

Type of Transactions 1986 1986 1987 1987 1988 1988 1988

Imports

l. Wheat, maize, medicines,

dairy, edible oil 13.9 13.9 15.9 15.9 15.9 33.0 33.0

2. Fertilizers and seeds 13.9 13.9 15.9 20.0 20.0 33.0 33.0

3. Low grade beef and

livestock 13.9 17.5 19.0 25.0 26.0 33.0 33.0

4. Raw material and imports 13.9 17.6 19.0 33.0 33.0 33.0 33.0

6. Paper and tractors 13.9 17.6 19.0 33.0 33.0 33.0 76.0

8. High grade beef 13.9 17.6 19.0 35.0 35.0 125.0 125.0

7. Priority capital goods 13.9 17.5 29.0 45.0 45.0 125.0 125.0

8. Consumer goods, non-essential

imports and capital goods 13.9 17.5 29.0 54.9 74.3 126.0 125.0

9. Imports of petroleum companies n.s. n.a n.a n.a n.a n.a 131.0

10. Automobile spare parts 13.9 17.5 29.0 54.9 74.3 125.0 209.0

Weighted Average a/ 13.9 16.9 20.7 38.1 45.2 75.5 88.4

Exports

11. Petroleum 13.9 13.9 18.7 40.0 77.0 100.1 131.0

12. Mining (small A medium mines) 14.1 15.9 22.4 40.0 77.0 100.1 131.0

13. Cotton 14.1 15.2 21.0 40.0 77.0 100.1 131.0

14. Coffee, sugar & fishmeal 14.1 15.2 20.0 40.0 77.0 100.1 131.0

16. Other traditional 14.1 15.2 19.1 40.0 77.0 100.1 131.0
16. Non-traditional (except certain

textiles) 14.8 19.2 28.8 42.0 77.0 100.1 131.0

17. Alpaca, cotton and wool textiles 14.8 19.2 29.0 42.0 97.9 127.3 168.7

Weighted Average a/ 14.2 18.0 21.5 40.8 77.3 100.6 131.6

Memo Item:
Number of import rates 1 2 3 7 7 2 5

Number of exports rates 3 4 7 2 2 2 2

Total number of rates for trade 3 S 9 9 9 4 6

a/ Weights equal to the shares of each group of imports (exports) in 1984 total imports

(exports).

Source: Central Reserve Bank.
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3.46 As far as the management of the real exchange rate is concerned,
the period between July 1985 and August 1988 can be divided into three
broad subperiods. The first, from July 1985 to December 1986, started with
an 18 percent devaluation of the two benchmark exchange rates (commercial9/
and financial). After July 1985, the two benchmark rates were held fixed
against the US dollar until December 1986 as part of the freeze. During
this period, however, some nominal devaluations did in fact take place by
transferring some transactions from the relatively appreciated MUC rate to
the higher financial rate, or else by granting ad hoc weighted averages of
both rates for specific commodities. Nevertheless, the nominal devaluation
of the average exchange rate against the US dollar carried out in this
manner amounted to only 18 percent between August 1985 and December 1986.
On a trade-weighted basis however, some help came from the slide of the
dollar against other currencies, since 60 percent of Peruvian trade is with
countries other than the US, the 40 percent devaluation of the dollar
against the other four major currencies translated into an "implicit'
additional devaluation of the Inti of about 24 percent in 1986. All in
all, these movements were insufficient to compensate for the differential
between internal and external inflation and consequently the average
effective exchange rate appreciated 26 percent in real terms between August
1985 and December 1986. The second subperiod starts in January 1987 with a
move to a crawling peg regime. Thus, both official exchange rates (MUC and
financial) started to be depreciated at a rate of 2.2 percent per month,
but again this was not enough to compensate for the then rising inflation
rate. In July 1987, the monthly depreciation of the two official rates was
brought to a halt. By the beginning of the third subperiod, October 1987,
the trade-weighted effective real exchange rate index had risen to 161 from
its level of 91 in August 1985 (an increase in the index means real
appreciation). It bears mentioning that throughout this period the degree
of overvaluation varied considerably between different products, due to
multiple exchange rates. For example, in October 1987, the real exchange
rate index for nontraditional exports stood at 109, while for some
'essential" imports the index level was 227.

3.47 The third subperiod started in late 1987. In view of the
deteriorating international reserves position, two devaluations were
carried out in October and December 1987, by a cumulative 78 percent on
average. After these devaluations, the effective real exchange rate, on a
trade-weighted basis, was slightly below (more competitive than) the level
prevailing when this administration took office (98 versus 91). In
addition, the Government announced that it would pursue a strategy of
monthly mini-devaluations through 1988, adjusting the exchange rate by the
increase in the Wholesale Price Index recorded over the preceding month or
by 85 percent of the change in the Consumer Price Index if figures for the
WPI were not timely available. However, this preannounced rule was quickly
discarded, for in January only the export rates were devalued and by less
thani 85 percent of consumer price inflation for that month (6.8 versus
12.8 percent). In February, the Central Bank devalued again the export
rates by 10.9 percent and once more left the import rates unchanged.
Finally, in March the Government announced that export rates would continue
to be depreciated monthly to ensure appropriate competitiveness for the
exporting sectors. By contrast, it was also announced that the import rate
structure, that resulted after shifting some import transactions to the

9/ The commercial rate is officially called rate of the Mercado Unico de
Cambios (MUC).
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more depreciated rates, would be left unchanged for 180 days. Hence,
export rates continued to be devalued in March, April and June on the basis
of domestic inflation, while import rates were maintained unchanged.
Needless to say, it was at that point when the gap between the average
import rate and the average export rate widened sharply and with it foreign
exchange losses mounted. During July and August the export rates were
devalued by exactly the rate of inflation and some adjustments were made to
both the level and the structure of import rates, but the average import
rate stood at a level of 67 percent of the export rate.

3.48 The Problems of Multiple Exchange Rates. The original intent
pursued with multiple exchange rates is usually to promote specific export
activities or to subsidize certain types of imports. However, such
exchange rate systems have serious efficiency, fiscal and administrative
implications. Among them, the following are the most relevant. First,
multiple exchange rates entail a system of implicit subsidies and taxes to
specific export and import substitution activities, arbitrarily encouraging
some activities and penalizing others. Besides, to the extent that
multiple exchange rates affect imported inputs, pervasive differential
effects are caused on the cost structure of production processes. All this
distorts the relevant opportunity costs and blurs the informative content
of prices as indicators of relative scarcities, leading to inefficient
allocation of resources. Second, multiple rates duplicate the incentive
structure which derives from tariffs and export taxes and lead to possible
inconsistencies between both systems of incentives (e.g., a favorable
exchange rate encourages one activity and the tariff structure penalizes it
by, say, raising high tariffs on its inputs). Third, multiple rates
generally translate into foreign exchange losses and are costly to
administer; adding to budgetary imbalances. Finally, the existence of
multiple rates elicits spurious rent-seeking behavior on the part of
economic agents, opens doors to corruption, and draws scarce public sector
managerial talent to an unproductive task.

3.49 Multiple exchange rates in Peru have been defended on four
grounds: (i) the need to grant export groups higher exchange rates the
higher the supply elasticity of the export category; (ii) the need to
subsidize priority imports through low exchange rates; (iii) the need to
alter relative prices "to conform national priorities'; and (iv) the fact
that allegedly the Customs administration is inefficient to enforce the
tariff code and consequently, it has been argued, tariff policy is
ineffective to achieve the previous objective. The first three arguments
are questionable in view of the considerations made in the previous
paragraph. Moreover, the fiscal cost to the budget of foreign exchange
losses was already examined above (Section A). In turn, a preliminary
assessment of the price distortions involved in multiple exchange rates is
made below (Section B).

3.50 As for the fourth argument, it must be noted that, if Customs is
incapable of administering tariffs effectively, this must necessarily apply
to managing multiple exchange rates too, for it is also Customs who
verifies which commodities enter/leave the country and at which exchange
rate. Therefore, the advisable course of action would be to reform and
restructure the Customs Office, enabling it to administer tariffs
efficiently, while unifying altogether multiple commercial exchange rates.
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3.51 Recommendations. In line with the two issues raised above, the
recommendations can be classified under two headings. The first refers to
the structure of exchange rates and the second refers to the management of
the real exchange rate. Regarding the structure of exchange, the
considerations made in the previous section underline that no other price
matches the exchange rate in its ability to provide pervasive signals for
guiding efficient microeconomic allocation of resources. By encumbering
the exchange rate with additional functions, its fundamental role is
diluted and the comparison of domestic and foreign costs and prices becomes
distorted, leading to resource misallocation. Besides, as mentioned in
above, the Government cannot afford the growing foreign exchange losses
implied by multiple rates. The aforementioned considerations suggest that
Peru's economic efficiency in resource allocation could be improved by
unifying all exchange rates for commercial transactions. Promotion
policies are best dealt with through the tariff system. In addition, if
the Government wishes to continue subsidizing certain imports, this is
better done by either reducing the relevant tariffs or by explicitly
granting subsidies through the Government's budget, if and when this is
financially feasible.

3.52 As far as the management of the exchange rate is concerned, the
main issues are whether to allow the exchange rate to float freely or
whether to follow a sufficiently flexible crawling peg, and whether or not
there should be controls to capital transactions. In the current Peruvian
macroeconomic environment of high and very volatile inflation, and with
unsettled fiscal and monetary disequilibria, the possibility of following
an independent exchange rate management--for instance a preannounced
crawling peg or tablita--should be ruled out as non-viable. In this
regard, recent experience in Peru and elsewhere eloquently shows that using
the exchange rate to stabilize inflationary expectations, in the absence of
financial discipline, is tantamount to running against the stream and
leads, in all likelihood, to growing overvaluation, severe foreign exchange
rationing, loss of reserves, proliferation of parallel markets, and
ultimately exchange regime collapse. Examined below are the three viable
options in exchange rate management:

(a) Floating Rate Regime. The adoption of an unrestricted
floating regime would probably be the best alternative. In
such a context, equilibrium in the balance of payments would
be attained through endogenous exchange rate adjustment, while
allowing the Central Bank to gradually restore international
reserves. In addition, it would permit the integration of the
current parallel market into the mainstream, thereby enhancing
the supply of foreign exchange. In this framework, policy
making would focus on curtailing the public finance imbalance
as the means of gradually reducing inflationary pressures and
thus exchange rate depreciation. Furthermore, it would send
the private sector a clear signal of the Government's
commitment to niaintain external competitiveness and with it
serve the interests of the exporting sector. It is true that
exchange rate changes would feed-back the inflationary process
and vice versa. However, this is inevitable given the current
expansionary stance of domestic financial policies and
inflationary momentum. Any other exchange rate regime would
prompt the same feed-back on inflation, if not through the
official exchange rate, through the inevitable parallel market
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rate. The transition to the float could be carried out either
overnight or gradually. The latter course could be pursued by
progressively sending import and export transactions to the
Mesa de Negociacion,10/ following a prespecified timetable,
and allowing the exchange rate sufficient flexibility to clear
that market without rationing. Removal of control to capital
flows could be considered as the last stage of the transition
process.

(b) Two-tier Exchange Rate. Some economists have proposed the
temporary use of a dual exchange rate with a commercial rate
and a financial rate--for the purpose of isolating the trade
account from volatile short-term capital movements without
resorting to capital controls. To achieve that objective, it
is necessary that the exchange rate used for short-term
capital transactions be sufficiently flexible to play the role
of a shock absorber. The idea is to weaken the link between
the capital account and the trade account without affecting
official foreign reserves (provided that the Government does
not intervene in the financial market). Problems arise,
however, if a significant and persistent spread between both
rates is allowed to develop. This occurs when underlying
economic forces give rise to capital movements of a long-term
nature. Such pressures are generated, for example, when there
is a permanent worsening of terms of trade or when interest
rates are controlled in such a manner that domestic interest
rates fall short of expected returns on foreign assets. These
developments prompt asset holders to seek higher returns
abroad; this, in turn, pushes up the financial rate. Once a
significant spread develops exporters and importers have
incentives to under- and over-invoice their respective
receipts, with the effect of draining official reserves.
Also, domestic agents are likely to base their inflation and
official exchange rate expectations on the behavior of the
market determined financial rate in setting prices and wages.
Under these circumstances, governments are tempted to
intervene with the objective of stabilizing the financial rate
and inflationary expectations. Such intervention in effect
finances capital flight. To avoid this outcome, the more
adequate response is to reduce the exchange rate spread by
adjusting the official rate along with the other policy
parameters, such as domestic interest ceilings and/or tighter
credit ceilings. Moreover, as agents become more familiarized
with the dual system and gain arbitrage experience, the
Government is forced to respond increasingly quickly to any
change in spread, so that eventually the justification for
having dual rates vanishes. An alternative option is to
impose capital controls. This strategy inevitably leads to

10/ The Mesa de Negociacion (MN) is an auction run by the Central Bank to
exchange the still outstanding stock of CDs in foreign exchange. It
operated actively from July 1987 to April 1988, when some import
categories were sent to this market. However, after a new "free"
market, operated by commercial banks, was created in April the MN lost
relevance. The workings of the MN is described in Annex 6.
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the creation of black markets, with similar characteristics to
the financial exchange market that was just discussed. There
may be fewer agents disposed to participate in an illegal
parallel market than in a legal one, and that may, on the
other hand, reduce the volume of potential capital flows
responding to changing economic conditions. However, since it
makes for a thinner market, the parallel exchange rate is
likely to be more volatile and thus have a more unsetting
impact on price expectations. It is hardly clear, therefore,
that this represents a better alternative. In either case,
while there is a rationale to maintain in the very short run a
two-tier exchange rate system, the only effective solution in
the medium terni is to unify exchange rates and allow the
exchange rate to float or else adopt a sufficiently flexible
exchange rate policy stance.

(c) Crawling Peg. The Central Bank could also follow a policy of
flexibility in exchange rate management without recurring to a
float. In this context, the Central Bank would have to target
a desired overall balance of payments outcome (flow of inter-
national reserves) and adjust the exchange rate sufficiently
to achieve it. This necessarily entails a "trial and error"
process and, unlike a float, is subject to imprecision, par-
ticularly in the short run, and also requires an adequate
level of reserves. Another pitfall of this procedure is that
it leaves a great deal of discretion to the monetary authority
and with it the temptation of letting the rate become overv-
alued. The private sector, therefore, might perceive as
uncertain the Central Bank's commitment to manage the exchange
rate adequately. In any case, if a crawling peg is adopted,
it is important that the Government does not preannounce a
rate of devaluation; instead, the suitable depreciation at
each time should be decided in view of the course of foreign
exchange receipts and outlays, reserve position, domestic
versus foreign inflation, and terms of trade developments.

Table 3-15: CONSUMER VERSUS WHOLESALE INFLATION
(Percent)

CPI WPI

1980 60.8 53.0
1981 72.7 66.1
1982 72.9 64.2
1983 125.1 136.5
1984 111.5 115.6
1985 158.3 166.4
1986 62.9 37.3
1987 114.5 72.4

Source: Central Reserve Bank.
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3.53 Finally, two technical issues relevant to the crawling peg
alternative deserve consideration: (i) the use of price indexes for real
exchange rate calculation; and (ii) exchange rate indexation rules.
Regarding the use of price indexes in the computation of real exchange rate
indexes, the bundle of goods used in calculating the WPI encompasses a
higher proportion of traded to nontraded goods than the CPI. Consequently,
a real exchange rate index based on differences in the WPI inflation rates
is, in principle, a better indicator of the competitiveness of domestic
relative to foreign tradables. This is important for existing Peruvian
exporters currently competing against foreign producers and for consumers
deciding between buying domestic or foreign tradables. Real exchange rates
computed on the basis of the CPI, on the other hand, represent a better
index for gauging the relative price of traded to non-traded goods. This
is important in an intertemporal context for both existing exporters
deciding to expand production capacity and new investors deciding to set up
production for specific markets. Even though a producer remains
competitive internationally, it may prove to be even more profitable to
reorient production toward the domestic market. Moreover, to the extent
that labor costs are important in determining profitability, those costs
are more closely linked to the CPI than to the WPI. On the consumer side,
the question is whether to buy tradables versus nontradables. Therefore,
in principle, both indices should be taken into account to form a judgment
as to the required magnitude of a devaluation, and in this sense the
Government's current policy stance represents a good compromise. In the
case of Peru, however, there are reasons to suspect the accuracy of the
WPI, which suggests that more emphasis be placed on the CPI-based real
exchange rate. This is because the WPI, unlike the CPI, is constructed on
the basis of list prices rather than actual prices. In 1986, the
Government introduced a comprehensive system of price controls, which is
only partly effective in practice. The list prices used in calculating the
WPI reflect the official price structure and thus underestimate true
transaction prices. This is evident from the increasing divergence of the
CPI inflation rate from the WPI rate observed after 1985, as shown in
Table 3-15.

3.54 Regarding the issue of exchange rate indexation, the current
strategy followed for exports of devaluing the exchange rate in proportion
to the rate of inflation is advisable in view of the magnitude of domestic
fiscal-monetary shocks. Adherence to this indexing rule should not be too
rigid, however, since there may also be other shocks that require exchange
rate adjustments. Movements in international commodity prices, interest
rates, and flows of external financing are examples of real disturbances
that are particularly relevant to Peru. Table 3-16 describes the evolution
of Peru's term of trade. These have fluctuated widely over the last decade
and are currently about 50 percent below the peak level in 1980.
Appropriate adjustments of the exchange rate are needed to counter the
impact of terms of trade movements even when a purchasing power parity rule
is pursued. Moreover, it is also useful to note that the 1987 terms of
trade are still about 24 percent below the 1978 level, so caution is
advised in using the later year as a benchmark for pegging the real
exchange rate. Other variables such as capital flows and, particularly,
international reserves targets also need to be considered in the management
of the rate. Therefore, in practice, the process should be one of "trial
and error" in which the effects that changes in the exchange rate have on
the Balance of Payments are continuously monitored so as to get feed-back
about the future desirable course of the exchange rate.
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Table 3-16: PERU'S TERMS OF TRADE a/

1977 1978 1979 1980 1981 1982 1983 1984 1985 1986 1987

114.8 100.0 126.8 141.2 119.5 102.3 108.7 101.1 96.1 78.0 76.5

a/ Defined as Index of Export Prices over Index of Import Prices.

Source: World Bank estimates.

Import Restrictions: Structure, Assessment, and Recommendations

3.55 Quantitative Restrictions. Import licenses and prohibitions came
into use as instruments of protection in the late 1960s and were broadly
used during the 1970s with the military Governments of Velasco Alvarado and
Morales Bermudez. By March 1979, imports under 40 percent of all tariff
positions were prohibited, another 22 percent of items required an import
license, leaving only 38 percent free from Quantitative Restrictions (QRs).
During the early 1980s, most QRs were removed as the last military cabinet
and later the Belaunde Government adopted a trade liberalization course.
Beginning in 1984, the trade liberalization plan was abandoned and QRs were
increasingly reestablished, mainly prompted by the pressure to reverse a
rising deterioration in the trade balance and rising resistance of private
import-substitution firms. However, the real causes of the failure of the
liberalization effort were expansionary fiscal policies and exchange rate
overvaluation. Since 1985 trade restrictions have been intensified; 10
percent of all items are subject to import prohibition, and the number of
items requiring import licenses has been increased. Currently, all
merchandise imports require an import license (Table 3-17).

Table 3-17: RECENT EVOLUTION OF QUANTITATIVE RESTRICTIONS
(Number of NABANDINA Tariff Positions)

March Dec. Aug. Oct.
1979 1980 1983 1984 1985 1986 1987 1987

Free from QRs 1,753 4,990 5,136 4,996 3,244 3,244 1,830 0

Import License
Required 1,038 107 118 126 1,568 1,575 2,975 4,805

Import Prohibited 1,852 7 8 179 525 540 535 535

Total Number of
Tariff Positions 4,643 5,104 5,262 5,301 5,337 5,339 5,340 5,340

Source: Central Reserve Bank.
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3.56 The comprehensive coverage of import licenses was introduced in
March 1987. Licenses are subject to a double approval process, whereby
importers submit import applications to the Institute of Foreign Trade
(ICE), and this, in turn, refers first round successful applicants to the
Central Bank for final approval. Import licenses are issued in conformance
to the foreign exchange budget determined jointly with the sectoral
ministries, ICE, and the Central Bank. The foreign exchange budget is
drawn up annually, subject to quarterly revisions, on a tariff item basis.
That is, a certain maximum amount of foreign exchange is available for
imports under each tariff item at one of the official exchange rates. In
Janutary 1988, a regulation was enacted whereby some imports of inputs,
spares, intermediate, and capital goods can be financed with the importer's
own foreign exchange. In this case, ICE automatically issues the import
license within five days, following a no objection clearance by the
Ministry of Industry. Besides, imports under this scheme are granted
preferential treatment in the payment of import duties.ll/ Allegedly, the
rationale of this measure is to complement the now meager resources of the
foreign exchange budget with parallel market foreign exchange, so as to
enlarge the potential for imported inputs in the current year.

3.57 The Caveats of Quantitative Restrictions. There are several
disadvantages of protection based on quantitative restrictions rather than
relying purely on tariffs. Among them: (i) the bureaucratic costs
involved in administering QRs; (ii) the loss of government import duty
revenues, which are captured by arbitrarily selected importers in the form
of rents, (iii) the efficiency losses caused by the absolute nature of
protection granted through QRs; and (iv) the uncertainty of protection
granted through QRs deriving from the changing discretion in import license
approvals. Hence, replacing QRs with an appropriately designed tariff
structure in general results in substantial efficiency gains in production.
Such a reform, however, needs to be managed with considerable care. In
particular, it is essential that the exchange rate be managed in a flexible
manner to maintain a viable current account stance and prevent over-
valuation of the real exchange rate. Also, a successful liberalization
requires fiscal and monetary discipline, for a stable macroeconomic
environment is a key element to stabilize price signals brought about by
tariff protection. Neglect of these conditions stands out as the primary
causes for the failure of the previous trade reform of the early 1980s.

3.58 The Tariff Structure. The evolution of tariffs over the last two
decades followed the same pattern observed with quantitative restrictions.
The average tariff level was raised in the late 1960s and through the
1970s, then was reduced by half during the liberalization episode of
1979-1982, and was raised again after 1982. In 1979, a new tariff code was
introduced, using the Brussel Tariff Nomenclature employed by the Andean
Pact countries (NABANDINA). At this time a conscious effort was made to
reduce the dispersion of tariff rates. This effort was maintained for a
while, even after the level of protection increased, by raising tariff

11/ In particular, the taxable base is calculated by converting the CIF
import dollar value into Intis at the official rate (MUC) multiplied by
a coefficient. This coefficient can be 1, 0.6, or 0.35 depending on
the degree of priority of the imported item.
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rates in the form of uniform tariff surcharges applicable to all items. By
1987, the simple average legal tariff rate, including tariff surcharges,
had risen back to the average level prevailing in 1978, or twice the
average rate in 1981. The evolution of tariffs in the period 1978-1987 is
presetited in Table 3-18.

Table 3-18: RECENT EVOLUTION OF TARIFFS, 1978-1987
(Percent)

1978 1979 1980 1981 1982 1983 1984 1985 1986 1987

Average
Tariffa/ 66 40 34 32 36 41 57 63 63 67

Max. Tariff 355 155 60 60 60 60 76 120 120 120

Max. Surcharge 1 1 1 1 15 10 15 16 17 21

a/ Unweighted average: includes surcharges.

Source: Central Reserve Bank.

3.59 The Ministry of Economy and Finance (MEF) administers the tariff
code, can impose temporary surcharges, and also authorizes tariff
exonerations. The legal tariff code currently comprises 5,340 NABANDINA
tariff positions. There are 42 different tariff rates, ranging from 0 to
120 percent (all are ad valorem) and three different tariff surcharges.
Table 3-19 describes the legal tariff structure (including surcharges) as
of December 1987. The manufacturing sector receives the highest legal
tariff protection and, within the manufacturing sector, the highest tariff
rates fall on consumption goods. This tariff pattern is typical of a
country that have followed an import substitution strategy, where final
goods with the least amount of value-added receive the highest protection,
at the expense of manufactured intermediate inputs, and of the agricultural
and mining sectors.
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Table 3-19: THE LEGAL TARIFF STRUCTURE
(As of December 1987)

Minimum Maximum Unweighted Standard Weighted
(Percent) (Percent) Average Deviation Averagea/

(Percent) (Percent)

The Whole Economy 0.0 155.0 67.0 25.0
Agriculture 1.0 105.0 46.2 24.5

Mining 26.0 53.0 36.5 6.7 -

Manufacturing 0.0 155.0 68.6 24.4 68.2

Consumer Goods 0.0 141.0 85.2 25.5 -

Intermediate Goods 1.0 155.0 59.6 19.6
Capital Goods 22.0 125.0 67.7 22.7 -

Food, Beverages,
Tobacco 1.0 141.0 76.3 28.3 74.5

Textile & Leather 24.0 107.0 96.6 18.5 97.4

Wood, Cork & Prod. 32.0 107.0 81.8 21.3 88.5

Paper & Printing 0.0 155.0 72.6 28.1 72.0

Chemical, Petro
Coal Prod. 1.0 107.0 57.5 17.4 52.5

Non-metallic
Minerals 32.0 105.0 74.8 22.7 71.7

Basic Metal
Industries 22.0 105.0 53.6 15.5 55.1

Metal Products,
Machinery 22.0 125.0 69.5 23.3 74.9

Other Manufacturing 22.0 105.0 88.5 20.3 88.9

a/ Weighted by production, calculated on the basis of four-digit CIIU

production figures for 1984.

Source: Arancel Integrado de Aduanas del Peru, 1987-88; Ministry of
Industry, Estadistica Industrial, 1983-84; and World Bank staff
calculations.

3.60 Actual tariff revenues collected by the Government, as a share of
total import value, fell from 33 percent in 1985 to approximately

24 percent in 1987. This decline has contributed to the decrease in

Government revenues experienced over the last two years. Table 3-20

compares the evolution of the actual tariff ratio (total tariffs collected

over total import value) with the unweighted average legal tariff. The gap

between both rates has been steadily increasing since 1981. Furthermore,

both rates have been moving in opposite directions since 1985. Thus,

despite legal tariff increases, actual tariff rates have declined. This

undesirable development has two sources: (i) the increasing use of tariff

exonerations; and (ii) the tightening of quantitative restrictions and
import prohibitions. The latter tend to reduce tariff revenue, because

imports subject to the most restrictive QRs are also subject to the highest
tariffs. A rough estimate of forgone tariff revenue in 1986 through
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exonerations alone can be obtained by multiplying total imports by the
difference between the average legal tariff (weighted by imports, not shown
in the Table) and the average actual tariff. This calculation yields about
US$540 million or 1.8 percent of GDP. To this figure should be added the
forgone revenue due to QRs, but this is not possible to be assessed
quantitatively. On a sector-by-sector basis, exonerations are highest for
agriculture and fishing. This means that the protection bias against
agriculture is further increased by exonerations.

Table 3-20: LEGAL VERSUS ACTUAL TARIFFS: 1981-1987
(Rates in Percent)

1981 1982 1983 1984 1985 1986 1987

Legal Tariff a/ 32 35 41 57 62 63 67
Actual Tariff b/ 27 26 19 28 33 28 25

a/ Equal to the unweighted average of legal tariffs plus import
surcharges.

b( Equal to total tariffs and surcharge collections divided by total CIF
import value.

Source: Ministry of Economy and Finance; Central Reserve Bank and
Instituto de Comercio Exterior; and World Bank staff
calculations.

3.61 The Interaction of Tariffs and Multiple Exchange Rates. As
mentioned above, the multiple exchange rate system in Peru has become an
additional instrument for granting protection on a discriminatory basis.
By allowing different imports and exports to enter at different exchange
rates, some imports and exports are implicitly subsidized and others are
taxed. To calculate the implicit tariffs and subsidies embodied in the
exchange rate system it is necessary to assume a benchmark exchange rate as
reference. In the exercise that follows the import weighted average
exchange rate was selected as reference. The issue analyzed here is the
structure of protection that derives from the interaction of tariffs and
multiple exchange rates. The exchange rate structure used in the
calculations is the one prevailing on December 21, 1987. Average taxes
(subsidies) per sector attributable to the exchange rate structure result
from appropriately distributing the applicable exchange rate-induced
implicit taxes (subsidies) over all NABANDINA positions. The results,
presented in the first part of Table 3-21, suggest a similar cascade
pattern of protection to that observed under the pure tariff system
(Table 3-19), with consumer goods having a higher protection rate than
capital goods and agriculture and these, in turn, a higher protection rate
than intermediate inputs.



- 73 -

Toble 8-21: COUDDNED NOMNDAL PROTECTION OF TMRIFFS AND
IRLTIPLE EXCHNGOE RATES

(Unweighted Ratos in Percent)

From ExckgW RNoes Ale. I Fr. Exch a.g Notes and Tariffs*/
Std. Std.

mit. Max. Ave DeY. Min. Max. Avr9e Des.

The Whole Economy -57.9 66.3 17.2 80.7 -67.4 300.7 99.4 72.6

Agriculture -67.9 66.3 20.0 38.6 -67.4 240.9 79.6 70.6
Mining -47.2 86.3 10.9 17.0 -26.0 154.4 S1.9 28.3
Manufacturing -19.2 237.4 96.6 56.8 -47.2 300.7 101.2 72.8

Consumer Goods -67.9 66.3 41.8 81.4 -46.6 800.7 166.3 79.0
Intermediate Inputs -67.9 88.3 -2.8 16.2 -44.4 244.2 66.6 43.2
Capital goods -47.2 66.8 28.6 26.6 -47.2 244.2 106.7 67.7

I/ Exchange rate structure prevailing in December 1967.

Source: Arancol Integrado de Aduanas del Peru, 1987-88; El Peruano (12/21/87); and World
Bank staff calculation.

3.62 When the system of taxes and subsidies arising from multiple
exchange rates is combined with the system of tariffs, the resulting duties
are multiplicative, rather than additive, combinations of both separate
sets of rates.l2/ An important consequence of this result is that, insofar
as the tariff and exchange systems have similar structures, the combined
system will magnify the distortions inherent to both structures. This may
be observed in the second part of Table 3-21, which describes the combined
duty structure that arises when the exchange rate structure is combined
with the current legal tariff structure. The cascade pattern of nominal
protection is accentuated under the combined structure, increasing the gap
between the nominal duties levied on consumer goods and those levied on
intermediate inputs. Another consequence of superimposing both tax systems
is that the dispersion of combined duties (as measured by the standard
deviation) triples for most categories in comparison with the dispersion of
tariffs alone (Table 3-19). An intuitive way of assessing the price
distortions implied by multiple rates and tariffs is by noting that the
domestic price of a consumer good, subject to the highest tariff and
exchange rate, would be 300 percent above the relevant border price. By
contrast, the internal price of a high priority foodstuff would be

12/ That is, the domestic price of an otherwise unrestricted import item
(P) is equal to the border price (P*) times (1 + t) (1 + S), where t is
the nominal tariff rate and S is the implicit tax rate introduced via
multiple exchange rates. The rate of nominal protection granted to the
domestic import substitute can then be calculated as t + S + tS.
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57 percent below the border price. Therefore, if the relative price
between both commodities is, say, one in the border, it could be as high as
ninie domestically due to tariffs and exchange rates (and this ignoring the
additional distortions brought about by licenses). The implication is
clear: domestic producers would be unwilling to produce the foodstuff and,
by contrast, very eager to produce the manufactured commodity. Further-
more, production of the latter would be carried to the point where its cost
of production is nine times that of the foodstuff. This is, no doubt, an
inefficient use of resources, for the country can, in fact, trade both
commodities abroad at a rate of one for one. In other words, expanding
domestic production and reducing imports of the foodstuff while, at the
same time, curtailing production and increasing imports of the consumer
goods would yield the same output mix using less productive resources or,
alternatively, a larger output mix using the same amount of productive
resources.

3.63 Implication for Effective Protection. Additional insight about
the distortions on market signals caused by the current structure of
tariffs and multiple exchange rates can be gained by analyzing a rough
calculation of effective protection rates. As is well known, effective
protection measures the extent to which domestic value added of a
production process is artificially inflated (deflated), by tariffs and
exchange rate policies, above (below) value added calculated at
international (border) prices. Therefore, the rate of protection is
calculated as the difference between value added at domestic prices and
value added at border prices divided over value added at international
prices. 131 The results of a rough calculation of effective protection
rates are presented in Table 3-22. Three conclusions can be drawn from the
table. First, firms have a greater incentive to produce for the domestic
market than for export markets, because tariff and multiple exchange rates
allow firms selling in the domestic market to artificially inflate their
value added but force firms exporting abroad to artificially deflate their
value added. Second, incentives for producing "final touch" consumer goods
are much higher than incentives to produce intermediate as well as capital
goods. Third, while multiple exchange rates only reduce marginally the
anti-export bias, they intensify the disincentives to produce intermediate
inputs. These facts explain, on the one hand, the continued decline of
manufacturing exports over the last years and, on the other hand, the
dependency of the national industry on imported inputs.

131 Assuming that quantitative restrictions are not binding, the effective
protection rate: EPR = (ti - atj)/ (1 - a) where, ti is the tariff on
output; tj is the weighted average tariff on inputs used to produce
good 'i"; and (1 - a) is the ratio of value-added to total production
(both measured at international prices).
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Table 3-22: EFFECTIVE PROTECTION RATES (EPR) FROM TARIFFS AND ULTIPLE
EXCHANGE RATESa/

(Rates in Percent)

Tariffs Alone Tariffs and Exchange Rates
EPR EPR EPR EPR

(Dometic Market) (Foreign Market) (Domestic Market) (Foreign Market)

Manufacturing 78 -94 141 -86
Consumer Goods 119 -94 304 -86
Inter. Goods 65 -94 29 -86
Capital Goods 75 -94 160 -88

a/ Export incentives, other than differential exchange rates, are excluded in these
calculations.

Source: Bank staff calculations based on the following assumptions: (i) the ratio of
value-added to total production (both at international prices) for any of the
three product categories is assumed at 0.4 (which is the average for manufacturing
reported by Estadistica Industrial 1983-84); (ii) average duty on imports to
produce any of the three product categories (consumer, intermediate and capital),
is assumed to be a weighted average of duties on intermediate imports and capital
goods, with weights 0.66 and 0.3S respectively.

3.64 Export Taxes. Nontraditional exports are exempt from export
duties. Traditional exports, on the other hand, have been subject to taxes
at varying rates. During the 1960s and 1970s, the export tax on minerals
and agricultural goods stood at 2 percent of export value. This rate was
slowly increased during 1974-75, and then abruptly raised to an average of
19 percent in 1976, where it remained until 1981. Over this period,
international commodity prices were high, so that this represented an
important source of Government revenues. Export taxes were gradually
reduced again after 1981, when commodity prices declined. Currently, the
average export tax collected over all traditional exports is estimated to
be less than 0.5 percent of export value. The different tax rates to which
traditional exports are subject are listed in Table 4.3 of Annex 4.

3.65 Recommendations. Current restrictions to imports in the form of
licenses, tariffs and multiple exchange rates are cumbersome, difficult and
costly to administer, and highly discretionary. The economy stands to gain
in efficiency of resource allocation and export growth by moving gradually
into a protective system based exclusively on tariff protection. This
would imply exchange rate unification and gradual phasing out of import
licenses. A two to four year timetable for removal of licenses seems to be
reasonably long enough to allow the existing industrial plant to adapt to
the new incentive structure, while distributing over time adjustment costs
in transitory unemployment and plant closings. In addition to liberali-
zation, the current disperse tariff structure is in urgent need of
simplification and evening out. The present 42 tariff rate categories,
ranging from 0 to 155 percent, is far too complex. Therefore, a two to
four year timetable to switch into a tariff structure with, say, five basic
rates in the range 10 to 50 percent could be established for implementation
along with license removal. For the medium run, consideration should be
given to moving gradually towards a uniform tariff of 10 or 20 percent.



- 76 -

This course of action would provide stable rules of the game for private
producers and investors, perhaps the best spur that can be given to boost
exports and growth. The success of such a program would require a drastic
reduction of the current budgetary imbalance and an active management of
the exchange rate.

3.66 Current widespread tariff exonerations are at variance with the
precarious budgetary situation. The fiscal cost of exonerations was
estimated above at about 1.8 percent of GDP. A well designed tariff
schedule with five rates ranging from 10 to 50 percent, as recommended
above, together with no import licenses, would yield no less than the
current tariff revenue ratio but with more productive efficiency. Finally,
the traditional exporting sector has been hurt in recent years by low
international prices (although copper prices have been rising significantly
in 1988) and unfavorable exchange rates, therefore, the now low-yielding
export taxes could be phased out altogether.

Export Incentives: Structure, Assessment, and Recommendations

3.67 Structure. To counter the anti-export bias of import restrictions
several incentives have been established. The most important are:
(i) temporary admission system; (ii) direct export subsidies (CERTEX); and
(iii) subdized export credit (FENT). These incentives only apply to non-
traditional exports mostly of manufacturing goods.

3.68 The temporary admission system is administered by the Customs
office and consists of exemptions from tariffs and sales taxes on imported
raw materials and intermediate products destined to production for exports.
Exporters under this scheme are required to present a bank guarantee for
the amount of waived duties until exports take place. Few exporters have
availed themselves of this incentive. During 1980-88 exporters accounting
for less than 10 percent of total non-traditional exports used this
facility. This has been due to two problems. First, temporary admission
does not allow exporters exemption from import licenses and import
prohibitions. Second, exporters under temporary admission only receive the
CERTEX export subsidy on the value of exports minus the value of imports
entering under temporary admission. This means that it might be more
advantageous for the exporter to ignore temporary admission and collect the
export subsidy over the full value of exports depending on the size of the
import duties and the rate of export subsidies.

3.69 CERTEX is an export subsidy in the form of a negotiable tax-free
certificate that can be used by the bearer to pay taxes. The value of this
certificate is calculated as a (varying) percentage multiplied by the FOB
value of exports. The percentage rate is applied according to several
criteria. There is a basic CERTEX rate of between 10 percent and
25 percent, depending on: (i) the value-added of the exported product;
(ii) the use of domestic versus imported inputs; and (iii) the labor
intensity of production. In addition to the basic rate, there is a
compensatory rate awarded to some products, which yields an extra 1 percent
to 10 percent, and a decentralizing rate of 10 percent awarded to exports
produced outside the Lima-Callao area. Exports of traditional handicrafted
items are treated separately and receive a flat rate of 30 percent. The
maximum rate granted overall is 35 percent. The exporter only receives
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88 percent of the total CERTEX value. The remainder is divided up between
municipalities and the Institute of Foreign Trade (ICE). In recent years,
CERTEX has not been awarded on textile and clothing exporters to the United
States to avoid the imposition of countervailing duties. As shown in
Table 3-23, only about two-thirds of all nontraditional exporters qualify
or have applied for CERTEX. The average net CERTEX rate awarded to
qualifying exporters is 24 percent, while the value of total CERTEX
disbursements over all nontraditional exports is about 15 percent in recent
years.

Tabl- S-2t: EXPORT SUBSIDIES THROUGH CERTEX
(Million US3)

1979 1980 1981 1982 1983 1984 1985 198eP 1987?

1. Total Non-Traditional
Exports 810 845 701 782 5S5 726 714 845 716

2. Exports with CERTEX 581 820 439 445 293 466 494 - -

3. CERTEX received by
Exporter. 161 141 107 117 73 110 118 103 107

4. Total CERTEX/Total
Non-trod. Exports (3/1)
(subsidy ratea) 19% 17% 14% 17% 16% 17% 19% 18X 15%

p = provisional; * = setimated.

Source: P. Hanl (1987), "Effects of Protection of the Domestic Market on the Peruvian Non-
Traditional Export Activity, 1979-86,9 CRADE, Liwa. Also, Banco Central do Reserve
(Gerencia de Investigacion Economica) and Ministerio de Economia y Finanzos.

Table _-24: SUBSIDIES THROUGH EXPORT CREDIT (FENT)

1981 1982 1983 1984 1985 1986 1987

Annual Interest Rate (in X)
1. FENT 52.6 64.0 77.2 77.7 74.3 20.0 22.5
2. Commercial rate 65.0 74.0 90.6 93.6 90.0 40.0 40.0
3. Difference (2-1) 12.4 10.0 13.4 15.8 16.7 20.0 17.5

Exports and Disbursements
(US3 mill Iion) 8
4. FENT Disbursoments 64 85 93 171 136 109 174

5. Non-trod. Exports 701 762 565 726 714 646 716

Estimates of Subsidy rate
[(4)/(5)] x (3) x 0.6% 0.6% l.1X 1.9X 1.6% 1.7% 2.1%
(180 days/360 days)

*J Calculated using the exchange rate applicable to nontraditional exports.

Source: P. Hanol (1987), op. cit.; and Central Reserve Bank.
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3.70 FENT allows nontraditional exporters to receive pre- and post-
shipment financing at concessional terms. This credit line is administered
by the Central Bank out of domestic and external funds. The loan amount
can he as high as 90 percent of the FOB value of the export shipment and is
normally granted for 180 days, although extension of up to 360 days is
possible. Since 1980, the differential between the concessional interest
rate charged on FENT credits and average commercial rates has varied
considerably. In 1982, rates on FENT credits were 10 percentage points
below the commercial lending rates, and in 1987 the difference was about
17.5 points. Table 3-24 shows that the stock of FENT credit accounts for
roughly one fourth of total non-traditional exports and that the implicit
subsidy awarded to non-traditional exports through FENT is about 2 percent.

3.71 Implications on Effective Protection. Export incentives alter
somewhat the effective protection rates for sales to foreign markets
presented in Table 3-22, reducing partially the anti-export bias. Adding
the average subsidy rates granted through CERTEX (15 percent) and the FENT
(2 percent), the resulting total subsidy per dollar of exports is about
17 percent. Lower tariffs from the temporary admission system can be
discarded due to the limited use of that facility. Adjusting effective
protection for sales abroad by the export subsidy rate, the resulting rates
of protection become less negative than before, meaning that, after
subsidies, exporters are left on a better footing vis-a-vis external
producers (Table 3-25). However, protection for the internal market is
positive and very high, therefore the anti-export bias remains.

Table 3-25: IMPACT OF EXPORT SUBSIDIES ON EFFECTIVE PROTECTION RATES (EPR)
(Rates in Percent)

From Tariffs and Exchange Rates From Tariffs, Exchange Rates
and Export Subsidies

EPR EPR EPR
(Domestic Market) (Foreign Market) (Foreign Market)

Manufacturing 141 -88 -38

Consumer Goods 304 -88 -38
Intermediate Inputs 26 -8e -38
Capital Goods 160 -86 -38

Source: The two first columns are from Table 3-22. The third column is from staff

calculations.

3.72 Recommendations. Direct export subsidies are aimed at
compensating for the anti-export bias generated by import barriers When
this bias turns out to be very high, as is currently the case in Peru, it
is difficult to achieve an adequate compensation through fiscal subsidies
without placing a heavy burden on the Treasury and without risking foreign
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retaliation in terms of countervailing trade policies. As a result, it is
advisable to reduce the magnitude of the anti-export bias through removal
of QRs and tariff reform, rather than attempting to compensate for that
bias through higher subsidies and multiple exchange rates. Moreover, the
former approach is cost free, whereas the latter is costly to adtmiinister.

3.73 The method used to calculate the CERTEX subsidy involves several
problems. First, the percentage rate applied in the calculation of CERTEX
rates is determined by too many criteria. Most of these, such as labor
intensity of the product and regional location of the firm, are not
directly connected with the promotion of exports, but rather are designed
to promote additional objectives. This has the effect of diluting the
export promotion effort per Inti spent. If the purpose of the fiscal
subsidy is to compensate for the anti-export bias generated by the tariff
structure, then only the domestic value-added should be used as criterion
for calculating the CERTEX rate. That is because the effective
disprotection and anti-export bias to be countered are also based on the
value added concept. Furthermore, in applying this criterion, the most
efficient way to grant the fiscal subsidy would be as a uniform percentage
of domestic value-added, where the latter is measured, if possible, at
international prices rather than at domestic prices. Using domestic prices
could easily lead to a situation where the least efficient domestic
producers receive the greatest fiscal subsidies.

3.74 In view of the multiple criteria currently used in calculating the
CERTEX rates, it has proven profitable for some firms to take traditional
export products, subject these to a marginal processing treatment, and then
export these wholly as nontraditional products, on which the CERTEX subsidy
is collected. This represents a waste of fiscal resources because the
Government is effectively subsidizing products that it does not intend to
subsidize, or does not need to subsidize, to be sold abroad. This problem
could be easily resolved under the proposed system for calculating the
CERTEX subsidy by excluding traditional export content from the value-added
calculation.

3.75 In taking advantage of the temporary admissions regime, the
exporters' fiscal subsidy is reduced. This happens because the CERTEX is
calculated as a percentage rate of net FOB value of exports, where the
value of foreign inputs imported through the temporary admissions regime is
subtracted. The result has been that relatively few exporters have availed
themselves of the benefits of temporary admissions, preferring to collect
the higher fiscal subsidy instead. An unfortunate aspect of this
development is that exports benefitting from duty-free importation--in
contrast to CERTEX subsidies and multiple exchange rates--do not run the
risk of being retaliated against through countervailing duties abroad.
Therefore, it is advisable to give more emphasis to temporary admissions
and less to subsidies in promoting exports. Temporary admissions would be
made more attractive to exporters by liberalizing those imports from
licensing requirements and prohibitions. By applying the CERTEX rates, as
proposed above, on domestic value added rather than on total export value,
temporary admission will be more widely used since imports are automati-
cally excluded from the value-added calculation.
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C. Other Resource Allocation Issues

Financial Policy: Main Issues and Recomendations

3.76 Financial policy over the last three years was oriented toward
enhancing the Government's control over financial institutions and credit
allocation. This trend culminated with the nationalization of commercial
banks, finance houses and insurance companies in July 1987. The main
issues on financial policy are low nominal interest rates compared to
inflation; heavy financial subsidies channelled by development banks (Banco
de Fomento); and regional and sectoral restrictions to credit allocation.
Since the issue of financial subsidies was already addressed above (Section
A, paras. 3.40-3.44) here the focus is on the other two issues.

3.77 Interest Rates. Borrowing and lending rates of financial
institutions were scaled down in several steps to about one-third of their
previous levels--soon after the Government took office in July 1985. After
that, rates were kept roughly unchanged until March of 1988 (Table 3-26).
Initially, the drop in rates was accompanied by a faster deceleration of
inflation, consequently real interest, although still negative, became less
so than before. This trend, though, was reversed after late 1986 when
inflation picked up again. Recent adjustments to rates effected in March
and June 1988, to levels of 72 percent for savings and 120 percent for
lending, have been insignificant in the wake of rapidly accelerating
inflation. Thus, now nominal interest rates are less than one-fifth of
estimated inflation for 1988.

Table 8-25: DNTEREST RATES
(Maximum Annual Effective)a/

Borrowing 4otes Lending Rates Inflationc/
Savings Fixed Term Commercial Agricultural

(one year) (lose than a year) Promotion b_

Feb. 1, 1965 95 107 101 - 267

Aug. 5, 1986 s6 78 110 23 260

Aug. 26, 1985 35 51 76 21 250

Oct. 1, 1986 21 33 46 14 157

Fob. 16, 1966 21 33 40 8 62

Jul. 17, 1987 2S 33 32 4 95

Mar. 11, 1968 36 44 56 a 270

Jun. 16, 1988 72 82 120 10 505

!/ Rates reported apply from day indicated.
b/ Interest rate on credit line of Banco Agrario: Fomento Agroperuario.
c/ Consumer prico inflation of previous quarter in annual terms.

Source- Centrol Re-urv- Bank.
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3.78 The effects of this interest rate policy have been: (i) an
unprecedented drop of real financial savings (particularly during 1988)
coupled with the proliferation of informal savings and credit markets;
(ii) stringent credit rationing in the formal financial system; and
(iii) strong pressures in the black market exchange rate, reflecting
capital flight. As far as financial disintermediation is concerned, the
drop of real internal liabilities of the financial system, that had been
mild during 1985-87, accelerated rapidly during 1988. Thus, by August
1988, real broad money was less than one half the level of December 1987.
Charts 3-3 and 3-4 show clearly the close correlation between accelerating
inflation and increasingly negative real interest rates, on the one hand,
and quickly declining real financial liabilities (broad money) on the other
hand. Furthermore, Chart 3-2 indicates that the drop of near monies, that
is saving and term deposits, has been even more pronounced and sustained
than non-interest bearing instruments (Ml). The macroeconomic implications
of this trend have already been examined at large in Chapter II. Another
important implication has been that rationing of credit to the private
sector has intensified, for the total availability of financial resources
has dropped while the demand for credit has likely increased due to
increasingly more negative real interest rates. Rationing of credit
usually favors low return and low risk borrowers and investments and
therefore hurts efficiency and growth.

Chart 3-2
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Chart 3-3
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3.79 Reportedly, financial disintermediation in the organized market
has been accompanied by a flourishing informal financial market according
to conjectural evidence since there is no published data on the latter.
Indeed, savers and firms have found in inter-firm borrowing-lending
arrangements a way to escape the high real discounts involved in saving as
banks deposits. Likewise, borrowing firms have found it increasingly
difficult to obtain subsidized resources in the organized market and thus
switched to the informal one. Indirect evidence shows that most informal
lending is stipulated in dollars and at competitive interest rates.
Informal market activity has been further expanded by growing public
crowding-out of financial resources. In effect, since public sector demand
for credit is satisfied in the organized market, higher public sector
deficits push private credit demand to the unorganized market. This, in
turn, tends to raise interest rates charged in the latter, thereby inducing
a shift in savings away from the formal market and towards the unorganized
one, and thus deepening financial disintermediation. Evidence supporting
this view is that real interest rates in the informal market registered
increases in 1987 and 1988. The situation of small- and medium-sized firms
which, in view of their higher risk and lack of collateral requirements,
have poor access to formal bank lending is that they have faced much higher
financial costs in the unorganized market. Reduced availability of credit
for the private sector in the organized market, coupled with the higher
cost of informal credit, limit production of firms by making scarce and
expensive the financing of working capital. All this questions the
validity of the thesis that by reducing banks' interest rates, inflationary
pressures are pushed down, and production is promoted.

3.80 Low nominal interest rates in the presence of soaring inflation
have prompted economic agents to seek in foreign exchange a safer shelter
for their savings. This shift of the liquid portfolio towards dollars
explains the chronic overshooting of the parallel market exchange rate
which occurred over the last year. The latter, in turn, has rendered the
profitability of investing in dollars a self-fulfilling prophecy. The
relative returns of domestic term deposits and parallel market dollars are
compared in Table 3-27. It can be seen there that, since the second
quarter of 1987, the nominal rate of return on hoarding dollars has not
only been far higher than the deposit interest rate but in general also
significantly above inflation. This indicates that the current
expansionary fiscal policy together with the maintenance of the current
interest rate and exchange rate policies imply systematic overshooting of
the parallel exchange rate that later translates into higher inflation.
It should be pointed out, however, that interest and exchange policies
alone are no panacea to achieve control of the current inflationary upsurge
and to stabilize the parallel dollar market. Indeed to be effective,
exchange and interest rate policies need to be supported by stabilizing
aggregate demand management, and this inevitably means cutting down the
current budgetary deficit.
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Table 3-27: RETURNS OF BANK DEPOSITS AND BLACK MARKET DOLLARS
(Quarterly Rates)

Black Market Nominal Return in Intis of Inflation Rate
Exchange Rate Black Market Domestic Time of the quarter
(Intis per US$) Dollars Deposits

1986 I 17.4 0.0 4.9 15.4
II 17.4 0.0 4.9 11.4
III 17.6 1.1 4.9 12.6
IV 19.9 13.1 4.9 12.6

1987 I 20.3 2.0 4.9 18.5
II 29.6 45.8 5.5 18.2
III 41.4 39.9 5.7 22.7
IV 90.4 118.4 5.7 24.8

1988 I 110.0 21.7 6.2 54.6
II 180.0 63.6 9.3 39.2
III 425.8 136.6 22.1 241.1

Source: Instituto Nacional de Planificacion and Central Reserve Bank.

3.81 Credit Restrictions. Since February 1987, commercial banks are
required to follow compulsory investment coefficients for agriculture and
by regions. Thus, banks have to lend at least 45 percent of the nominal
increase of deposits, over the stocks prevailing in February 1987, to the
district in which they raised the deposits. In addition, banks are obliged
to lend to agriculture and livestock a varying proportion (from 5 to 36
percent, depending on the location of the bank) of its deposit growth.

3.82 Assessment and Recommendation. The maintenance of the current
interest rate structure will lead to the destruction of organized financial
intermediation. With the inflation observed during the first seven months
of 1988 (535 percent at annual rate) and current interest rates (82 percent
for one year deposits), depositors will lose no less than two thirds of
their financial wealth in one year. This policy, if continued, in all
certainty, will prompt further increases in the velocity of circulation of
money and a rush from financial deposits to hard currencies and goods,
thus, putting further pressure on the parallel market exchange rate and
inflation, deepening financial disintermediation and deteriorating banks'
profitability. Additionally, domestic agents will increasingly abandon
domestic currency and shift into the dollar, not only as a store of value
lout also as a unit of account and medium of exchange. In turn,
dollarization will mean a total loss of control over monetary aggregates by
the Central Bank. In the present circumstances of high and unstable
inflation, the only viable way to ensure ex-ante positive real returns to
financial deposits and loans is by indexing the principal to inflation
registered over the life of the deposit/loan. Setting competitive real
premia or, preferably, allowing for an endogenous determination of premia
by the financial market would prove to be an efficient tool for restoring
financial intermediation in the organized market. Interest rate indexing
to inflation, however, has to encompass all interest rates in the system,
including interest rates charged by the development banks, anid in
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particular Banco Agrario, to their borrowers. If the latter is not done,
financial losses of the Central Bank will enlarge making worse the
budgetary imbalance. A suggestion for interest rates charged by Banco
Agrario is that they be set as a fixed percentage of inflation, say 80 or
90 percent. This rule will still imply a subsidy but the size of the
subsidy will remain constant in real terms.

3.83 In another vein, current restrictions to credit allocation of
commercial banks in the form of mandatory sectoral or regional investment
coefficients, limit the potential for saving resources to flow to the most
productive opportunities. If, in the future, interest rates are indeed
moved towards positive real returns, interest rates should be allowed to
play the primary role in the natural selection of borrowers and investment
projects. While considerations of regional development and sectoral
priorities are legitimate, these objectives can be best achieved through
the existing development and regional banks. By contrast, the portfolio of
conmercial banks should be allowed, to the extent possible, to be
determinated by creditworthiness and return prospects and not by
administrative regulations. Therefore, it is advisable that the current
restrictions on commercial banks portfolios be eliminated or made more
flexible.

3.84 The recent developments in the process of nationalization of
commercial banks to the effect of allowing the Banco de Credito to remain
as an employee-owned enterprise and offering other commercial banks to
become 70 percent privately owned regional banks are commendable and could
improve business climate and expectations. To the extent that some
commercial banks will still be partially or fully nationalized, it is
important that the Government devise mechanisms to minimize the macro-
economic pressures of indemnification payments. Such mechanisms could
include medium-term negotiable bonds and swaps of banks' shares for
enterprises owned by the banks or public enterprises for sale.

3.85 Finally, a formidable challenge faced by the supervisory and
regulatory authorities is how to go from the current creditor selection
process based on who-you-know and collateral criteria, to credit allocation
based on interest rates and the client's cash-flow projections and
profitability of intended investments. This will undoubtedly require
strengthening the technical staff of banks. Hence, the future development
of a more efficient and vibrant financial system necessitates the review of
current methods and procedures, and this task should be one of the first
items in the agenda of the regulatory and supervisory authorities.

Price Controls: Structure and Recommendations

3.86 Structure. All prices fall into one of four categories. In
principle, prices in all categories are controlled or monitored.
Table 3-28 provides an overview of the categories and the price setting
mechanisms. The most sensitive food and fuel prices are "controlled."
Less sensitive food items, clothes, shoes, and household goods are among
the items whose prices are "regulated." These goods are eligible for
automatic, rather than discretionary, price increases, up to a ceiling
percent fixed by the Ministry of Economy and Finance. Less sensitive
agricultural products and services have "supervised" prices. For most
practical purposes, these prices are set by market forces, although the
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regulations require the Intersectoral Committee for Price Administration
(CIPA) to monitor these prices, whenever they rise above CPI inflation for
the month. Finally, there is a fourth category of prices called "special
regime" that comprises prices of public utilities, transport, medicines,
and rents. Here, individual procedures exist to control the price
increases applicable to each item (for example, a public utility commission
oversees the price of electricity).

Table 3-28: PRICE CONTROLS AND THEIR ADMINISTRATION, 1988

Type of Products Weight Methods of Setting
Category or Services in CPI and Readjustment

Controlled Most sensitive foodstuffs 26% Fixed by the Government
through the CIPA. Raised only
after requests from committees
of producers.

Regulated Most manufactured goods 28Z Automatic increase permitted up
to a ceiling amount fixed
monthly by MEF. Faster
increases require authorization
by CIPA, are based on
producers' committees appli-
cations, must be cost-based,
and may involve a 45-day delay.

Supervised Less sensitive 24% Based on supply and
agricultural products demand but monitored by
and services CIPA "to avoid unjustified

increases."

Special Medicines and public 22Z Individual procedures
Regime utility tariffs for each good, e.g., public

utility commission for
electricity.

Note: CIPA = Intersectoral Committee for Price Administration.
MEF = Ministry of Economy and Finance.

3.87 Assessment and Recommendations. At present, market forces
determine the prices of about one quarter of the items that consumers buy.
The rest are subject to a greater or lesser degree of negotiation between
political authorities and producers. Of course, market forces, although
repressed, cannot be extinguished altogether and, as a result, producers'
response to price controls is to either curtail production of commodities
(leadirng to shortages) or downgrade the quality of the products, or else
engage in black market sales. The evidence during 1988 has been that
inflation has accelerated virulently despite price controls and that
significant shortages, black market sales, and smuggling across the border
has occurred in the case of articles subject to the most strict controls.
In general, an administratively determined relative price structure is
arbitrary, and leads to inefficient allocation of resources. Some sectors
over-produce while others under-produce.
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3.88 Price controls of manufactured products have been justified on the
groutlds that in their absence domestic oligopolistic producers would try to
exercise their market power. However, this reasoning is only valid when
domestic producers are protected from foreign competition through import
prohibitions and licenses. Consequently, opening up the domestic market to
foreign supplies--along the lines recommended in Section B of this
Chapter--provides the solution to the problem. By contrast, now the
authorities require collective action from producer groups before prices
are raised and this opens an invitation to overt oligopolistic collusion.
Even oligopolistic competitors who under other circumstances might not be
inclined to collude are, in effect, prompted to do so.

3.89 Recent evidence in Peru and elsewhere has demonstrated that price
controls are no substitute for stabilizing budgetary and monetary policies
in the fight against inflation. A different issue is using a combination
of some form of price controls, or better price adjustment guidelines, in
conjunction with supportive adequate monetary and fiscal policies with a
view to stabilizing inflationary expectations. This is the so-called
heterodox approach to reduce inflation, recently tried by Peru, Argentina,
Brazil, Israel and Mexico. These experiences have shown, however, that to
have a chance of success two preconditions are required. First, it is
crucial to set relative prices at the outset of the program close to their
equilibrium levels, and, second, fiscal and monetary polices need to be
fully consistent with the target of inflation pursued. If Peru attempts to
follow this avenue again, all prices--including the exchange rate--would
have to be liberalized immediately before the program so that viable
relative prices are reached. After that, and during the duration of the
program, say, for one year, some flexible form of price controls--an
inflation guideline--could be used in conjunction with the necessary fiscal
and monetary policy. In the absence of the latter conditions, the best
policy course as far as prices are concerned would be full immediate
removal of most or all price controls.

Agricultural Pricing and Subsidies: Policies, Assessment, and
Recommendations

3.90 The Policy Strategy. Since mid-1985 the objectives of agri-
cultuLal policy have been to improve the living standards of agricultural
producers, to provide subsidized staples to consumers, and to expand
agricultural production and employment. The Government's main concern was
the secularly depressed income level of Peru's poorest population group:
the "campesinos" of the Andean region (Sierra). In this region live about
two-thirds of Peru's 30 percent poorest population. Most inhabitants of
the Sierra are self-employed agricultural producers. Further, this part of
the country registers Peru's lowest social welfare indicators and has been,
over the last 15 years, the breeding ground of violent political groups.
Improving the living conditions of the Andean population inevitably meant
increasing the prices of their agricultural products. To achieve these
objectives, the Government put forward an incentive structure that included
several types of subsidies and support mechanisms. On the one hand, the
two public marketing agencies, ECASA for rice and ENCI for other
foodstuffs, were in charge of making effective guarantee and shelter
prices. In some instances guarantee prices were set above consumer prices
for the same products and, as a result, trading accounts for these products
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were operated at a loss. Rice, Peru's main staple, is the most prominent
item of this group, followed by maize, wheat, sorghum and potatoes
(Table 3-30). In addition, ENCI supplied agricultural inputs, including
fertilizers, at low prices to farmers and peasants. In turn, the Central
Bank provided considerable financial resources at highly concessional
interest to the Banco Agrario so that this institution could significantly
expand subsidized credit to the sector. Besides, the Central Bank provided
foreign exchange at concessional rates--the lowest of the multiple exchange
rate structure--for imports of agricultural products and inputs to be
carried out by ENCI.

Table 3-29: MAIN AGRICULTURAL PRODUCTS (1987)
(percentages)

Share in
Share in Share in Import/Consump. Export/Output Cultivatod Region of
Demand Production Ratio Ratio Area Cultivation

Rice 14.7 14.0 1S.3 - 8.8 Coast and Jungle

Wheat 11.3 1.5 88.1 - 3.8 Sierra
Potatoes 9.6 10.7 - - 8.0 Coast and Sierra

Yellow Maize 8.9 5.9 40.4 - 9.3 Coast and Jungle

Sugar 5.8 4.6 33.2 7.2 1.8 Coast
Cotton 5.4 8.3 - 4.3 4.0 Coast

Coffee 2.8 10.9 - 71.2 6.2 Jungle

White Maize 2.2 2.5 - 0.7 7.7 Sierra

Beans 1.0 1.2 - 4.9 3.0 Sierra
Other 38.8 42.4 - - 47.9 -

Source: Ministry of Agriculture and own estimates.

3.91 In order to finance the price supports for agricultural products
and subsidies in the provision of agricultural inputs, the Government
created the National Fund for Agrarian Reactivation and Nutritional
Security (FRASA). This fund is financed by two sources: transfers from
the Treasury and foreign exchange subsidies accrued to ENCI on imports of
agricultural products, mainly wheat and yellow maize. In turn, FRASA's
resources are drawn by ECASA to pay for rice subsidies and by ENCI to
finance operating losses in the domestic trading accounts of wheat, maize,
potatoes and other products, and also to provide fertilizers and other
agricultural inputs at low prices. Operationally, FRASA is managed by
ENCI.

3.92 Subsidies. Total subsidies to agriculture are difficult to
estimate given the different channels that have been used to grant
subsidies (exchange rate, credit, inputs, output prices). This is further
complicated by the fact that these subsidy categories are not additive; for
instance the subsidy through low exchange rates goes to FRASA, and from
there finances in part the other subsidies. However, some insight can be
gained by examining each of the categories. Direct product price subsidies
are granted by ECASA and ENCI and result from a negative margin between
selling and buying prices of products subject to price supports. Total
subsidies amounted to 0.34 percent of GDP in 1986 and 0.32 in 1987. About
90 percent of those totals went to finance losses in rice marketing. The
remainder was spread over domestic maize, domestic wheat, barley, potatoes



- 89 -

and sorghum. Over the last three years ECASA has been selling rice at a
price increasingly lower than the price paid to producers. Thus, in early
1986, ECASA's selling price was 22 percent below the price paid to
producers; in turn, by early 1987 this negative margin became 47 percent.
Rice and potatoes are Peru's two main staples; rice accounts for
2.4 percent of the total budget of an average Peruvian and potatoes
accounts for 3.7 percent. Moreover, these budget shares are larger for the
30 percent poorest population: 5.3 percent and 9.3 percent, respectively.
Hlowever, unlike potatoes most rice consumed is purchased through the market
rather than being produced by the consumer. Therefore, although a subsidy
to rice consumers is progressive from a distributive viewpoint and
therefore may be justified, a growing rate of subsidy as percentage of the
producer's price is clearly unwarranted.

Table 3-30: PRICE CLASSIFICATION OF PERUVIAN MAJOR CROPS BY PRICE REGIME

Controlled Guarantee Shelter Free Market

Rice Wheat Beans (2 varieties) Tubers and Roots
Yellow Maize Barley White Maize Fruits
Sugar Quinua Wleat Seedal Fresh Vegetables
Sorghum Beans (10 Onionsb/ Olluco
Soybean varieties) Potatoesb/ Cassava
Wheat and Kiwicha Cotton (restriction
Bread Dried Vegetables to export)

(4 varieties) Coffee (restriction
White Maize to export)
Sorghum All other products
Dried Potatoes

a/ Valid only during 1987.
b/ Valid beginning on January 1988.

Source: Ministry of Agriculture and ENCI.

3.93 In turn, credit subsidies granted by Banco Agrario in 1987
amounted to 1.6 percent of GDP, if lending interest rates are compared to
inflation, and to 0.3 percent of GDP, if the benchmark for comparison is
the commercial lending interest rate. Loans granted by Banco Agrario to
peasants in the Trapecio Andino at a zero interest rate account for about
one sixth of total lending and the rest of lending is largely channeled at
very low nominal rates (10 percent in August 1988). As far as subsidies
through input prices are concerned, these have resulted in negative real
growth of costs of production for all crops (Table 3-31), but at a
significant fiscal cost. Thus, the exchange rate subsidy for fertilizers
alone totalled 0.1 percent of GDP and to this should be added an
additional 0.1 percent financed with FRASA resources. All in all, total
subsidies to agriculture amount to no less than 2.5 percent of GDP.
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Table 3-31: CHANGES IN AGRICULTURAL PRICES, OUTPUT, COSTS AND INCOME, 1985-87
(Percentage Changes in Real Terms)a/

Prices Output Costs Revenues
1986/85 1987/86 198/85 1987/86 1986/85 1987/86 1987/86 1987/86

Rice -3.8 24.1 -7.4 62.5 -32.5 -8.6 -10.9 101.7
Wheat 15.2 -18.0 31.2 10.1 -26.6 -10.9 61.2 -7.5
Potatoes 120.2 -81.7 6.6 3.1 -28.7 -23.3 134.6 -60.5
Yellow Maize 20.6 -17.7 32.7 9.3 -33.0 -6.4 60.1 -10.1

Sugar -13.2 14.0 -13.7 -3.2 n.a. n.a. -25.0 10.4

Cotton -19.1 15.2 4.5 -33.4 -34.1 -17.1 -15.5 -23.3

Coffee 61.0 -69.0 6.8 2.4 n.a. n.a. 69.8 -68.0

White Maize 9.5 -12.5 9.6 -9.6 -28.0 -10.9 20.0 -20.9

Beans 54.5 -21.9 16.7 8.5 -31.8 -7.0 80.3 -15.3

Total
Agriculture 36.9 -31.6 2.9 3.0 n.a. n.a. 40.9 -29.6

a/ Deflated by the consumer price index. Output figures in metric tons.

Note: Data on different variables come from different sources and therefore

might not be strictly comparable.

Source: Ministry of Agriculture, National Planning Institute, and own estimates.

3.94 Performance. In late 1985 and 1986, the combination of high

producer prices, both guaranteed and market determined, and expanding real

aggregate demand elicited a supply response. Thus, in 1986 agricultural

production grew 2.9, in spite of lower than normal rainfall that caused

yields per hectare to drop. Expansion of domestic production, however, was

insufficient to meet growing demand and, as a result, agricultural imports
practically doubled. Producer prices of agricultural products experienced
and unprecedented upturn, rising 198 percent between July 1985 and

September 1986, a period when consumer's prices of manufacturing products
grew only 70 percent. These price trends translated into a 75 percent

improvement of rural versus urban terms of trade in that period. All this

led to an unparalleled expansion of real agricultural income, by nearly

41 percent in 1986, thereby increasing the share of agricultural producers

in national income from 7.9 percent in 1985 to 8.7 percent in 1986.

However, price incentives to agricultural producers experienced a reversal
starting in late 1986. In effect, since October 1986 the rural versus

urban terms of trade began to decline and this tendency continued
throughout 1987. Thus, by December 1987 the terms of trade had returned

back to the low level of July 1985 and this, in turn, led to a reduction of

the share of agricultural producers in national income from 8.7 percent in

1986 to 6.3 percent in 1987. Despite the substantial reduction of real

agricultural prices in 1987, production of seven out of nine major crops

expanded, probably due to the fact that agricultural production responds
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with a lag to price increases effected in the previous period, due to the
gestation of crops. Thus, in 1987 agricultural output grew by 3 percent
and cultivated area is estimated to have expanded from 1.4 million hectares
to 1.5 million.

3.95 Assessment and Recomuendations. An important conclusion which can
be derived from the analysis is that the incentive structure offered to
agriculture is very complex and expensive and that the overall balance is
unclear. The Government could consider to move into a smaller number of
instruments of promotion. This would allow a better control over the
global effect on agriculture. In this context, it would be desirable to
focus on guaranteed agricultural prices as the main planning mechanism,
given that prices are the best incentives or disincentives for production,
while, at the same time, eliminating exchange rate subsidies, reducing
subsidies through input prices, and rationalizing credit subsidies. In
turn, guaranteed prices should be limited to the main staples, and in
particular those produced by poor Andean peasants. Selling prices charged
by ENCI and ECASA for those commodities should be kept at least equal to
guaranteed prices to avoid spurious arbitrage. It is also important that
guaranteed prices be set in line with projected border prices. An estimate
of these can be obtained from the quotes in international future markets
together with a projection of the exchange rate. In the medium run, it
would be advisable that ENCI and ECASA evolve into price stabilizing
agencies that would intervene the market buying (selling) at a prespecified
low (high) price, leaving for private trading transactions at prices within
a band.

Table 3-32: EFFECTIVE PROTECTION RATES FOR SELECTED CROPS (1937)0/
(Ft.ets In Percent)

Cotton Coffee
Internal Foreign Internal Foreign

Yellow Corn Beans Wheat Barley Potato.s Rice Market Market Market Market

3,412% 104% S6% 136% 28% -2% -84% -18% -74% -34%

a/ The exchange rate used for the computation is the purchasing power parity rate.

Source: World Bank staff estimates.

3.96 The current incentive structure is clearly hurting Peru's two
major export crops (cotton and coffee), as shown by the negative effective
protection rates presented in Table 3-32. In this respect, a price
structure more in line with international prices together with rationali-
zation of subsidies and gradual reduction of protection (QRs and tariffs)
will help correct this bias, thereby promoting a reallocation of cultivated
land towards export crops and away from inefficiently produced import
substitution crops, thereby increasing Peru's earnings of foreign exchange.
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3.97 The objective of protecting the consumer while at the same time
ensuring producer profits is commendable but has become very expensive.
Subsidies to agriculture are estimated at no less than 2.5 percent of GDP.
In view of the current financial crisis, the time has come to be selective
in the design of subsidies, targeting these only to the poorest strata of
consumers and also to the poorest agricultural producers. A budgetary
ceiling for agricultural subsidies needs to be set. In parallel, more
emphasis needs to be placed on long-term solutions to agricultural poverty
such as raising productivity and regularizing land tenure; the latter is a
critical issue in view of the disorderly parcelling out of previous
cooperative farms carried out since 1980. Over the last three years,
yields per hectare have not increased in spite of the massive transfer of
subsidized resources to agriculture. However, regional level analysis
shows that there are large disparities in yields even in regions with
similar geographic and climatic conditions. This means that there is ample
room for maneuver for extension and training services to promote
substantial increases in agricultural output, even in the short term, by
reducing the range of yield differentials. This is by far a superior
approach to widespread subsidies.

Labor Market Issues and Recommendations

3.98 Employment Regulations. Peru has experienced in recent years a
process of growing informalization of production and employment.
Segmentation between formal and informal activities has been reinforced by
Peruvian labor legislation requiring fringe benefits equivalent to 25
percent of the basic wage (or 56 percent of take-home pay) to be paid to
workers in the formal sector. These benefits increase labor cost
differentials and require, in turn, that formal sector workers have
productivity sufficiently higlh enough to offset their higher costs. In
addition to direct costs of obligatory fringe benefits, inflexibility is
further increased in labor markets for formal sector firms by the
"employment stability law" which makes it expensive to discharge workers,
even for a cause, after a three-month probationary period. Firms that fire
workers who have more than three months of seniority must pay them one
month of salary for each year of employment, in addition to accumulated
vacation pay. Women receive an additional month of salary as a "derecho de
mujer." Cost of termination of formal sector workers is de facto higher
given the strength of Peruvian labor unions.

3.99 In 1985 the Government reduced the length of the probationary
period for employees from three years to three-months. To partially
counteract this, in July 1986, the Government instituted the so-called
massive employment program (PROEM), with the idea of facilitating temporary
employment. Under PROEM, any company which has one or more workers on a
permanent payroll may hire temporary workers. The use of temporary
employees is registered with the Ministry of Labor and monitored by it, so
as to avoid confusion between temporary and permanent workers. The maximum
length of "temporary" employment is two years under the PROEM. At the end
of the period of temporary employment, the workers receive a bonus paid by
the Government. Operationally, of course, the existence of such a program
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offsets partially the legalized shorter probationary period. In effect,
the Government shortened the period from three years to three months, and
then relaxed its regulations, permitting extension of probation to two
years. In addition, a previous limit that only 10 percent of workers could
be temporaries was lifted. Under the current rules, having a single
permanent employee opens the door for a firm to hire an unlimited number of
two-year workers. Temporary workers are paid at least the minimum wage
rate. Since its inception, the program has involved most workers that were
newly employed during 1986 and 1987.

3.100 Wages. By mid-1985, average real remuneration of civil servants
had fallen to less than half their value five years earlier. The same
course had followed minimum wages. This trend was arrested by the current
administration with periodic--quarterly or every four months--wage hikes
geared to increasing real wages steadily. In addition, in August 1985 the
Government unified nominal minima for the whole nation. Wages of non-
unionized workers have also been adjusted regularly by the Government. As
far as wages of unionized workers paid by private firms and state enter-
rises are concerned, they are renegotiated annually through collective
bargaining, mostly during the June-October season. In early 1988, the
Government established that collective agreements in effect after July 1,
1988, are subject to two additional increases (one in the fourth month and
the other in the eighth month) on the basis of CPI inflation registered
since the last revision and up to nominal pre-established ceiling. Under
the Peruvian Constitution, collective bargaining cannot be interfered with
or altered by the Government. Average pay for unionized workers is about
three times more than that of non-unionized workers. As seen in
Table 3-33, average wages for all categories increased significantly in
real terms during 1986-87 (by a cumulative 38 percentage since July 1985),
but have started to fall during 1988 in the wake of escalating inflation.

Table 3-33: EVOLUTION OF REAL WAGES: 1985-88

July 1985 1985 1986 1987 Jan-Aug 1988

Central Government 100 113 119 143 137

Unionized Workers 100 108 137 145 123

Legal Minimum Income 100 120 124 131 121

Non-Unionized 100 114 123 130 118

National Average 100 111 127 138 125

Source: Ministry of Finance. Alerta Economica, August 1988.

3.101 Unemploym.ent and Underemployment. Between 1981 and 1985, measured
unemployment varied between 7 and 12 percent, reaching its highest value in
1985 (Table 3-34). The economic program of the new Government was
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associated initially with a gratifying decline in measured unemployment,
from nearly 12 percent in 1985 to 8 percent in 1986. The significance of
the decline was all the more notable in view of the recent rise in the
labor force participation. However, the lower unemployment trend has been
reversed in 1988 prompted by the faildown of production registered since
early this year. Interpretation of the measured rate of unemployment is
never a simple matter, especially in low-income countries. A recent World
Bank study has revealed that search for work in Lima is more often carried
out by employed workers than by persons who are unemployed.14/ Thus, the
officially measured unemployment rate may be low but, at the same time,
many members of the labor force are, in fact, actively looking for better
jobs.

Table 3-34: MEASURED UNEMPLOYMENT AND UNDEREMPLOYMENT
(Percentages)

1981 1982 1983 1984 1985 1986

Unemployment rate 6.8 7.0 9.2 10.5 11.8 8.2

Underemployment rate 47.3 49.9 53.3 54.2 54.1 51.4
- Low Income 21.4 24.0 29.5 33.9 n.a 38.7
- Part Time Employment 3.0 4.0 3.8 2.9 n.a 4.0
- Undeclared 22.9 21.9 20.0 17.4 n.a 8.7

Source: Ministry of Labor and the National Statistical Institute.

3.102 In an economic environment where open unemployment might be
regarded by many workers as an unaffordable luxury, the phenomenon of
underemployment becomes at least as significant as measured unemployment.
The Peruvian Ministry of Labor defines workers as "underemployed" if their
incomes are less than the real value of 1967's minimum wage (nearly twice
the value of the present minimum wage) or if they are working part-time
involuntarily. Rates of underemployment nationwide, so defined, range
between 48 and 54 percent of the labor force in the years between 1981 and
1986 (Table 3.34). Almost three-quarters of underemployment in the capital
is associated with low incomes; involuntary part-time work only accounts
for about one in ten underemployed workers.

3.103 A formal employment program that was created by the Government in
July 1985, Programa Nacional de Apoyo al Ingreso Temporal (PAIT), provides
temporary employment and income to unskilled and unemployed men and women.
Reminiscent of recent relief programs in Chile and Panama, its workers
paint building facades, clean streets, rehabilitate beaches, plant trees,
renovate parks and gardens, etc. All workers receive the same wage
rate--the legal minimum income. They are thus classified as "under-
employed" by standards of the Ministry of Labor. PAIT estimates in

14/ John L. Newman, "Labor Market Activity in Cote d' Ivoire and Peru",
World Bank Living Standards Measurement Study, Working Paper No. 36,
May 1c87.



- 95 -

December 1987 suggested that 190,000 persons were on the payroll, of whom
about 40,000 were "ghost workers" (people receiving pay but not working).
In some urban areas, as many as 80 percent of the workers are women,
according to one estimate. For these workers, a notable proportion of whom
are single mothers, domestic service is probably the most important
employment alternative. A worker may be employed more than once by the
program, but cannot work for it continuously--that is, a continuous series
of three-month contracts is not permitted.

3.104 Recommendations. Given the current administrative nature of most
wages and prices, every interest group among producers, workers, and
consumers regards prices and nominal wages as targets for maneuver and
manipulation according to political strength, rather than as the outcome of
forces involving effective demand and overall productivity. This
administrative structure had led to a perceived divorce between underlying
economic forces and political power. Rising prices and wages, compete with
one another, and to a large extent, offset one another. The outcome of
these competing forces is a price-wage escalation, which validated by
expansionary financial policies, is pushing the economy into hyper-
inflation. As pointed out elsewhere in the report, the current crisis
calls for wage moderation and restraint because the economy is falling into
a recession and also because Peru cannot absorb any longer a commodity
surplus from abroad due to the precarious level of Central Bank's
international reserves. Therefore, it is now required that wages are
brought more in line with underlying economics forces.

3.105 Regarding probation and lay-off restrictions, the Government has
recently extended the PROEM program for two more years. This is a crucial
step to spur mobility in the labor market and therefore to maximize
employment. However, consideration should be given to incorporating PROEM
as a permanent legal provision in order to avoid business uncertainty and
precautionary layoffs in the months immediately before the end of the
program term. (This phenomenon occurred during the first half of 1988.)
Also, serious consideration should be given to: (i) making labor
legislation more flexible, in terms of labor stability, perks, and
severance payments so as to both allow for labor mobility and eliminate
current deterrents to hire workers; and (ii) allowing nontraditional
exporting firms, or perhaps all exporting firms, to hire and lay off
without restrictions so that they can adjust to the swings in the external
market. If labor legislation is not urgently made flexible many firms will
face serious financial straits, including bankruptcies, during the
forthcoming recession and this will hurt employment regardless of the
hypothetical (on paper) protections contained in the "labor stability
laws."

3.106 The Temporary Income Support Program (PAIT) has reached many
unskilled and unemployed workers. It should now shift into a second phase,
emphasizing productive labor, skill training, and differential wages
according to skills and productivity. Administered from departmental
capitals, its decentralized nature could use simple technology, locally
available materials, and unskilled workers to provide rudimentary
construction materials, low-income housing, health posts, schools, and
secondary roads in rural areas, as well as income for its members. In
short, a shift toward productive activity and away from an exclusive
emphasis on transfer payments is recommended.
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The State Enterprise Sector

3.107 Background. The state enterprise sector plays an active role in
the ecenomy of Peru, but its deteriorating performance is a major source of
the macroeconomic problems for the country. There are some 135 non-
financial state-owned enterprises, that employ 130,000 people (about
2 percent of the economically active population) and produce about
7 percent of GDP. The sector is a diverse conglomerate of enterprises: it
comprises the 10 largest companies of the country and, at the same time,
dozens of very small firms. It controls the total of electricity,
telecommunication, and urban water-sewerage services, oil and gas
production, and about one-third of mining and transport. In addition, state
enterprises are present, to some extent, in virtually all branches of the
economy. (A list of all state enterprises is provided in Annex 9.)

Table 3-35: FINANCES OF STATE ENTERPRISES
(In Percentage of GDP)

1980 1981 1982 1983 1984 1985 1986 1987*

Current Revenues 25.3 21.3 22.6 29.0 23.1 26.1 17.5 14.1

Current
Expenditures 25.5 21.4 22.9 27.1 21.5 23.9 17.4 13.8

Current Account
Balance -0.2 -0.1 -0.3 1.9 1.6 2.2 0.1 0.2

Capital Revenues 1.3 0.8 1.1 1.0 0.8 0.4 0.4 0.3

Capital
Expenditures 3.0 3.4 4.8 5.1 4.3 3.1 2.2 1.7
Gross Capital
Formation 2.5 3.3 4.7 5.0 4.1 3.0 2.0 1.7

Overall Surplus
Deficit -1.8 -2.7 -4.0 -2.2 -1.9 -0.5 -1.7 -1.1

* Preliminary data.

Source: Central Reserve Bank and CONADE.

3.108 Problems Faced by the Sector. The economic and financial
performance of the state enterprises is poor. Traditionally, they have
been viewed as a means to provide productive inputs, services and consumer
goods at low prices and to create additional employment, while their
productivity and profitability have been given secondary importance. In
the last three years the Government has been heavily using the sector for
purposes of anti-inflationary and welfare policies through low controlled
prices (paragraphs 3.22-3.26). As a result the overall revenues of state
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enterprises have fallen from 26.5 percent of GDP in 1985 to 14.4 percent in
1987 and are expected to fall further in 1988. This has eroded their
financial viability, drastically reduced their investment potential, to the
point of hampering normal maintenance, and put a high demand on financing
from the budget and the banking system (Table 3-35).

3.109 The current management system is not conducive to high
performance. Both the freedom of action and the accountability of the
managers are limited. Most state firms operate in conditions of natural or
administratively created monopoly and therefore lack market pressure. They
are overstaffed and reduction of redundant staff is extremely difficult. In
additioni, excessive procurement regulations hamper production and lead to
stockpiling of inventory. As a result, the operating costs of the state
firms are generally high and the level of services, the quality of goods,
the utilization of the capacity are low.

3.110 Public Enterprise Reform and Divestiture. The Government is
working on a reform package, the main elements of which are: (i) to
redefine the role, scope, and size of the sector with a view to liquidation
of the most inefficient companies, sale of non-strategic enterprises, and
invitation of private capital through sales of shares of some enterprises;
(ii) to separate the entrepreneurial activity of the state from political
processes; to convert state firms into more autonomous enterprises with
clear business-like objectives with more management freedom along with more
ex-post accountability; (iii) to increase self-financing of the enterprises
through price adjustments and financial restructuring; and (iv) to change
the legal framework of the sector according to the above objectives.

3.111 Assessment and Recommendations. The program is coherent; its
implementation requires radical policy and institutional changes. The slow
and indecisive start in 1986-87 suggests that the implementation will be
very difficult. In order to give an impetus to the process, it is urgent
to elaborate the details of the program, to complement it with an action
plan and timetable for the implementation of the measures, and also with a
set of financial and teclnical restructuring plans and "contract programs"
for a large number of firms. Announcement of such an action plan would
strengthen the commitment and accelerate the implementation.

3.112 As far as the privatization is concerned, the Government's program
contains only a rough outline of the proposed divestiture process, and this
tentative proposal is very modest: the book value of the assets to be sold
would be between 3 and 4 percent of the total assets of the sector (the
number of firms between 20 and 40). Undoubtedly, there is a much larger
group of enterprises, especially in the manufacturing sector that could be
operated by the private sector more efficiently and without any detriment
to the Government's capacity to control key areas of the economy. The
Government may also consider sale of enterprises to foreign investors,
especially in areas where they can bring technology transfer and management
skills. The creation of a liberal debt-to-equity swap program could help
both in the divestiture and foreign debt-reduction fronts. Therefore,
swift action is needed in the divestiture program, including: (i) an-
nouncement of a broader list of enterprises slated for sale; (ii) deter-
termining the asking price based on quick assessment of the value of the



- 98 -

enterprises; (iii) starting an open subscription process of bids and/or
public placements in the stock exchange; and (iv) carrying out financial
restructuring of firms with negative net worth or very high debttequity
ratios.

3.113 The corporate management of the sector has been assigned to the
National Development Corporation (CONADE), which was formally established
in 1981. It has built up a good monitoring system and tries to introduce a
business-oriented approach in the sector, but it needs to be further
strengthened in order to be able to oversee the sector, to set clear
objectives for the managers in terms of profitability and competitiveness,
to advise the enterprises in the development of their strategic plans, and
to evaluate their performance. Parallel to this process both the ex-ante
autonomy and the ex-post accountability of eniterprise managers should be
further increased, not only in day-to-day operations, but also in strategic
decisions.
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CHAPTER IV

ECONOMIC POLICY TO STABILIZE INFLATION AND SET
THE CONDITIONS FOR MEDIUM-RUN GROWTH

A. The Preconditions for Stabilization

4.01 As was explained in Chapter II, the economy is now on an explosive
inflationary path whose dynamics are to a large extent endogenous. That
is, inflation is the mechanism that, in principle, is meant to clear ex-
pest the current budgetary and financial disequilibria, but the point has
been reached where, far from closing the gaps, faster inflation makes them
larger. In particular, escalating inflation widens the budgetary imbalance
while, at the same time, lowers the revenue from inflationary finance. In
this context, the policy options are basically limited to either allowing
the economy to undergo a full-blown hyperinflation--with all its economic,
political and social implications--or else giving a strong enough impulse
to the main policy variables so as to push the economy away from the
current unstable path and towards a more manageable course. By contrast,
it is uncertain whether gradual policy adjustments could provide sufficient
momentum to escape hyperinflation. Moreover, in the current situation,
time is a very precious commodity. As time goes by without decisive policy
actions, the probability of successfully confronting the crisis declines
exponentially, and, in parallel, the magnitude of the measures required
rises.

4.02 A fully consistent macroeconomic package--encompassing measures in
the areas of the budget, exchange rate, monetary policy, wage policy, and
prices and tariffs--is clearly a key precondition for stabilization.
However, successful stabilization involves far more than a technically
sound economic program "on paper." Indeed, stabilization requires
commitment to the program, and coherent implementation of the measures.
However, several obstacles stand in the way. On the one hand, adjustment
measures will lead to painful costs, at least in the short run. For
instance, scaling down the budgetary imbalance calls for higher taxes and
prices and tariffs, while the reduction of the external disequilibrium
requires a real depreciation of the exchange rate. These measures, in
turn, inevitably imply that real wages have to fall, which will probably
set the ground for social and political resistance to the implementation of
the program. (It must be noted, however, that as indicated elsewhere in
the report, the feasible choice is not between adjustment or non-
adjustment, but rather between an orderly adjustment or adjustment through
hyperinflation.) On the other hand, policymakers will have to contend with
the rigidities imposed by the destabilizing expectations, and thus economic
behavior, of skeptical economic agents, i.e., the so-called credibility
gap. All this indicates that, given the magnitude of the current crisis,
the chance of success of a well,designed program will depend critically
upon the degree of understanding and support from economic, social and
political groups. In turn, to reach these conditions, it will be necessary
to distribute the costs of adjustment among the different social groups in
an equitable manner.

4.03 Three other elements are crucial for achieving credibility and
support. The first refers to the external front. Broad external support,
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financial and technical, is a key element for the viability and credibility
of the program. Obtaining external support calls for normalizing relations
with Peru's creditors in the form of a dialogue geared to finding solutions
to the debt problem. The huge discounts in the secondary market for
Peruvian debt open the door for creative, voluntary debt-reducing solutions
that would be in both Peru's and its creditors' interests. However, any
solution to the debt problem, to be palatable to the creditors, would
likely require that Peru gradually contributes, in line with its ability to
pay, to the solution of the debt problem. In turn, this implies that the
external resource balance (the non-interest current account) would have to
move gradually into a surplus.

4.04 The second element involves building up confidence within the
business community. For this to happen, it is crucial that policymakers
set well-defined and stable rules of the game. In this regard, key prices
and, in general, all relative prices need to be subject to transparent
determination mechanisms (i.e., market forces). In parallel, the scope of
special legal provisions, exonerations, and preferential access to credit
and foreign exchange, inter alia, need to be significantly reduced or
eliminated. All this would enable firms to have a predicable pattern of
signals to appraise production plans and investment opportunities. By
contrast, discretionary and changing rules in the form of frequent "fine-
tuning" of exchange rates or price controls would likely continue to
generate uncertainty and, as a result, hinder business confidence. In this
respect, it must be noted that over the last three years there have been no
less than thirty changes in the multiple exchange rate structure. It is,
therefore, improbable that credibility and support from business could be
achieved without clear and stable rules of the game.

4.05 The final element focuses on relief of the poorest population
groups during adjustment. While stabilization requires the removal of
indiscriminate price subsidies and a reduction of real wages, adequate
well-targetted subsidies (for instance, food coupons for identifiable
families with income levels below a threshold along the lines suggested in
paragraph 3.29) need to be devised to alleviate the costs of adjustment on
the poor, and reduce their resistance to stabilization. Needless to say,
however, that budgetary discipline dictates that such subsidies be placed
under strict financial ceilings.

4.06 The rest of this Chapter is organized as follows: In Section B
the issues of external debt andl real growth are analyzed. In Section C the
focus is on macroeconomic stabilization, i.e., the combination of fiscal,
monetary and incomes policies that could lead to the control of the current
inflationary drive. Finally, a scenario illustrating the possible
evolution of the economy under the recommended economic policy reform is
dealt with in Section D.

B. Resumption of Growth and the Foreign Debt Problem

4.07 On the basis of the evolution of GDP during the first half of
1988, it can be projected that a considerable downfall of production will
take place in 1988. Furthermore, with or without stabilization, production
will likely continue to fall in 1989. Assuming that stabilization takes
place, one critical issue is when and how Peru could resume positive per
capita growth and, beyond that, positive growth of consumption per capita.
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Resumption of growth will, of course, depend on the amount of savings,
internal and external, available for investment, and on the efficiency in
the use of capital or, more generally, in the use of total productive
resources. Moreover, in an economy like the Peruvian so heavily reliant
upon imported inputs and capital goods, GDP growth will also depend on the
capability to generate enough foreign exchange to sustain import growth.

4.08 The indications are that resumption of growth will have to be
based primarily on efficient allocation of domestic resources and export
growth rather than on foreign financing. Indeed, the possibility of
expanding, or maintaining, imports and investment levels by fresh net
foreign financing, a positive net transfer, is at best remote. On the one
hand, Peru has already used the alternative of obtaining de facto external
financing by suspending payments on the external debt. On the other, the
possibility of sudden external support from creditor governments and
multilateral institutions--that would be feasible on the assumption of
"first best" economic policies--will, in all likelihood, require some sort
of a debt work-out. This, in turn, will mean that part of the new fresh
external resources will have to be used to address Peru's unsettled debt
problem.

4.09 It is, therefore, clear that Peru's growth strategy in the near
future will have to be based on mobilization of domestic savings, export
growth, and increased productive efficiency. The achievement of the two
former objectives unequivocally requires, at least in the short run, lower
consumption and real wages. In turn, the attainment of the latter calls
for the restoration of market signals, the removal of restrictions on
imports, credit, and labor, and the establishment of stable rules of the
game. Specific suggestions in all these areas have been made in
Chapter III of the report. Stabilization of inflation is a necessary
condition for those structural reforms to be effective.

4.10 However, the importance of reaching a settlement on the debt
transcends the pure accounting of debt flows. Seeking negotiated
solutions, through a constructive dialogue with Peru's creditors, would
yield potential benefits for Peru. The severe strains to the Peruvian
economy imposed by the present unilateral approach would become
increasingly evident over time; economic costs would rise steadily given
the intrinsic integration of Peru's economy with the rest of the world and
the strong potential gains from trade, foregone, at least in part, under
the current strategy. In particular, it might prove formidably difficult
to carry out a successful export-oriented growth strategy, for Peru's main
trading partners are also its creditors. Likewise, current international
restrictions on the financing of Peru's foreign trade would become
increasingly binding in the wake of Peru's declining international
reserves. On the other hand, it must be noted that Peru's modern
economy--including the sectors of mining, petroleum and industry--is
strongly dependent on the international economy for technological
innovation, expertise, and foreign investment. Thus, selected projects of
sectoral rehabilitation and/or new investment might be seriously hampered
without external financial and technological partnership. The prospective
exploitation of the recently discovered gas resources in the Camisea region
is a good example at hand. All these are costs inherent to the current
debt strategy that, although difficult to quantify pecuniarily, should be
weighed against the financial benefit that results from simply ignoring the
debt problem.
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4.11 The Debt Problem in Perspective. Peru's foreign debt, now
standing at US$16.4 billion (Table 4-1), is not overwhelmingly high when
compared to other highly indebted Latin American countries. In relative
terms, it totals about half of GDP (at current exchange rate which is
somewhat overvalued) and about 70 percent of GDP (at 1978-based purchasing
parity exchange rate). In per capita terms it is US$827. Hence, Peru's
debt is relatively lowet than those of Chile, Costa Rica, Ecuador and
Mexico (Table 4-2). Likewise, Peru's ratio of accrued interest to exports
(29 percent) is not any higher than comparable ratios for Argentina, Brazil
and Mexico. Nonetheless, Peruvian debt now trades in the secondary market
at only 5 cents on the dollar, far below the rates for other countries'
debt. Even in early July 1985, before the current Government declared the
moratorium, Peruvian debt traded at 45 cents when those of Argentina,
Brazil and Mexico traded at more than 60 cents. Secondary market rates
reflect both a country's ability to pay, and its Government's willingness
to pay as they are perceived by financial markets. In the final analysis,
both willingness and ability to pay are crucially related to the
feasibility of adjusting sufficiently key economic variables (real wages,
exchange rate and public finance) so as to generate a surplus that would
enable the country to service its debt. This feasibility hinges as much
upon social constraints as it does upon economic factors. Peru's social
fabric is among the most fragile and conflictive of Latin America and here
might lay the ultimate raison d'etre of Peru's debt problem and also of the
huge secondary market discounts on Peruvian debt.

Table 4-1: COMPOSITION OF PERU'S FOREIGN DEBT (1987)a/
(US$ Million)

Composition (Percent)

1. Long-Term Debt 12,718 77.7
- Private non-guaranteed 1,391 8.5

- Private and Public Guaranteed 11,327 69.3
- Official Creditors 5,947 36.4

Multilateral 1,900 11.6
(of which) IBRD 1,214 7.1
Bilateral 4,047 24.8

- Private Creditors 5,380 32.9
Suppliers 1,407 8.6
Financial Markets 3,973 42.3

2. IMF 910 5.6

3. Short-Term Debt 2,732 16.7

TOTAL 16,360 100.0

Memo Item:

Total Debt: $16,360 millions, of which $7,059 millions (43Z) are arrears.

a/ Includes arrears of interest and principal as well as imputed interest
on arrears.

Source: World Bank estimates.
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Table 4-2: FOREIGN DEBT INDICATORS OF LATIN AMERICAN COUNTRIES

(1) (2) (8) (4) (5)
Total External External Debt External Debt/GDP Interest Service Secondary Market

COUNTRY Debt (1987) Per Capita (1987) (1966) Ratio (1986)c/ Price-/

(US$ bill ion) (USS thousand) (Percent) (Percent) (Cents on the US$)

Argentina 49.4 1,694 52% 42% 26

Bolivia 4.6 897 91% 19% (paid) 11

Brazil 114.6 827 38% 30% 48

Chile 20.6 1,680 120% 28% 80

Colombia 16.1 620 42% 16% 8e

Cost Rica 4.5 1,730 98% 15% (paid) 11

Ecuador 9.0 938 79% 25% 29

Mexico 105.0 1,309 76% 33% 48

Peru 16.4 827 47%b/ (70)d/ 6% (paid)b/ 6

29% (accrued)b/

Uruguay 3.8 1,287 47% 16% 60

Venezuela 33.9 1,904 67% 20% 63

a/ Bid prices as of August 20, 1988.

b/ Data for Peru is dated 1987.

c/ Interest payments (on medium and long-term debt) divided by exports of goods and services.

d/ Figure in parenthesis correspond to debt to GDP ratio evaluating GDP at 1978-based purchasing

power parity exchange rate.

Source: Columns (1) and (2) from R. Dornbusch (1988) "Mexico: Stabilizat;on, Debt and Growth";

Columns (3) and (4) from "World Development Report' (1988); Column (6) from "LDC Debt

Report' (August 29, 1988).

C. Overall Macroeconomic Strategy

4.12 The economic program discussed in this chapter would have the goal
of cutting the root of the current inflationary trend so as to lay the
grounds for the removal of the distortions that now impede efficient
resource allocation. Conventional wisdom and experience dictate, however,
that stabilization of inflation will have to take the lead over other
structural reforms both in time and intensity. Moreover, until the
hyperinflation menace is eradicated, output expansion and other economic
policy goals will have to be subordinated to the target of reducing
inflation. Nonetheless, care must be taken to achieve a pre-established
inflationi path at the least cost in terms of output and employment. Given
the magnitude and dynamics of the current Peruvian macroeconomic
disequilibria, the only feasible way to escape hyperinflation is a
consistent implementation of a strong stabilization program. This must
comprise tight fiscal and monetary policies, adequate management of key
prices (exchange rate, wages and interest rates), and realignment of all
relative prices. The program can be carried out with or without the
intervention of supportive incomes policy, understanding the latter as de-
indexation of current backward-looking labor contracts and ex-ante nominal
wage restraint for those wages set by the Government. It must be noted
that, in the implementation of the program and, in particular, in the
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beginning, policymakers will be running against the odds of low
credibility. Moreover, this will be more so in the absence of incomes
policy, because, in this case, the economy will continue to be subject to
pervasive inertial inflation and thus rigid inflationary expectation. The
evidence from other countries' experiences indicates that disinflating a
backward-looking indexed economy with fiscal and monetary policies alone
takes longer and entails larger costs, in terms of transitory recession and
unemployment, than when those polices are combined with incomes policy. In
the current Peruvian context, with inflation and nominal aggregate demand
now running at 500-plus percent per annum, the implementation of a
budgetary-monetary program designed with an inflation target of, for
example, 200 percent, without de-indexing wage adjustments to past
inflation, would have the potential to provoke a virtual collapse of
production.

4.13 Therefore, the policy course suggested here is a combination of
strong conventional fiscal-monetary and exchange rate policies together
with incomes policy. The thrust of incomes policy in this context would be
to break the existing backward looking indexation, in particular of wages,
and move into a forward looking indexing rule for wages, public sector
prices and tariffs, and interest rates, where all these prices are
readjusted periodically at short intervals. Fiscal accounts and monetary
ceilings would be calibrated in consistency with the inflation target. Of
course, this approach, if taken at face value, would imply that fighting
inflation is cost free and a rather technical exercise, but clearly it is
not. There remains the fundamental need for uncompromising fiscal and
monetary austerity, scrupulously coherent implementation of the program,
and clear rules of the game. It is only when these conditions are
fulfilled that it becomes feasible to gain the credibility necessary to
bring down people's inflationary expectations to the program's target. If
progress on this front is not achieved, a well conceived and technically
sound program "on paper' would be abandoned, sooner or later, because of
its contractionary effects on output and employment.

4.14 In sum, the ability to influence people's expectations is one key
element that marks the difference between a purely orthodox package and the
one proposed here. Likewise, the use of large-scale de-indexation of
backward looking contracts is another characteristic that, in general, is
not contained in a purely orthodox program but is at the heart of the other
approach. In much the same vein, another crucial difference between both
types of programs is that in a gradualist orthodox adjustment policymakers
can afford small transitory budgetary and monetary deviations without
losing completely the room for maneuver and/or compromising the thrust of
the program. On the contrary, in a program that intends to cut down
inflationary expectations sharply, most odds are against the success of the
program and everything is dependent on the systematic implementation of
promised fiscal and monetary discipline. In a certain way it can be said
that policymakers move in a "knife's edge"; any deviation from preannounced
plans, however small, heads the program to failure.

4.15 Anchors. The previous paragraph brings out the issue of nominal
anchors. The inflation target pursued by the program needs to be anchored
to one or more key nominal variables. Most heterodox programs carried out
in recent years (Mexico, 1987; Israel, 1985; Argentina, 1985) used
money--in the forn of Central Bank's credit ceilings--the exchange rate,
wages, and public sector prices and tariffs as anchors. In the case of
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Peru in 1985, the exchange rate and public sector prices were the anchors,
for wages were significantly increased and emphasis was never put on public
finance. The tentative ideas presented in this chapter suggest anchoring
inflation to money, wages and public sector prices and tariffs, but not to
the exchange rate. The latter is excluded for two reasons. First of all,
in all other similar experiences exchange rate preannouncement has been the
weakest link in the implementation of the programs, even when Central Banks
had at departure a considerable amount of reserves (e.g., the current
Mexican program). Second, Peru's Central Bank does not have enough
reserves to honor a preannounced exchange rate rule. Therefore, the
absence of reserves rules out the exchange rate as an effective anchor and
increases the importance of the monetary and fiscal adjustment as well as
wage restraint.

4.16 The Inflation Target. The policy thrust recommended is to
administer a fiscal-monetary shock strong enough to push inflation down
from a projected 650 percent in 1988 to, for example, 50 percent in 1989.
The economy is now in a divergent hyperinflationary path and would continue
to stay there unless a fiscal shock moves it back into a convergent path.
Incomes policy--in the form of, first, de-indexation and, then, a forward-
looking guideline--would be intended to facilitate this transition. From
that point on, stabilization would be further reinforced through additional
fiscal-monetary adjustments, with or without incomes policy. It could be
argued that establishing a price freeze so as to reach zero inflation could
be more sound theoretically. However, in practice there are two reasons to
rule out that strategy. First, in the last three years the freeze strategy
has been pursued unsuccessfully three times and therefore is totally
discredited. Second, when the three freezes failed, there was a tendency
to maintain public sector prices, the exchange rate, and interest rates
unchanged on the expectation that inflation would come down. This of
course made matters worse. Therefore, the strategy laid out here
consisting of creating automatic mechanisms of indexation of public sector
prices and other variables is oriented to avoid that undesirable outcome.

4.17 The Key Components of the Program. In designing a program that
intends to influence people's expectations, more so than in an exclusively
orthodox program, the adequate sequencing of the different policy measures
acquires singular relevance. In particular, fiscal, revenue-raising
measures, and relative price realignment have to precede financial and
trade liberalization; stabilization has to precede structural reforms.
This is so because structural reforms in the absence of stabilization are
bound to be short lived.15/ The ideas below are intended to throw light
upon the adequate management of fiscal, monetary, and incomes policies on
the basis of other countries' experiences with similar de-indexation
programs. For illustrative purposes and also to link the suggestions with
the numerical macroeconomic exercise presented in this chapter, it is
assumed that the program is enacted starting in January 1989, and prior
measures are taken in October-December 1988 (to be referred to as the
interim period). It is also assumed that the forward indexing rule is only

15/ For example, removal of QRs to imports in the context of expansionary
fiscal policy and exchange rate rigidity leads to abrupt jumps in
imports, quick depletion of reserves, and from this to a return to QRs.
Similarly, liberalization of interest rates prior to adjusting the
fiscal deficit makes the deficit larger before it gets smaller (J curve
pattern), because the public sector is a major net-debtor in the
domestic economy and higher interest rates mean greater debt service.
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- HIGH POLICY SCENARIO -

Table 4-3: ILLUSTRATIVE PATH OF PUBLIC FINANCES (1988-1993)
(Percentages of GDP)

1988 1989 1990 1991 1992 1993

1. Public Sector Revenues 22.0 35.0 38.0 40.4 41.4 42.4
- Tax Revenues 8.0 10.0 12.0 13.4 14.4 15.4
- Enterprise Revenues 13.0 23.0 24.0 25.0 25.0 25.0
- Other 1.0 2.0 2.0 2.0 2.0 2.0

2. Public Sector Expenditures 28.0 32.8 35.5 37.5 38.5 39.1
- Investment 2.0 4.0 5.6 6.5 7.5 7.5
- Current and Other a/ 26.0 28.8 29.9 31.0 31.0 31.6

3. Non-financial Public Sector 6.0 -2.2 -2.5 -2.9 -2.9 -3.3
Deficits (2-1) a/

4. Central Bank Losses 4.0 2.0 1.5 1.5 1.0 1.0
- Exchange Losses 3.0 0.0 0.0 0.0 0.0 0.0
- Financial Losses 1.0 2.0 1.5 1.5 1.0 1.0

5. Overall Deficit (3+4) a/ 10.0 -0.2 -1.0 -1.4 -1.9 -2.3

6. Central Bank Credit to 1.0 0.8 0.8 0.8 1.0 1.0
Development Banks

7. Public Sector Borrowing 11.0 0.6 -0.2 -0.6 -0.9 -1.3
Requirements (PSBR1) (5+6) a/

8. Interest on Foreign Debt 3.1 4.3 4.6 4.5 4.4 4.3

9. Public Sector Borrowing 14.1 4.9 4.4 3.9 3.5 3.0
Requirements (PSBR2) (7+8)

10. Financing of PSBR2 14.1 4.9 4.4 3.9 3.5 3.0
- External 3.4 5.0 5.3 4.5 3.9 3.1
- Central Bank 10.7 -0.1 -0.9 -0.6 -0.4 -0.1

Memorandum Item

11. Nominal GDP 3.3 9.6 13.6 17.6 20.9 23.9
(Thousand billion Intis)

a/ Excludes all interest on foreign debt. This variable is accounted for
separately in Item 8.
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- HIGH POUCY SCENARIO -

Table 4-4: KEY VARIABLES AND PARAMETERS OF FINANCIAL PROGRAiING EXERCISE
(1967-1998)

VARIABLES 1987 1988 1989 1990 1991 1992 1993

Central Bank Financing of 9.8 10.7 -0.1 -0.9 -0.6 -0.4 -0.1
Public Sector Deficit (% GDP)

Central Bank Domestic Credit 88 414 404 282 177 94 70

Coiling (Stocks as of Dec. 31)

(Intis thousand million)

Increase of Central Bank
International Reserves

- Nominal (USS million) -916 -430 260 310 205 160 166
- Percent of GDP -2.6 -1.3 0.9 1.1 0.7 0.4 0.4

Increase in Monetary Base (% GDP) 7.2 9.4 0.8 0.2 0.1 0.0 0.3

(Seigniorage from inflation)'/

Real Money Supply 100 66 43 44 61 69 s8

(end of period) (1987=100)

Broad Money Supply 113 324 14 33 38 27 27

(Nominal growth rate)

Inflation rate
- December/December 115 664 50 30 20 10 10
- Average/Average 86 385 189 38 24 14 10

Nominal GDP growth rate 97% 342% 187% 42% 29% 19% 14%

Exchange Rate (Intis per US$) 22 100 357 495 680 627 650

(Periods average)

PARAMETERS 1987 1988 1989 1990 1991 1992 1993

Income Velocity of Broad Money b/c/
- Level 7.3 12.3 16.0 16.0 14.4 13.0 11.7
- Annual Growth Rate 8.6 69.0 30.0 0.0 -10.0 -10.0 -10.0

Reserve to Deposits 0.43 0.40 0.45 0.30 0.15 0.09 0.08

Ratio of Commercial Banks

Currency to Deposits ratio 0.40 0.48 0.46 0.40 0.35 0.30 0.30

Broad Money Supply Multiplier 1.69 1.70 1.60 2.00 2.70 3.30 3.60

a/ Here seigniorage is defined as the increase in the Central Bank's monetary base as a
proportion of nominal GDP. This definition differs from the inflation tax concept

used in Annex 2.
b/ Calculated as the ratio of real GDP to real Broad Money Supply as of December or else

nominal GDP (evaluated at December prices) over nominal Broad Money (as of December).
c / The path of velocity growth is an assumption based on other experiences with similar

inflation reducing programs.
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used during 1989 to help escape hyperinflation, from 1990 onwards the
policy thrust would be conventional orthodox policy. The main ideas and
suggestions are presented in the following paragraphs.

4.18 On the budgetary front, it would be necessary to attack the root
of the current fiscal-monetary imbalance, providing an early signal to
economic agents of the Government commitment to fiscal discipline. To this
end, revenue-raising measures and reduction in subsidies could be taken
prior to any other action, for example in October-December 1988. In the
financial programming exercise, presented below, it is estimated that to
reach an inflation of 50 percent in 1989, it would be necessary to cut
Public Sector Borrowing Requirements (PSBR2),16/ including all interest on
the foreign debt, from 14.1 percent of GDP in 1988 to 4.9 percent in 1989
(Table 4-3). Drawing on the analysis sketched in the previous chapter
(Section III-A) possible measures to be taken for fiscal year 1989 would be
the following. The most clear-cut is the full unification of exchange
rates, that would automatically eliminate foreign exchange losses. Other
measures could comprise, inter-alia: (i) adjustment to prices and tariffs
to reach, for example, real prices prevailing in July 1985 on average
(together with the introduction of monthly or weekly indexation to
inflation, after the adjustment); (ii) reduction of tax and tariff
exonerations; (iii) reduction of collection lags of taxes, setting
penalties for delayed payments, and full indexing to inflation of monthly
prepayments of all direct taxes; (iv) increase in the value added tax rate;
(v) reduction of financial subsidies by rationalizing the interest rate
structure of development banks; (vi) establishment of a budgetary ceiling
for all subsidies; (vii) reduction of the flow of credit from Central Banks
to development banks; and (viii) reduction in real wages of civil servants.
In subsequent years, a comprehensive tax reform, as suggested in paragraph
3.17, would be required. In addition, the structural problems of
overemployment in the Central Government and overdimension of the state
enterprise sector would need to be confronted. The composition of
expenditures and the structure of the budget appear in Table 4-3. In
particular, Central Bank financing of the deficit would decline from the
10.7 percent of GDP in 1988 to -0.1 percent in 1989.

4.19 In turn, on the financial and monetary front, the idea would be to
establish domestic credit ceilings in the Central Bank consistent with the
fiscal targets (as indicated in Table 4-4). Additional help in controlling
nominal aggregate demand could come from a tightening up of monetary
policy. (In the exercise it was assumed that the Commercial Bank's legal
reserves to deposit ratio is raised from 40 percent in 1988 to 45 percent
in 1989. Interest rates are dealt with below).

4.20 As far as the management of the key prices (wages, interest rates
and exchange rate), it is necessary to differentiate between the periods
immediately before and after the phasing in of the new indexation rule.
Regarding wages, two problems have to be handled within the period before:
the first is the existence of backward looking indexation, and, the second,
is the existence of staggered (overlapping) wage settlements. These two
mechanisms are two major channels of reproduction of inflation. Therefore,
negotiating with labor: first, abolition of current backward-looking

16/ Two definitions of PSBR are utilized for convenience: PSBR1 (excludes
all interest on foreign debt); PSBR2 (includes all interest on foreign
debt).
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indexation and a resettlement of wages (the so-called desagio) at viable
levels (significantly lower than those artificially high prevailing in
1986-87, since as explained above a real wage cut is required and this real
wage cut has to be accepted and planned ex-ante to make feasible the down
trend of inflation); and second, synchronization of all wage settlements in
the future. These two elements are sine-qua-non conditions for scaling
down inflation to the new plateau targetted. However, initially, during
the interim period (at the time the revenue raising measures are effected)
a temporary nominal wage freeze might be required to avoid second round
effects from prices to wages and vice versa. After that nominal wages
would be indexed monthly, in line with the "inflation guideline" to be
issued by the Government. The "inflation guideline" would consist of a
projection of inflation for each month set forth by the Government at the
end of the previous month. If actual inflation turns out to be higher than
the guideline, workers would be given a one-shot compensation for the
difference at the end of the month. In turn, if actual inflation turns out
to be lower, the excess would be deducted from the wage settlement for the
next month.

4.21 Interest rates are a central variable for the success of the
program. On the one hand, financial intermediation needs to be restored so
as to reinforce the deceleration of growth in nominal aggregate demand that
results from the reduction of the budget deficit. In monetary terms,
attractive real interest rates to deposits would help contain the growth in
the income velocity of money. On the other hand, interest rates of loans
by development banks are a crucial variable to reduce the Central Bank's
financial losses. It is clear that at present the only credible approach
to guarantee depositors a positive return would be indexing the principal
of loans and deposits to inflation and setting real premia. However, the
issue is whether to do it before the start of the program or after. One
problem of doing it before is that inflation would be running at rates much
higher than the inflation targetted by the program. Therefore, indexing
interest before could have destabilizing effects on the deficit (because at
present the public sector is the debtor of about half of all internal
liabilities of the financial system) and on expectations. A solution could
be maintaining nominal rates at levels consistent with the inflation rate
targetted by the program for the period before and moving into indexing to
actual inflation (not the inflation guideline) plus real premia, once the
program starts. Consideration should be given to allowing market forces to
determine real premia (real interest rates). Liberalization of rates will
be critical in the early stages of stabilization, because credibility will
be low and real returns on Inti deposits will have to be very high to
induce agents to shift their portfolios away from dollars and into Intis.

4.22 As far as the exchange rate is concerned, the strategy would be to
unify multiple rates before the onset of the program. In addition, a
float--maintaining current capital controls--during the interim period
(November-December 1988), might help to establish the equilibrium exchange
rate.17/ During the program, the two options would be either to continue
with the aloat (auction) for current account and authorized capital
transactions or else to run a non pre-announced crawling peg for those
transactions; in addition, a tolerated black market would continue to
coexist along with either of the two options. In the second option

17/ The float could be in the modality of an "auction" managed within the
so-called Mesa de Negociacion, currently operated by the Central Bank
(Annex 6).
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(crawling peg), the tentative target would be to adjust the nominal rate in
line with the differential between domestic inflation and international
inflation; nonetheless non pre-announcement would allow the authorities to
adjust the nominal rate to terms of trade and external financing shocks.
In any event, exchange rate adjustments should be sufficient enough to
reach pre-established international reserve targets. However, the float
would, in all certainty, provide a less discretionary and more transparent
mechanism.

4.23 As regards public sector prces and tariffs, a drastic adjustment
would be effected, in the interim period, so as to make up for accumulated
lags and with a view to reaching targetted real prices. Although the one-
shot adjustment required for each price and tariff depends on the relevant
opportunity costs (border price or long-run marginal cost), as suggested in
paragraphs 3.31-3.33, on the aggregate the target would be to reach an
average real price similar to that of July 1985, consistent with raising
state enterprise revenues from an estimated 13 percent of GDP in 1988 to a
target of 23 percent in 1989. During the program, prices and tariffs would
be adjusted monthly along with the "inflation guideline." Again here
forecast errors in a given month would be compensated for with additional
adjustment in the subsequent month. Further one-shot realignments of
prices and tariffs could be effected in subsequent years, to the extent
that any lags remain.

4.24 An important element for the success of the program is the
management of price controls. In the interim period, it would be advisable
to liberalize as many prices as possible. So that all price pressures now
repressed are relieved and relative prices approach their parity levels.
This measure would have the effect of drying-up, in one shot, people's
excess liquidity, thereby ensuring that the program is not started with
either latent excess demand in the goods market or stock disequilibrium in
the liquid assets market. Thus, all prices, including the exchange rate
and prices and tariffs, would be able to find their new parities at the
same time. During 1989, price increases would follow the "indicative
inflation guideline." This would imply a phasing out of the two rigid
price administrative categories, "controlled' and "special regime", and the
generalized prevalence of the "regulated" and 'supervised' categories.
However, compliance with the indicative inflation guideline should be based
on persuasion rather than enforcement. After 1989, price controls could be
eliminated altogether, perhaps with the exception of a few sensitive
foodstuffs.

4.25 The Macroeconomic Scenario. The results of a financial
programming exercise conducted to ascertain the fiscal and monetary policy
consistent with an inflation target of 50 percent in 1989 are presented in
Tables 4-3 and 4-4. For the rest of the period, inflation is targetted to
decline progressively to 20 percent in 1991 and to 10 percent by 1993; the
corresponding financial programs are also presented in those tables. As
mentioned before the idea would be to use the inflation guideline policy
during 1989 to help move the economy away from hyperinflation, but to
continue with conventional fiscal-monetary policy in subsequent years. The
exercise presented in Table 4-4 is very sensitive to assumptions on a few
parameters. First, the coefficient of financial intermediation to GDP (or,
its inverse, the income velocity of broad money). Second, the ratio of
currency to deposits. And third, the reserve requirements ratio. The
evidence regarding the first coefficient is that it rises (falls) with
inflation, but the time frame of causality is imprecise. It was assumed
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for 1989 that the income velocity of money would still rise by 30 percent

despite the drastic drop in inflation. The grounds for such an assumption
are threefold: first, it is not clear when, and by how much, inflationary
expectations would fall; second, in high inflation processes, people get
familiarized with informal financial assets that protect them against
inflation, and when inflation comes down, they continue to use those

assets; and third, it is always better to subject the financial program to

a marginally exigent test and if events turn out to be better than planned

policymakers gain additional room for maneuver. After 1989, velocity is
assumed to stabilize in 1990 and then decline by 10 percent per annum as
the economy remonetizes along with lower inflation. As for the currency to

deposits ratio, the assumption is that it stabilizes in 1980-90 and then

drops to previous trend levels. With regard to the reserve requirement

ratio, the main tool of monetary policy in developing countries, the
assumption is that it tightens up in 1989, from 0.4 to 0.45, and then

loosens up as inflation recedes, to 0.3 in 1990 and 0.06 in 1993, so as to

allow for a higher share of credit to the private sector (the crowding-in

process), and also to feed the remonetization process.

4.26 The assumed fiscal adjustment effort in 1989 is basically an
increase in public revenues by 13 percent of GDP, together with the
elimination of foreign exchange losses (3 percent of GDP) (Table 4-3).

Budget cuts in other items (financing to development banks, wages, etc.)
are of a lower order of magnitude, but still important. The public sector
deficit (PSBR2)--including all external interest--would decline from 14.1
in 1988 to 4.9 percent in 1989. Similarly, PSBRl--excluding all external
interest--would decline from 11 to 0.6 percent. In subsequent years, the
burden of adjustment continues to fall primarily on public revenues
(particularly tax revenues) and is more gradual. Public sector revenues
increase by about 1 to 3 percent of GDP per annum and PSBR2 decline
steadily from 4.9 percent of GDP in 1989 to 3 percent in 1993. In the
budget, all interest on foreign debt was included as a separate line item
(Item 8 of Table 4-3); in turn, the foreign financing item can be
interpreted as either fresh money requirements, if the debt is rescheduled,
or a combination of automatic partial capitalization of interest and fresh
money inflows, if agreement with creditors on a profile of interest
capitalization is reached. The fiscal effort to service the public foreign
debt (the difference between interest accrued and net foreign financing) is
assumed to increase from -0.7 percent of GDP in 1989 to 0 in 1991 and to
1.2 in 1993. Thus, in 1993, about 28 percent of the interest on the public
debt would be financed through fiscal effort. However, for the economy as
a whole the effort to service the foreign debt will be stronger because, as
is explained later, it is assumed that starting in 1989 Peru resumes full
servicing of interest on short-term external credit lines.

4.27 The tentative PSBR targets, as well as the ceilings on Central
Bank's domestic credit (the latter in nominal terms) are specified in
Tables 4-3 and 4-4. As mentioned before, the latter variable is a key
anchor to reach the inflation targets. If in 1989, actual inflation
deviates consistently from the inflation guideline, it would be advisable
to either raise more public revenues, or increase the legal reserve ratio,
or reduce public sector expenditures and subsidies, or else a combination
of the three. By contrast, it would be self-defeating to relax the Central
Bank credit ceiling, for this would be viewed as a tacit abandonment of the
program. The exchange rate has been projected at purchasing parity after a
15 percent real depreciation in 1989; however, this working assumption is
subject to the qualifications made above.
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- HIGH POLICY SCENARIO -

TABLE 4-C: ILUISTRATIVE PATH OF THE ECONOMY (19N-198)
(Percent Unless Otherwis Stated)

VARIABLE 1967 19" 1969 1990 1l 1m 1998

CDP Real Growth 0.9 -6.0 -1.0 2.5 3.6 4.0 4.0

Inflation Rate (Dec/Dec) liS 654 sO 30 20 10 10

Exchange Rate - Nominal 39 272 442 542 614 637 661

(Intis per USM) - Real a/ 100 100 85 85 85 85 86

(end of period)

Exports Real Growth 2.6 -13.2 11.3 6.1 6.1 6.6 6.2

Imports Real Growth 3.8 -18.8 -1.6 2.8 4.2 3.8 2.5

Resourco Balance (Surplus) b/ -1.7 -0.7 -0.2 -0.1 -0.0 0.3 0.8
(X of GDP)

Current Account (Deficit) c/ 4.9 3.9 4.8 5.0 4.6 4.2 3.4

(X of GDP)

Debt Service Ratio
Accrued d/ S0 82 3e 35 34 32 30

Paid 13 10 38 3s 34 32 30

Net International Resorves 43 -387 -137 173 378 528 693

(USt million)

External Debt/GDP 47W 52% 70X 71% 69% 86% 63x

Consumption Per Capita 3.2 -2.2 -9.1 -2.4 0.3 0.1 0.4

(real growth)

Real Wage Growth 8.8 -6.0 -10.0 0.0 1.0 2.0 2.5

Real Gross Inveatment (1987=100) 100 75 6e 71 74 79 83

Real Marginal Savings Ratio 38s 106W -408% 95% 40% 51% 47%

Real Domestic Savings/GDP 26% 22% 26% 28% 28% 29% 30%

Torms of Trade (1986=100) 98 104 95 92 91 91 91

!/ Decrease means real depreciation.
b/ This is the balance of goods and non-financial services (that is, the non-interest current

account).
c/ Includes both accrued unpaid interest and imputed interest on outstanding external arrears.
d/ It results from the hypothetical assumption, made in the exercise for illustrative purposes,

that the total stock of debt and external arrears outstanding as of December 19898 is rescheduled
at LIBOR to 20 years maturity and 10 years grace period. Likowise, fresh money requirements for
1989-93 (gap of unidentified sources) are granted at similar money terms.
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D. Illustrative Evolution of the Economy under Stabilization
and Structural Adjustment

4.28 The purpose of this section is to illustrate the possible course
of the economy under stabilization and structural adjustment. The latter
process is defined here as the full implementation of the structural
reforms presented in Chapter III. An additional objective of the scenario
analyzed is to explore the conditions under which the Peruvian economy
could resume positive growth in per capita consumption (after an initial
phase of stabilization) while at the same time restore gradually external
creditworthiness. As indicated elsewhere, stabilization requires
reductions in both the rate of growth of nominal aggregate demand and the
level of real aggregate demand; the former to fight inflation and the
latter to restore external balance. Any reduction in real aggregate demand
can be, and should be, attenuated by expenditure-switching policies to
improve the external balance. It was also indicated that these policy
actions will inevitably imply, at least in the short run, slow growth (or
recession) and lower real wages and consumption per capita. It was also
explained, in Section B of this Chapter, that the growth strategy will have
to be one of mobilization of domestic savings, export growth, and efficient
import substitution.

4.29 Assumptions. Several assumptions are required to perform the
illustrative projections of the key variables. First, as far as the
external debt is concerned, it is assumed that the total stock debt and
arrears outstanding as of December 1988 is rescheduled at LIBOR, 20 years
maturity and with 10-year grace period. (This is not a policy proposal,
for the debt owed to the World Bank and IMF cannot be rescheduled, but
rather an illustrative assumption made to test the viability of a
conventional debt work-out.) Likewise, it is assumed that fresh money
requirements for each year during 1989-93 (unidentified financing gap) are
also granted at similar money terms. It must be noted that, in order to
simplify the exercise, possible debt-reducing schemes are not explicitly
considered. Second, it is assumed that the structural reforms to be
implemented would result in an increase in productive efficiency, as gauged
by a decline in the ICOR from a historical average of 7.5, in the period
1970-87, to 6.1 in the positive growth years of 1990-93; that is, a 19
percent improvement in the ICOR. Finally, it was assumed that the terms of
trade would worsen slightly, falling from an index number of 109 in 1988,
to 95 in 1989, and then to 91 the rest of the period. The projected
average prices of the main traditional exports are shown in Table 4-9
(below).

4.30 Sources of Growth. On the basis of preliminary information for
January-August 1988, GDP is expected to plunge by 5 percent and real
investment by 25 percent in 1988 compared to 1987 (Table 4-5). Similarly,
imports are expected to drop by 19 percent in real terms and exports by 13
percent, as a result of lack of foreign exchange the former, and of a
distorted incentive structure the latter. With the introduction of the
stabilization measures and structural reforms starting in late 1988, three
major sources of growth would likely emerge: domestically-based
investment, direct foreign investment, and export growth. Regarding the
first, the combination of positive interest rates, lower real wages and
reduced public sector deficit would increase the availability of savings.
In particular, domestic savings would rise from a low of 22 percent of GDP
in 1988 to 26.5 percent in 1989 and then gradually to 30 percent in 1993
(Table 4-5). In parallel, the removal of restrictions to credit



- 114 -

allocation, together with a rationalization of interest rate subsidies
granted by development banks, would translate into a more efficient
portfolio of projects and working capital financing. This would be
reinforced by an increasing use by the private sector of available financed
resources (crowding-in) that would result from the drastic scaling down of
the fiscal deficit. In fact, the scenario presented in Table 4-4 envisions
a progressive amortization of the Government's domestic debt with the
Central Bank.

4.31 As for foreign investment, it could expand on three counts.
First, the more liberal legislation for foreign exploitation of
hydrocarbons, enacted in 1987, together with the recent discovery of huge
gas resources in the Camisea region offer significant potential for foreign
investment in this sector. Second, the search for negotiated solutions to
the debt problem would open the door for debt-to-equity swaps. Third, the
possible establishment of tax-free in-bond areas would offer additional
profitable opportunities. It can be seen, in Table 4-8 that foreign
investment is assumed to increase from the low US$50 million in 1988 to an
annual average of US$250 million in 1989-93, which is more in line with
past trends. Total investment in real terms is projected to recover
steadily from the low 1988 level to a level similar to that of 1985-86
(Table 4-5). However, unlike in those years, now the distributioni would be
relatively more in plant, equipment and infrastructure and less in
construction.

4.32 Exports would provide the demand-pull force to GDP growth.
Regarding non-traditional exports (manufactures) the scope is considerable.
On the one hand, they have dropped by a cumulative 31 percent in real terms
between 1985 and 1988 largely due to booming domestic absorption. With the
drop in domestic real aggregate demand brought about by stabilization,
industrial plant capacity of producers, that were already exporters in
1985, could be reoriented again to the foreign market. More importantly,
the structural reforms in the areas of unification of exchange rates,
flexible exchange rate policy, gradual phasing-out of QRs and tariff
reform, rationalization of export incentives, and unrestricted lay-off
procedures for export firms would contribute to significantly reduce the
current anti-export bias, thereby providing a great spur for export growth.
Also, the expansion of the existing scheme of payment in-kind for debt
service could result in an additional pull for manufacturing exports. This
scheme was put forward by the Government in 1987 and successful bilateral
agreements have been reached so far with two commercial banks and four
socialist countries.18/ All in all, non-traditional exports can be
projected to grow at an average rate of 15 percent per annum (Table 4-9).
As far as traditional exports are concerned, they have also declined by
cumulative 22 percent in 1985-88 in the wake of a adverse incentive
structure, high taxes and unfavorable exchange rates. With the policy
reforms pointed out above, it would not be unplausible a real growth of
5 percent on average per annum. As a result, total exports could grow at
an average rate of 7 percent per annum (Tables 4-5 and 4-9).

18/ In these agreements, creditors assume the duty and the cost of selling
abroad Peruvian products--out of a restricted list defined by the
Peruvian Government with a view to minimizing crowding-out of
exports--for a value of, for example, US$3 of which US$2 are paid back
to the Government and the remainder is kept by the creditor as payment
of debt service.
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4.33 GDP Growth. After a deep recession in 1988-89, GDP could resume
growth in 1990, initially at a rate of 2.5 percent and later to reach a
rate of 4 percent in 1992-93. Although, it is difficult to envision the
prospective sectoral composition of GDP, it can be said that with the
opening up of the economy the current inward-looking sectors of inefficient
import substitution would shrink for the benefit of more efficient export-
oriented and import substitution sectors. Agriculture, particularly export
crops, could also expand in the wake of improved exchange rate and pro-
tec:tive structures. The transition from the current industrial structure
to the new one would probably give rise to transitory unemployment. This,
however, might be minimized if current restrictions on labor legislation
are reduced and real wages are allowed to fall to sustainable levels in
1989. Real wages could start rising again, at the pace of productivity
growth, in 1991. In turn, consumption per-capita could also resume
positive growth in 1991.

4.34 After an initial sharp contraction in 1988-89 (by a cumulative 20
percernt), imports could grow at roughly the same pace as GDP during
1990-93. Thus, import growth would be sufficient to sustain the production
of firms dependent on foreign inputs, while at the same time allow for
increasing imports of consumer and capital goods in the face of the trade
liberalization process.

4.35 Evaluation of a Hypothetical Conventional Debt Work-Out. A
crucial issue is the evolution of Peru's creditworthiness under this
scenario. The underlying current account and capital account projections
are presented in Tables 4-7 and 4-8 respectively. In turn, the main
creditworthiness ratios are shown in Table 4-6. It can be seen in the
latter table that the foreign debt as a proportion of both GDP and exports
would decline moderately but steadily after 1990. Similarly, the interest
service-to-exports ratio would drop from 36 percent in 1989 to 30 percent
in 1993. A particularly relevant indicator is the implicit capitalization
of interest ratio that measures the proportion of accrued interest that
would have to be financed by either fresh money or interest capitalization,
in an hypothetical debt work-out. Over time, this ratio represents the
interest capitalization profile; under the assumed illustrative scenario,
it declines from 99 percent in 1989-90, to 77 percent in 1992 and then to
64 percent in 1993. These ratios of interest capitalization for the whole
economy are lower than the corresponding ratios for public external debt;
the difference arises from the assumption that Peru would resume full
servicing of interest on short-term trade credit lines (in most of which
the borrower is the Central Bank or commercial banks and therefore interest
on these lines is not accounted for in the public sector's budget). To the
extent that any debt work-out would involve some degree of debt relief, the
improvement of the creditworthiness indicators--and the country's
creditworthiness--would be accentuated.
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Table 4-6: EVOLUTION OF CREDITWORTHINESS IN HYPOTHETICAL DEBT WORK-OUT

1989 1990 1991 1992 1993

Indicators of Creditworthiness
1. External Debt

(US$ millions) 18,863 20,319 21,681 22,978 24,108

2. External Debt/GDP 70% 74Z 72% 69% 66Z

3. External Debt/Exports 493% 485Z 464Z 440Z 412%

4. Interest Service/Exports 36% 35% 34Z 32% 30%

5. Interest Accrued
(US$ millions) 1,364 1,469 1,575 1,675 1,766

6. Fresh Money Requirements
(US$ millions) 1,355 1,457 1,361 1,297 1,130

7. Capitalization of
Interest Ratio 99X 99% 86% 77Z 64%

Indicators of Intensity of Adjustment

8. Real per Capita Consumption
Growth -9.1% -2.4% 0.3% 0.1% 0.4%

9. Marginal Savings Ratio -408% 95% 40% 512 47%

10. BOP Resource Balance/GDP
(Surplus) -0.2% -0.1% 0.0% 0.3% 0.8%

Source: World Bank calculations.

4.36 Experience from other countries' work-outs suggests that the
projected implicit capitalization ratios are so high as to render a
conventional debt work-out based on new money requests improbable. This is
complicated further by the fact that the viability of the scenario depends
critically on the consistent implementation of a very comprehensive set of
far-reaching economic policies. For these reasons, it might be possible
that creditors would (i) view ex-ante the scenario as improbable; and (ii)
not reach the consensus to, first, reschedule the debt and, then, provide
the required new money packages every year. On the other hand, demands
from creditors for any immediate, non-token, restoration of commercial bank
or Paris Club debt servicing might undermine the domestic political
consensus necessary to implement the economic program. A solution could be
an agreement with creditors on a profile of partial capitalization of
interest as the first step to later reach a formal renegotiated debt work-
out. The desirable avenue to follow in the pursuit of the latter is
probably the so-called menu approach that would include: (i) conventional
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rescheduling for some parts of the debt; (ii) partial automatic
capitalization of interest; and (iii) voluntary, market-oriented debt-
relief mechanisms (e.g., buy-backs, debt-defeasance, debt-to-equity swaps,
etc.). However, without significant debt relief, involving some of these
departures, a consistent and sustainable economic work-out will be
unlikely.

- HIGH POLICY SCENARIO -

Table 4-7: EVOLUTION OF THE CURRENT ACCOINT OF THE BOP (1988-1991)
(US M illions)

1988 1989 1990 1991 1992 1998

Resource Balance -239 -47 -35 6 86 278

- Exports of Goods A Non-Factor

Services 3,478 3,829 4,191 4,876 5,219 6,868

(Volume Growth) (-13.2) (11.3) (6 1) (8 1) (5. 6) (.2)

- Imports of Goods A Non-Factor

Services 3,717 3,878 4,228 4,670 5.134 5,580

(Volume growth) (-18.6) (-1.6) (2.8) (4.2) (3.8) (2.5)

Net Factor Payments 1,178 1,371 1,454 1,540 1,626 1,703

(of which)

Accrued Interest Payments 1,248 1,384 1,489 1,575 1,875 1,766

- Private A Short Term 100 202 202 202 202 202

- Public Medium or Long Term 1,148 1,162 a/ 1,268 a/ 1,373 a/ 1,473 a/ 1,584 a/

(of which)

Paid 124 1,162 1,268 1,373 1,473 1,564

As Arrears 424 - - - - -

Imputed on Arrears 800 - - - -

Net Transfers 107 113 118 128 134 180

Current Account Deficit 1,310 1,305 1,372 1,406 1,407 1,285

a/ It was made the hypothetical assumption, for illustrative purposes, that all debt and arrears

outstanding as of December 1988 are rescheduled at LIBOR to 20 years maturity and 10 years grace

period. Fresh money requirements for each year are assumed at the same terms and conditions.

4.37 The Speed and Intensity of Adjustment. As shown in Table 4-6, the

adjustment on the external front is gradual. In particular, the External
Resource Balance (Non-Interest Current Account) goes from a deficit of 0.7
percent of GDP in 1988, to a deficit of 0.2 percent in 1989, and from there
steadily to a surplus of 0.8 percent in 1993. Nonetheless, the sharp drop in
consumption per capita in 1989-90 and, relatedly, the high marginal savings
ratios in the same period indicate the importance of debt relief to render
socially viable the implementation of the policy reforms.
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- HIGH POLICY SCENARIO -

Table 4-8: ILLUSTRATIVE HYPOTHETICAL DEBT WORK-OUT (1988-1998)
(USS Millions)

1988 1989 1990 1991 1m 1993

Current Account Balance (1,310) (1,306) (1,372) (1,406) (1,407) (1,266)

Net Direct Investment 50 200 226 260 280 300

Net Capital Flows (MLT) a/ (1,337) 1,366 1,457 1,381 1,297 1,130

- Disbursements 248 - - - - -

- Amortization 1,585 - - - - -

(of which) as arrears 1,481 - - - -

- Net Financing Gap b/ - 1,365 1,457 1,361 1,297 1,130

(unidentified)

Financing via Arrears 2,485 - - - - -

Short-Term Capital and E&O (318) - - - - -

Change in Reserves

(-=increase) 430 (250) (310) (205) (150) (166)

Memorandum Items

1. Net Financing Gap - 1,355 1,467 1,381 1,297 1,130

2. Interest Payments - 1,364 1,469 1,575 1,676 1,766

3. Capitalization of
Interest Ratio (1/2) - 99% 99% 8s% 77% 84%

a/ For illustrative purposes, it was made the hypothetical assumption that the total stock of
debt and external arrears outstanding as of December 1988 is rescheduled at LIBOR to 20
years maturity and 10 years grace period.

b/ Fresh money requirements assumed at LIBOR to 20 years maturity and 10 years grace period.
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Table 4-9: ASSUWTIONS OF REAL EXPORT AND IMPORT GROWTH
AND COWUOOITY PRICES (1989-98)

Real Growth (1989-93) Average
(Average rate per annum) Price

Item in percentage Item (1989-98) Unit

1. Traditional Exports 5.1 Copper 0.67 (USS/pound)

- Copper 4.0

- Other 6.6 Silver 7.3 (USS/TOZ)

2. Non-Traditional Exports 14.8 Lead 1.63 (USS/Kgr)

3. Services 3.6 Zinc 0.75 (USS/Kgr)

TOTAL EXPORTS 7.1 Fishmeal 493.1 (US$/MT)

4. Imports of Goods 3.3 Coffee 123.3 (USS/qq)

5. Imports of Services -0.2 Crude Oil 14.9 (USS/bbl)

TOTAL IPORTS 2.8
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ADDENDUM

AN UPDATE ON RECENT DEVELOPMENTS

The Dynamics of the Peruvian Hyperinflation

1. This report was finalized prior to September 1988. Since then the
macroeconomic situation of Peru has deteriorated markedly, even beyond the
path portrayed by the low-policy scenario presented in Chapter II. The
illustrative projections in that scenario (done in July 1988) were based on
assumptions regarding the adoption of a set of partial and gradual
corrective measures insufficient to stop the sources and the dynamics of
the then emerging explosive inflationary path.l/ Under these assumptions,
it was projected that the Peruvian economy would fall into a full-blown
hyperinflation similar to that undergone by Bolivia during 1984-85. At the
tinme of the projections, cumulative inflation for the twelve-month period
ending Jtne 1988 had been 230 percent. This report projected that
inflation would escalate to 650 percent in the twelve-month period ending
December 1988 and, from there, it would explode to reach over 10,000
percent in 1991. Policy-making during the period since June 1988 has been
roughly similar to the assumptions made in Chapter II of the report.
However, developments in recent months have proven that the transition to
hyperinflation has been faster and stronger than it was portrayed in the
illustrative scenario. Thus, at the time of this writing (November 1988),
the revised projection for 1988 inflation is no less than 2,000 percent.
It had already been noted in paragraph 2.10 (page 30) that the illustrative
scenario "may understate the speed with which hyperinflation might
develop," and indeed this has been the case.

2. Insight on the speed and intensity of the Peruvian hyperinflation
can be gained from comparing the monthly evolution of the two central
variables (inflation and real money balances) in the first half of the
Bolivian hyperinflation and in the current Peruvian process. A conceptual
question concerns the threshold rate of inflation that triggers
hyperinflation. Technically, this rate is that which maximizes
Government's real revenues from inflation. This rate varies from one
country to another and for different periods within the same country
depending on the sensitivity to inflation of the demand for money. In
Annex 1 of this report, it was estimated that for the Peruvian economy
today the threshold rate is about 510 percent per annum or about 15 percent
per month.2/ Therefore, a sustained rate beyond that level for several

1/ The policy assumptions, made in that scenario, are detailed in
paragraph 2.07 (pages 28-29), and the illustrative projections are
discussed in paragraphs 2.08 to 2.16 (pages 30-37)

2/ The Cagan-Sargent rule of thumb is 40 percent per month. See Cagan,
Phillip. (1956), "The Monetary Dynamics of Hyperinflation" in Milton
Friedman, editor, Studies in the Quantity Theory of Money, (Chicago
University Press), pages 25-117. In turn, Rodriquez calculates a rate
of 31 percent for Argentina in 1985 (page 248 of the book Inflacion y
Estabilizacion edited by Bruno, Di Tella, Dornbusch and Fischer, El
Trimestre Economico, Mexico 1988).
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months leads to hyperinflation in the absence of timely corrective
intervention. Thus, it can be argued that the Peruvian economy was at the
"knife's edge' of hyperinflation in the first half of 1988 and, in all
certainty, entered a full-blown hyperinflation in the second half of 1988.

Table A-1: A COMPARISON BETWEEN THE TIMING OF THE PERUVIAN AND BOLIVIAN
HYPERINFLATIONS

Bolivia 1984 Peru 1988
Monthly Cumulative Real Monthly Cumulative Real

Period Inflation Inflation M2 Inflation Inflation M2

1st Qtr. 1 8.8Za/ 67.7% 10 0b/ 15.8Z(*)a/ 54.6% l00b/

April 63.OZ(*) 173.3% 71 17.9Z 82.3Z 88

May 47.0% 301.7% 55 8.5Z 97.8% 89

June 4.1% 318.2% 69 8.8% 115.2% 84

July 5.2% 340.0% 89 30.9%(*) 181.7% 76

August 15.0% 406.0X 100 21.7Z 242.8Z 73

September 37.3% 594.7% 90 114.lZ(*) 633.9Z 42

October 59.1l(*) 1,005.2% 71 41.0% 934.8% 36

November 31.6% 1,354.5% 66 25.0%(*) 1,193.6% 3 0c,

a/ Average monthly inflation of the quarter.
b/ Average stock of real money (M2) of the three months of the quarter (index

number).
c/ Preliminary estimate.
* Months signalled with an asterisk indicate unsuccessful stabilization

attempts.

Source: Bolivian data is from Morales, Juan A. (1987), "La Inflacion y
Estabilizacion en Bolivia" in the book Inflacion y Estabilizacion
edited by Bruno, Di Tella, Dornbusch and Fischer, El Trimestre
Economico, Mexico 1988. Peruvian data from Central Reserve Bank of
Peru.

3. Two conclusions can be drawn from Table A-1. First, the process
of shrinkage of the real demand for money (the base of the inflation tax)
is more rapid and systematic in the Peruvian process than it was in the
Bolivian case. This indicates that the Peruvian hyperinflation will
probably be more intense and virulent than was the case in Bolivia. (Note
in the Table that, although the Bolivian hyperinflation started at higher
monthly inflation rates than the Peruvian one, by the end of the period of
comparison the cumulative rate of inflation was roughly similar in both
cases.) Second, attempts to stabilize through partial and incomplete
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packages (comprising typically sporadic one-shot adjustments to public
prices and tariffs, the exchange rate, interest rates, and wages) give rise
to a "red herring" effect in the dynamics of the process. In effect, in
the month of the package inflation jumps sharply but in subsequent months
inflation comes down (basically because there is a transitory improvement
in public finance and also key prices are kept frozen) leading policymakers
to believe that effective control of inflation has been achieved. In this
respect, it must be noted that in Bolivia there were six unsuccessful
attempts of this kind (paquetazos) between November 1982 and August 1985.
In Peru there have been four in 1988 (in March, July, September and
November). The first two are explained in the report (pages 21-22), and
the other two are discussed below.

The September Economic Measures

4. On September 6, 1988, the Government announced a package of
economic measures that was officially termed the "double zero plan' since
it was intended to reach zero fiscal deficit and zero Central Bank credit.
The main measures of the plan were: (i) unification of multiple exchange
rates into a new official rate of 250 Intis per US dollar (approximating
the then prevailing parallel market rate and representing a 75 percent
nominal devaluation with respect to the weighted average of previous
multiple rates); (ii) adjustment to prices and tariffs of state
enterprises, ranging from 90 percent (milk powder) to 300 percent
(gasoline); (iii) several tax raising measures, including partial reduction
of exemptions and shortening of collection lags for sales taxes and
introduction of a 4 percent transitory tax on all exports; and
(iv) adjustment to ceilings on nominal interest rates to roughly double
previous levels (annual rates for deposits became 130 percent and for loans
260 percent). These measures were accompanied by a decree that mandated an
across-the-board wage increase by a lump sum of 9,000 Intis (US$36). For
minimum wage earners this represented a 150 percent nominal increase. As
for price controls to private sector provided goods and services, the
Government allowed for a 10-day period of relatively free price adjustments
to be follqwed by a 120-day freeze. The latter also affected the official
exchange rate and wages (excluding those of unionized workers that are
subject to independent and staggered backward-looking indexation clauses
triggered every four months). However, in late September (three weeks
after the institution of the freeze) the Government lifted controls on
prices of most commodities anid services, except for 42 items (namely
staples, gasolines and construction materials), most of which are provided
by public enterprises. The freeze also was maintained for prices of goods
and services subject to the so-called special regimes 3/ (electricity,
water, pharmaceuticals, health and education) as well as for the exchange
rate, minimum wage and interest rates.

5. The deficit-cutting effects of the package were less spectacular
than what appeared at first glance. First of all, although in principle
the unification of exchange rates alone could have scaled down the deficit
by no less than 3 percent of GDP (paragraph 3.42), in reality a significant
part of previous Central Bank's foreign exchange losses was transferred to
the Treasury. This resulted from the fact that domestic prices of several
staples of imported origin (wheat, maize, milk, etc.) had been set on the

3/ See paragraph 3.86 of the report.
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basis of an "implicit" exchange rate of 66 Intis per dollar when the new
official rate was 250 Intis. Second, tax revenue-raising measures
implemented barely added up to 1.3 percent of GDP. Third, initial revenue
gains from adjustments to prices and tariffs of public firms, and in
particular gasoline prices, were largely wiped out by high inflation in
September-October 1988 (Table A-l). Fourth, the decreed wage hike hit
public spending hard because the payroll accounts for about one-third of
total public expenditures. The estimates of the budget items for the
period September-December 1988, in light of the September measures are
presented in Table A-2.

6. Despite the underlying fiscal imbalance portrayed in Table A-2,
the Central Bank stated at the time of the September measures that it would
follow a strict policy of zero credit to the public sector. This policy of
monetary restraint was in broad terms maintained through late October,
forcing the Central Government and public enterprises to curtail
expenditures or else resort to financing by accumulating arrears with
private sector suppliers. This policy was geared to pushing to the surface
the real size of the budget:ary imbalance on the expectation that additional
revenue-raising measures would be taken. In the first half of November,
Central Bank credit loosened up marginally, albeit the general thrust of
monetary discipline continued. Owing to monetary tightening, the parallel
market exchange rate, which had shot up to nearly 500 Intis per dollar
after the Septeniber measures (a 100 percent premium over the official
rate), stabilized at that level through mid-November (Table A-3).
Likewise, monthly inflation declined from 114 percent in September to
41 percent in October and 25 percent in November.

The State of the Economy as of November 1988

7. The monetary squeeze, in the presence of backward-looking
indexation of wages and lack of synchronization in price setting by
producers, together with tight rationing of foreign exchange for imports of
required inputs prompted an unparalleled drop of production; GDP fell an
estimated 24 percent between April and October (Table A-3). In early
November the Government attempted to partially reduce the degree of
indexation of wages by setting a ceiling on cost of living adjustments to
wages subject to collective bargaining, but the decree was subsequently
abolished in the wake of strikes and protests. Notwithstanding indexation
and periodic adjustments to non-indexed wages, the combination of
escalating inflation and sharp recession rapidly eroded the purchasing
power of wages, on average, to one-half of their December 1987 levels. As
shown in Table A-3, strike activity has intensified markedly compared to
1987, but employment levels have not yet fully reacted to the drop in
economic activity, perhaps due to the cushion provided by lower real wages.
At present both real GDP and real wages are lower than in mid-1985. The
balance of payments crisis is expected to aggravate in the coming months
due to a massive mineworkers' strike, started in mid-October and still
unsettled at the time of this writing, that has paralyzed production in a
large segment of the sector. Since there is an average three-month lag
between extraction of minerals and the actual payment for exports, monthly
commodity export proceeds accruing to the Central Bank may fall by as much
as US$70 million (from an average of US$200 millions in previous months)
starting in early January. Under these circumstances and with little gross
reserves left in the Central Bank, drastic exchange rate adjustments will
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be needed to clear the market, and this will certainly have further effects
on inflation and output contraction.

Table A-2: PUBLIC SECTOR BUDGET (September-December 1988)
(Projected on the basis of the
September economic measures)

Nominal Percent of GDP
(Billion Intis) (GDP of Sept-Dec

period)a/

1. Public Revenues 917 23.5%
- Tax Revenues 293 7.5%
- State Enterprise Revenues 546 14.0%
- Other 78 2.0%

2. Public Expendituresb/ 1,123 28.8%

3. Non-Financial Public Sector
Deficit (2-1)b 206 5.3%

4. Central Bank Financial Losses 31 0.8%

5. Overall Deficit (3+4)b/ 237 6.1Z

6. Central Bank's Flow of Credit
to Development Banks 31 0.8%

7. Public Sector Borrowing
Requirements (PSBR1) (5+6)b/ 268 6.9%

8. Interest on Foreign Debtc/ 138 3.5%

9. Public Sector Borrowing
Requirements (PSBR1) (5+6) c/ 406 10.4%

10. Financing of PSBR2 406 10.4Z
- External_i/ 137 3.5%
- Domestic 269 6.9%

a/ GDP of September-December 1988 estimated at 3,900 billion Intis.
b/ Excludes all interest on Foreign Debt (paid, accrued non-paid and

imputed on arrears).
c/ Includes all interest on Foreign Debt (see footnote b).
d/ Effective plus arrears on accrued interest.

Source: World Bank staff estimates.



Table A-8: KEY MONTHLY ECONOMIC INDICATORS, 196M

Real GDP Employment Real Wage Hours Lost Inflation Broad Money Central Bank's Domestic Credit

1988 (Index) (Index) (Index) in Strikes a/ Rate c/ (Nominal Growth Rate) c/d/ (Nominal Growth Rate) c/-/

January 100.0 100.0 100.0 167.6 12.8 -1 .7 4.8

February 106.2 99.8 94.2 -52.4 11.8 10.1 9.4

March 108.2 100.3 100.7 -45.8 22.6 12.9 10.6

April 101.6 100.2 90.6 -29.7 17.9 8.3 10.4

May 100.3 99.7 87.7 85.0 8.6 9.3 7.3

June 98.0 99.3 84.8 146.3 8.8 3.3 8.6

July 91.3 99.3 87.7 843.5 30.9 24.0 20.6

August 91.3 99.1 76.8 714.2 21.7 15.6 18.4

September 90.6 99.5 60.1 105.4 114.1 23.0 101.3

October 80.6 97.7 47.1 619.2 40.6 19.4 7.5

November n.a. n.a. 52.9 1,114.9 24.4 n.a. n.a.

Official Exchange Market Parallel Exchange Market

Official Exchange Rate (MUC) f/ Average Effective Rate b/

Nominal c/ Roxl Exchange Nominal c/ Real Exchange Nominal c/ Real Exchange

1988 Intis/US3 Devaluation Rate (Index) / Intia/USS Devaluation Rate (Index) / Intia/USS Devaluation Rate (Index) / r

January 33.0 0.0 130.0 40.4 3.9 106.5 91.0 0.7 62.1

February 33.0 0.0 148.9 43.0 6.4 112.8 103.0 13.2 61.6

March 33.0 0.0 178.5 49.2 14.4 119.7 107.0 3.9 60.9

April - 33.0 0.0 208.9 55.9 13.6 123.4 153.0 43.0 49.7

May 33.0 0.0 225.4 61.3 9.7 121.4 178.0 16.3 45.8

June 33.0 0.0 248.1 74.1 20.9 110.5 180.0 1.1 50.1

July 33.0 0.0 333.1 89.0 20.1 123.5 209.0 16.1 68.5

August 33.0 0.0 408.4 142.7 60.3 94.4 279.0 33.5 61.6

September 250.0 657.6 112.6 278.6 96.2 102.1 426.8 52.6 72.7

October 250.0 0.0 154.5 292.1 4.8 135.0 608.6 19.4 84.2

November 500.0 100.0 93.8 532.5 82.3 90.9 700.0 37.8 75.0

a/ Percent increase over same month of previous year.

b/ Weighted average rate of exchange rates applicable to all commercial transactions. Before September there were multiple exchange

rates.

c/ Percent increase over previous month.

d/ Excludes deposits denominated in dollars.

e/ Includes Net Unclassified Assets. The drastic jump in September is largely due to foreign exchange losses (resulting from the

drastic devaluation of the official exchange rate, MUC), rather than to effective domestic credit flows.

f/ MUC stands for Mercado Unico de Cambios and is the official exchange rate.

9/ Index number (December 1978=100). A drop in the index means real depreciation.

Source: Central Reserve Bank and Ministry of Economy.
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The November Economic Package

8. New economic measures were announced on November 22, 1988. These
included: (i) a devaluation of the official exchange rate from 250 Intis
to 500 Intis per dollar (plus a provision that allows exporters to sell 30
percent of their revenues to other importers at an unregulated exchange
rate); (ii) adjustments to controlled prices and tariffs averaging 100
percent for basic foodstuffs, 140 percent for gasoline, and 110 percent for
electricity and water tariffs; (iii) indexation of tax liabilities to the
inflation rate and establishment of a 10 percent tax on exports;
(iv) adjustment of ceilings to interest rates up to 800 percent per annum
for loans and 560 percent for deposits; and (v) increase in nominal minimum
wages by 60 percent and in public sector wages by 50 percent. Shortly
after the package was announced the parallel market exchange rate shot up
to 700 Intis per dollar.

The Drawbacks of the Packages

9. Both the September and November packages contained positive
measures consistent with some of the recommendations of this report; in
particular, adjustments to prices and tariffs, unification of exchange
rates and indexation of tax payments to inflation. However, both
stabilization attempts lacked the coherence necessary to stop
hyperinflation. Their main drawbacks are described below.

10. First, price adjustments and tax-raising measures were
insufficient to balance the fiscal budget and, therefore, insufficient to
render viable a credible long-standing policy of reducing the expansion of
Central Bank's domestic credit to zero.41 Indeed, price adjustments
contained in the last package did not even make up for cumulative inflation
in the period September-October. In addition, the packages did not create
automatic and periodic rules of adjustment for prices and tariffs of state
enterprises (e.g., adoption of a forward-looking indexation guideline, or
indexing them to a market-based exchange rate, as recommended in the
report). This inevitably leads to real erosion of revenues until the time
of the next discretionary adjustment.

11. Second, the packages lacked the necessary incomes policy required
to break inertial inflation stemming from staggered and backward-looking
wage settlements of unionized workers. As for wages not subject to
explicit indexation (those of civil servants, non-unionized workers, and
the minimum wage), the practice followed of escalating wages, at the time
the exchange rate and price adjustments are effected, has further fueled
the price-wage spiral. Real wages--the average over the last indexation
cycle or else within the last two successive adjustments--have probably
already adjusted through inflation close to viable levels. Therefore, the
issue is not one of reducing real wages further, but rather one of
abolishing backward-looking indexation and synchronizing future nominal
wage settlements at current average real levels. However, a transitory
(say, two-month) nominal wage freeze would be required initially, at the

4/ The rationale as to why it is necessary to balance the budget and
follow a zero domestic credit expansion rule to stop hyperinflation is
provided in Chapter IV and Annex 1.
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time the revenue-raising measures are implemented, to avoid second-round
inflationary effects from wages to prices. From then on, nominal wages
could be adjusted on the basis of a forward-looking indexation guideline.

12. Third, as for exchange rate policy, it has become increasingly
clear that any strategy different from a market-based approach (a float) is
neither credible nor viable, particularly given the fact that the Central
Bank currently has little international reserves. Trying to anchor
inflation by temporarily freezing the exchange rate without reserves and a
credible stabilization program, leads to under-invoicing of exports, delays
in the surrendering of foreign exchange by exporters, tightening of import
approvals and inevitably to subsequent drastic adjustments to the exchange
rate. The case can be made, however, to establish the float with a short
lag (one month) after the necessary fiscal adjustment has been effected.

13. Fourth, the same considerations apply to interest rate policy.
Full liberalization of rates with a one-to-two-month lag after the fiscal
adjustment would be the strategy. This phased approach is justified on the
grounds that, since the public sector is the debtor of about one-half of
total internal liabilities of the financial sector, raising nominal
interest rates before inflationary expectations are cut down will increase
the Government's interest expenditures and make the deficit worse before it
gets better (J curve pattern), thereby jeopardizing the feasibility of
later balancing the budget.

14. Finally, preliminary estimates of the budgetary picture after the
November measures indicate that this is not very different from the one
portrayed in Table A-2. The domestic financing required by the targeted
budget (6.9 percent of GDP) is larger than the current size of the formal
financial system (6.7 percent of GDP, as gauged by total internal
liabilities of the financial sector). Even under the unrealistically
optimistic assumptions that all domestic credit were used by the public
sector, interest rates on all deposits were zero, and there were no further
financial disintermediation, it is physically impossible to effect a
6.9 percent of GDP transfer of real resources (via inflation tax), from the
private sector to the public sector, with a financial system that only
totals 6.7 percent of GDP. (Hyperinflation can confiscate the whole
financial sector but not more). Of course, in the short run the Central
Bank can exercise credit tightening, thereby forcing the public sector to
get financing through accumulation of arrears with the private sector (as
has occurred since September).5/ However, lack of fiscal discipline
inevitably leads sooner or later to loss of monetary control. Thus,
increasing arrears with domestic suppliers is a "time bomb" and, unless
additional timely corrective measures are taken, the Central Bank will soon
have to come to the rescue with a policy of easy money. This, in turn,
signifies the continuation of the hyperinflationary process.

5/ Two recent attempts (in October and November) by the Treasury to issue
bonds indexed to inflation and yielding a 6 percent real return have
been unsuccessful. Only about 10 percent of the amounts offered was
subscribed, largely by public enterprises. This may indicate that,
under the current circumstances, private investors might perceive high
"default risk" on any public sector debt and therefore prefer dollars
in their portfolios. Evidence from other hyperinflations is consistent
with this hypothesis.
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Bank-Government Discussions on the Country Economic Memorandum

15. Discussions with the Government's economic team on an earlier
draft of this report were conducted during the second half of October.
There was agreement between the economic team and Bank staff on the
inevitability of continuing hyperinflation in the absence of additional
drastic corrective measures. The economic team's diagnosis of the causes
of the current macroeconomic imbalances was very similar to that portrayed
in this report. In particular, the view was shared that the size of the
fiscal gap exceeded by far the potential to raise real resources through
inflation from a very thin and shrinking formal financial sector.
Likewise, the Government's economic team also believed that backward-
looking indexation of wages to inflation (affecting about 300,000 workers
in the modern sector of the economy, or about one-fourth of all workers in
the formal sector) was a key element in the dynamics of inflation, and that
any attempt to stabilize nominal aggregate demand growth (through fiscal
restraint and monetary discipline) would probably be unviable in the
absence of some sort of de-indexation of wages. In the same vein, the
economic team believed that increases in the nominal minimum wage and wages
of civil servants and non-unionized workers, decreed as part of economic
packages, partially neutralized adjustment efforts. However, there were
somewhat different views between the Government's economic team and Bank
staff in terms of the speed and intensity of adjustment and also in terms
of the sequencing of the different economic reforms.
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ANNEX 1

INFLATION AND INFLATIONARY FINANCE

1. The purpose of this annex is to study the relationship between the
inflation rate and the teal resources from inflationary finance
(seigniorage). In particular, the focus is placed on identifying the shape
of the trade-off between the inflation rate (as a tax rate) and the amount
of real resources that can be transferred to the government from a given
demand for money (as a tax base). This trade-off can be termed as a Laffer
curve, in analogy with the theory of taxation. From analyzing this trade-
off it can be calculated the inflation rate that maximizes revenues from
inflationary finance. It is found that in the case of Peruvian economy,
that inflation rate is between 500 percent and 600 percent per annum, and
the maximum revenue from inflation is just over 10 percent of GDP.

2. The demand for money utilized here is the simple Cagan
formulation:

M/p = A exp (-aH) y (1)

Where MIp = real broad money; n = inflation rate; y = real GDP

Since in Peru interest rates on Bank deposits are very low compared to
inflation and the share of deposits in broad money is declining rapidly, it
is assumed for simplicity that the nominal return of all broad money is
zero.

3. The government's real revenue from inflation (R) is:

R = (Mlkp) n = [A exp (-Mn)y 11J/k (2)

Where k = money supply multiplier.

To maximize inflationary revenues:

d R/dl = A [exp (-MU) y -anl exp (-anl) y J/k = 0

This can be written as:

(A exp (-MH)ylk) (l-all) = 0

The maximum revenues are reached at n (max) = l/a (3)

Also when = o or = ==) R (Min) =0

4. To infer the value of the parameter "a", the following convenient
expression of (1) can be used:

(M/p)/y = A exp (-al) or y/(M/p) = exp (lla)/A

Since V = py/M = income velocity of money; therefore:

V = exp (Ma)/A (4)

Taking logs and then derivatives:

d log V /dB = a or (dV/V)ldnI = a (5)
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5. The variables of expression (5) can be proxied by the growth rate
of velocity and the increase in inflation from the second semester of 1987
to the first semester of 1988. Thus:

d V/V - Av/v = (1163/809 -1) = 0.44

Since: M/P (at Dec. 1987) = 1163; Real GDP (average July-Dec. 1987) = 121;
and MIp (at June 1988) = 809; Real GDP (average Jan.-May 1988) = 121

In addition: AU = 3.62 - 1.38 = 2.24

Since: n (July to Dec. 1987) = 138 (annual rate)
H (Jan. to June 1988) = 362 (annual rate)

Therefore the estimate of "an is: (AV/V) All = 0.4412.24 = 0.196 and,
as a result, the inflation rate that maximizes inflationary finance is:

I (max) = 1/a = 1 1 0.196 = 5.1 or 510 percent per annum

Chart 1-1
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6. To find out the numerical expression of equation (2), it is also
necessary to calculate A. This can be done using expression (4) and
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substituting the values of V and H observed in 1987 1/

V = 10.9 = (1/A) exp (0.196 x 1.15) ===) A = 0.11

Therefore, the expression for revenue from inflation (equation (2)) is:2/

R/y = 0.065 x exp (-0.19611) x H (6)

This equation calculates the government's revenue from inflation as a
percentage of GDP. The Laffer curve implied by equation (6) is plotted in
Chart 1-1.

7. It can be seen in the figure that the maximum revenue from
inflation is about 12 percent of GDP and that this is reached at a steady
state inflation of between 500Z and 600%. For inflation rates beyond 600%
percent the model becomes unstable and the revenue from inflation drops
exponentially towards zero. (Note that for each (revenue/GDP) point in the
vertical axis there are two solutions (two inflation rates) in the
horizontal axis; one solution is at low inflation--along the efficient and
stable portion of the Laffer curve, and the other solution is at high
inflation--that is in the inefficient or unstable portion of the curve.
The second solution is, therefore, in the hyperinflationary path).

1/ The value used for V, 10.9, is equal to nominal GDP (1987) divided broad
money supply (as of end of 1986); that is GDP/M_l Because this measure
of velocity is more suitable for inflationary revenue calculations than
the alternative GDP/M. The inflation rate in 1987 was 115 percent.

2/ The money supply multiplier in 1987/88 was k = 1.7.
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ANNEX 2

THE INFLATION TAX: THEORETICAL DERIVATION AND CALCULATION
FOR 1980-87

A. Introduction

1. The purpose of this annex is to propose a broad measure of the
inflation tax and a method to estimate it for Peru in the 1980-87 period.

2. The textbook conventional measurement of the inflation tax is
restricted to the inflation-erosion of non-interest bearing public debt
(e.g.,currency). However, currency is not the only public liability which
can be amortized through inflation. The real value of other forms of
public debt, such as bonds, fixed interest loans, or interest bearing
reserve requirement of the commercial banks in the Central Bank, is also
eroded by increases in the price level. Thus, a broader measure of the
inflation tax ought to focus on the inflation-amortization of the principal
of all public debt instruments (monetary and financial) not compensated by
interest payments. The difference between monetary and financial debt
instruments, though, is that the latter bear an interest which tends to
compensate (partially or totally) the debt-holder for the amortization of
debt in real terms induced by inflation. Accordingly, the inflation tax
proposed here refers only to that portion of the inflation-amortization of
debt which is not compensated by interest payments. To illustrate this,
consider the case of currency. Since currency is a zero-interest
liability, there is no interest compensation for the inflation-induced real
amortization of it and, hence, all that real amortization is inflation tax.
In the case of financial debt, since it bears a nominal interest rate which
compensates (partially at least) debt-holders for inflation-induced capital
losses, the inflation tax will be smaller than the total inflation-
amortization of debt.

3. Estimating the inflation tax according to this definition requires
knowledge of the component of nominal interest rates which is a
compensation (to debt-holders) for inflation-induced capital losses. That
component is, of course, equal to the nominal interest rate minus the
"benchmark" real interest rate.l/ To simplify the calculation process, it
is first assumed that the full amount of nominal interest rates is
compensation for the inflation-erosion of debt. This obviously implies
that the benchmark real interest rate is zero. In a second calculation,
though, it is assumed that the benchmark real interest rate is 5 percent.
This, in turn, implies that the compensation for inflation-amortization of
debt is approximately equal to the percentage nominal interest rate minus 5
percent (see Footnote 1).

4. In principle, in order to estimate accurately the inflation tax,
all assets and liabilities of the consolidated public sector, and their
corresponding interests and returns, would be required. However, in the

1/ More rigorously, [(1 + i)/(l + R)] - 1, where "i" is the nominal rate of
interest and "R" is the real rate of interest.
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calculation presented here, only a small number of interest rates of
financial assets and liabilities are considered. This implies, on
occasion, imputing the same interest rates to different types of assets and
liabilities. However, the approximations are good enough to provide
reliable estimate of inflation tax proceeds.

5. Estimating the broadly defined inflation tax requires assessing
the inflation tax base first. This task is best done by consolidating the
balance sheets of the non-financial public sector and the financial public
sector. The Consolidated Public Sector (CPS) balance sheets arrived at
provides the sought tax base for the inflation tax calculations performed
below. It also provides the base for the inflation subsidy calculations,
the inflation subsidy being defined below as the inflation-erosion of net
financial assets of CPS owed by the private sector which is not compensated
by interest payments.

6. The plan of this Annex is as follows. The first step taken to
calculate the inflation tax (IT) is to derive the CPS balance sheet; this
is done in Section B. The IT calculations are performed in Section C.
Finally, comments on the evolution of the IT and its relationship with the
macroeconomic environment are left to Section D.

B. The Consolidated Public Sector Balance Sheet

7. The balance sheets of the non-financial and financial public
sectors are presented in the first sub-section. Then the CPS balance sheet
is analyzed. The last subsection shows a table with the different interest
rates imputed to different groups of assets and liabilities.

The Balance Sheets

8. The sectors (and subsectors) were chosen considering the
presentation of the monetary accounts of the financial system utilized by
the Central Reserve Bank and reported in "Nota Semanal". The sectors and
the notation employed are:

- The Non-Financial Public Sector (NFPS), of which the Central
Government is part (the other main subsectors being public sector
enterprises, provincial governments and decentralized agencies.)

- The System of Public Sector Banks (PB), (excluding commercial
banks and COFIDE)2/ which is formed by the Central Reserve Bank
(CRB), the Banco Nacion (BN) and the Banca de Fomento (BF).

2/ The Banca Asociada and the recently nationalized commercial banks were
not considered public financial institutions because, despite their
state property, their lending to private sector is financed through
private sector deposits and cancels out. The remainder (requirements in
the Central Bank) are already considered as a liability of the Central
Bank and, hence, form part of the base of the inflation tax in any case.
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- The Consolidated Public Sector (CPS), which comprises both PB
and NFPS.

- The Foreign Sector (F), composed of foreign creditors and
debtors.

- The Non-Financial Domestic Private Sector (SPR)

- The Financial System (FS), which includes (apart from PB) the
group of Non-Public Financial Institutions (NPB). NPB includes, in turn,
Commercial Banks (BC) (see Footnote 2) and the Non-Banking Financial System
(NB) (of which COFIDE, the Development Finance Corporation, and
'Financieras" are the most important institutions).

- A miscellaneous item is the specified in the monetary accounts
as 'Otros" (0).

The assets and liabilities considered are:

- Deposits (D)
- Foreign Currency Deposits (FCD)
- Loans (L)
- Net Loans (NL)
- Real Capital (K)
- Bonds (B)
- Reserves (R)
- Currency in Circulation (C)

9. An asset, (e.g., D) held by sector i (e.g., BC) and originating in
a transaction with sector j (e.g., CRB) is written as D[i,j]. In our
example this would be D[BC,CRB] which refers to deposits of BC on the CRB
(these are principally legal and excess reserves of BC held in CRB). Note
that in this case D[BC,CRB] appears as a liability in the balance sheet of
the CRB and as an asset of BC. When an asset is held by more than one
sector (or when it is originated in transactions with more than one sector)
this is indicated by a dash; e.g., D[SPR-BC,BN] refers to deposits of SPR
and BC at BN.

10. The other items reported in the balance sheets are:

- Net Worth (NW)

- Other Accounts Net (OCN). A description of OCN is provided in
ANNEX III.

11. The simplified balance sheets of the NFPS, the CRB, BN and BF are
reported in the following table:
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Table 2-1: THE BASIC BALANCE SHEETS

(A - Assets/L - Liabilities)

i. A Non-Financial Public Sector L
K[NFPS,SPR-F] | L[CRB,NFPS)
D[NFPS,CRB] L*[BN,NFPS] la
D[NFPS,BN] | L[BN,NFPS]
D(NFPS,BF] L[BC,NFPS]
D[NFPS,BC] L[BF,NFPS]

| L[NB,NFPS]
B[BC-SPR,NFPS] /b
NL[F,NFPS]

| NW[NFPS]
ii. A Central Reserve Bank L

R[CRB,F] | NL[F,CRB]
L[CRB,BF] | C(SPR,CRB]
L[CRB,BC] D[BN,CRB] /c
L[CRB,NB] D BF,CRB /c
L[CRB,BN] | D[BC,CRB]
L[CRB,GC] D[SPR,CRB]
OCN[CRB] FCD[FS,CRB] Id
L[CRB,O] | D[O,CRB]

D[NFPS,CRB]

| NW[CRB]
iii. A Banco Nacion L

R[BN,F] I NL[F,BNI
OCN[BN] | D(SPR,BN]
L(BN,NFPS] FCD[SPR,BN]
L[BN,SPR] D[NFPS,BN]
D[BN,CRB] /c I L[CRB,BN]
L[BN,BC] | D[BC,BN]
L[BN,BF] L[BF,BN]
L*[BN,NFPS] /a NW[BN]

iv. A Banca de Fomento L
R[BF,F] | NL[F,BF]
L[BF,NFPS] D[SPR,BF)
L[BF,SPR] FCD[SPR,BF]
D[BF,CRB] |e | L[CRB,BF]
L[BF,BN] L[BN,BFJ
L[BF,BC] D[BC,BF]
OCN[BF] D[NFPS,BF]

NW[BF]

/a With CRB resources.
/b Incfudes 'Bono Tipo C" issued by COFIDE.
/c Includes legal reserves on FCD.
/d Excludes legal reserves on FCD of BF and BN.
Ie Includes legal reserves on FCD.

The Consolidated Public Sector Balance Sheet

12. The balance sheet of the CPS reported in Table 2-2 was obtained
consolidating the balance sheets of NFPS, CRB, BN and BF. Assets and
liabilities of the CPS were grouped into different categories, each of
which was imputed a different interest rate (see Table 2-3).
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Table 2-2: THE CONSOLIDATED PUBLIC SECTOR BALANCE SHEET

A Consolidated Public Sector L

K[NFPS,SPRJ LF = NL[F,NFPS] + NL[F,CRB] +
OCN[CRB-BF-BN] + NL[F,BN] + NL[F,BF]
R[CRB-BN-BF,F] NW
L[PB,BC-SPR] = L[BF,BC] + C

+ L[BN,BC] + | B[SPR-BC,NFPS]
+ L[CRB,BC] + j L[NPB,NFPS] = L[BC,NFPS] +
+ L[BF,SPR] + | + L[NB,NFPS]
+ L[BN,SPR] + EME = FCD[FS,CRB]
+ L[CRB,NB] | EMN = D[BC,CRB] + D[SPR,CRB] +

D[NFPS,BC] f + D[O,CRB]
| FCD[SPR,BN-BF]
D[SPR-BC,BN-BF]

Notation: EME are reserve requirements (including excess
reserves) on FCD of FS in CRB.

EMN are reserve requirements (including excess
reserves) on deposits of NPB and SPR in CRB.

LF are net foreign loans to CPS.
NW stands for total public sector net worth.
C is currency in circulation.

Imputed Interest Rates

13. The data source for each type of asset was the Central Reserve
Bank's publication 'Nota Semanall (NS), various numbers. The interest
rates imputed to the groups of assets of the CPS balance sheet are
described in Table 2-3 (all interest rates are effective rates and are
averages for the period). Most of the interest rate data was provided by
the "Subgerencia del Sector Monetario" of the CRB (SGSM). The LIBOR
interest rate was obtained from the IMF Financial Statistics (IMF-FS).
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Table 2-3: IMPUTED INTEREST RATES

Asset Group Interest Rate (Description and Notation) Source

C 'institutionally fixed at zero

B[SPR,NFPS] i(b): average return on "Bonos Tipo
C" of COFIDE for 1984-87; does not
account for fiscal benefit (these
bonds are tax-deductible) NS

L[NPB,NFPS] i(npb): is the interest rate of BC for
90 days "Descuento" loans (for 1980-85)
and for 360 days loans (for 1986-87) SGSM

EMN i(emn): until 1983 is the passive
interest rate for saving deposits;(data on
remuneration of reserves was not available),
since 1984 it is the remuneration of
reserves ("encaje exigible") of BC SGSM

EME i(eme): is 1 plus the LIBOR 90 days
interest rate times 1 plus the rate of
devaluation of the official exchange rate IMF-FS
minus one and NS

D[SPR,BC-BF] i(ci): interest rate of "Cedulas
Hipotecarias" SGMS

FCD[SPR,BN-BF] i(fcd): idem i(eme)

L[PB,BC-SPR] i(red): rediscounting interest rate of
Banco Agrario until 1984 and a simple
average of "Selectivo Agrario" and
"Fomento Agropecuario" loans thereafter SGSM

D[NFPS,BC] i(dep): fixed term deposits for 90-180
days at BC SGSM



- 140 -

C. Calculation of the Inflation Tax (IT)

14. The broad inflation tax is defined here as the inflation-
amortization of the principal of monetary and financial liabilities of the
CPS held by the domestic private sector which is not compensated by
interest payments. To illustrate this assume that the only two public debt
instruments are currency and fixed interest short-term bonds. In the case
of currency, since it bears an institutionally fixed zero rate of interest
(i.e., there is no compensation for the inflation-amortization of the
stock), the inflation tax is equal to the whole inflation-amortization of
the stock (that is, the loss in real value of the stock of currency). On
the other hand, bond holders are compensated for the inflation-induced drop
in value of the real stock of bonds by interest payments. If the interest
rate does not suffice to compensate for the inflation-amortization of debt,
the difference between the inflation-induced amortization of principal and
the interest payments (i.e., the uncompensated inflation-amortization of
debt) is deemed the inflation tax on bonds.

15. Accordingly, employing nominal interest rates to measure the
compensation for the inflation-amortization of debt (that is, assuming a
zero "benchmark" real interest rate), the IT on a given debt instrument,
measured in units of "goods" at the beginning of the period, is equal to
the product of the stock of debt and the difference between the rate of
inflation and the nominal interest rate of that stock, all divided by one
plus the rate of inflation. The total IT is then equal to the sum of the
ITs on all public debt instruments.

16. Therefore, employing the notation of the CPS balance sheet derived
in paragraph 12, the total IT is:

(1) IT = (l1l+inf)*{C*inf + B[SPR,NFPS]*(inf - i(b)) +

+ L[NPB,NFPS]*(inf - i(npb)) + EMN*(inf - i(emn)) +

+ EME*(inf - i(eme)) + D[SPR,BC-BF]*(inf - i(ci) +

+ FCD[SPR,BF-BN]*(inf - i(fcd))}

where: inf is the rate of inflation.

17. A similar approach can be employed to define and calculate the
inflation subsidy (IS) which the CPS gives to the domestic private sector.
The IS arises when the private sector borrows from the CPS at interest
rates which are below the rate of inflation. In this case the inflation-
erosion of private financial liabilities exceeds the cost of holding them,
and there is an implicit subsidy to financial debtors. More precisely, the
IS is defined as the inflation-amortization of financial assets of the CPS
in hands of the private sector which is not compensated by interest
payments. Following the notation of the CPS balance sheet of Section B the
IS can be calculated as follows:

(2) IS = (1/l+inf)*{L[PB,BC-SPR]*(inf - i(red)) +

+ D[NFPS,BC]*(inf - i(dep))}
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18. The net inflation-induced financial wealth transfer from the
private to the public sector is termed net inflation tax (MIT), and can be
expressed as the difference between the IT and the IS:

(3) NIT = IT - IS.

19. From the conceptual point of view inflationary taxation can arise
both from: (a) inflationary misperceptions, which make inflation higher
than originally anticipated, thereby rendering ex-post real interest rates
lower than ex-ante interest rates; or (b) institutional rigidities in the
determination of interest rates, which impede agents from adjusting nominal
rates to anticipated inflation. In general, assessing the relative signi-
ficance of both sources of inflationary taxation (inflation misperceptions
and institutional rigidities) involves considerable difficulty. The main
difficulty stems from the fact that inflation expectations are non-
observable. However, the system of fixed and artificially low interest
rates, which have been prevailing in Peru since 1976 (and in particular
since 1985), suggests that institutional rigidities have been the principal
explanatory factor of the IT on financial assets/liabilities.

20. From equation (1) it is clear that only public financial and
monetary liabilities held by the domestic private sector are considered a
source of IT. Real assets (such as K[NFPS,SPR]) are excluded because,
unless their relative price changes, their nominal value moves along with
inflation. Foreign liabilities (such as LF) or assets (such as R[CRB-BN-
BF,F]) are neglected since their rate of return in domestic currency is
equal to the external real interest rate plus domestic inflation under
purchasing power parity and, therefore, they are perfectly indexed assets.3/

21. The account OCN[CRB-BN-BF], which approximates cumulative
operational losses of public banks (mainly the CRB, see ANNEX III), can be
viewed as a non-performing asset (that is an asset with zero nominal
return). Or else, the CPS balance sheet could have been presented
substracting this item from the right-hand side of the balance sheet in
which case the CPS net worth would have been smaller by a similar amount.

3/ Under purchasing power parity:

dev. = inf - inf*
where: dev is the rate of devaluation

inf is the domestic rate of inflation
inf* is the foreign rate of inflation.

The domestic currency nominal return on the foreign asset is equal to
the sum of the foreign interest rate and the devaluation rate:

i* + dev = i* - inf* + inf=
= r* + inf

where: i* is the foreign nominal interest rate and
r* is the foreign real interest rate.

Assuming that the external real interest rate is zero, the nominal
return on the foreign asset is equal to inflation under purchasing
parity, i.e. the inflation-erosion of the foreign asset (prior to
devaluation).
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22. The data employed (stocks of assets and liabilities and interest
rates) are reported in Table 2-4, and the estimates of the IT, IS and NIT
are in Table 2-5.

TIble 2s4t STUOS OF ASSETS/LIAfILITIMS AW DP Er RATES

1Q80 1981 1982 1983 1984 1985 1986 1987

St2fha (averages, sill. Intia)

C 218 355 532 871 1,608 5,317 12,188 29,169
B[SFR,NFPS] ./ 413 1,030 2,026 3,213
L[NP8 ,NFPS] k/ 21 33 61 166 355 768 1,304 2,684

E5N 148 212 247 404 725 5,013 14,521 26,589
EME £/ 130 285 636 1,06 4,312 6,998 5,666 6,444

D[SPR,BN-8F] 141 256 421 704 1,244 2,690 5,923 11,124

FCD(SPR,BN-BF] 41 69 112 259 905 2,512 3,171 4,274
LEPS,BC-SPR] 305 592 1,215 2,803 6,054 12,909 24,265 47,797
D[MFPS,KC] 8 14 21 33 110 384 1,353 2,042

Interest Rates and Inflation d/
i(b) 38.1 56.3 57.3 62.6 62.6 62.0 43.2 50.4
i(.pb) 53.0 71.4 69.6 78.4 97.3 119.8 40.6 36.3

i(omr) 32.8 56.9 67.4 69.9 80.0 79.4 38.3 3539
i(ems) 55.1 72.6 116.0 158.4 158.2 190.6 8 6.9 153.8

i(ci) 37.3 62.2 61.6 66.0 75.5 72.1 21.7 24.3

i(fcd) 55.1 72.6 116.0 158.4 158.2 190.6 6.9 153.8

i(,.d) 25.2 37.5 37.5 47.8 71.2 50.7 25.1 24.4
(d.p) 34.8 62.3 70.8 74.0 80.2 81.5 29.8 28.0

inflation j/ 60.8 72.7 72.9 125.1 111.5 158.3 62.9 114.5

1986-IV 1987-I 1987-II 1987-III 1987-IV

Stockh (verages, mill. Intis)

C 14,100 16,216 18,219 24,697 35,619
B[SPR,NFPS] v/ 1,714 1,652 1,714 1,838 3,245
L(WOF8, FPS] b/ 1,366 1,565 1,935 2,728 3,572

541 19,764 20,906 24,062 28,245 31,766
EME c/ 3,724 3,579 3,531 3,267 5,897

DESPR,BN-8F) 6,920 8,172 9,311 11,250 13,432
FCDtSPR.N-8BF] 2,743 2,804 2,751 2,747 4,275
LIP8,8C-SPR] 28,094 33,031 39,155 45,993 56,687
D(NFPS,BC] 1,721 2,209 2,264 2,084 1,954

Interest Rate. and Inflation f'

i(b) 9.2 10.7 10.6 10.7 10.9

i(npb) 8.8 8.8 8.8 8.0 7.2

i(sen) 8.3 8.3 8.3 7.7 7.0
i(ems) 1.5 7.4 9.0 2.2 114.9
i(ci) 5.0 5.0 5.4 5.8 5.8

i(fvd) 1.5 7.4 9.0 2.2 114.9

i(red) 5.6 5.6 5.6 5.6 5.6

i(dsp) 6.7 6.7 6.7 6.1 6.0
inflation / 12.7 18.5 18.2 22.7 24.8

j/ For 1984 only 'Bonos Tipo C- of COFIDE; for 1985-87 also include. Central
Government bonds in hands of SPR and BC. No dat. could be found for
1980-83.

bi Approvimatad by L[BC, NFPS].

£/ EME overestimates net 1ega1 reserves on FCD of SPR end BC b- ncus- it also
comprises legal, reerces on FCD of bN and BF. Indirect estimutm of the

latter (ehich are not reported in Note Semanul) suggest that EF1E nay have
been overestimated 15 percent in 1985, 29 percent in 1986 and 13 percent in
1987.

d/ Annual intrewst rates epressed in effactiva percentage terms
V/ The an.ual rate of inflation (between the last month of the year and the

last month of the previous year) according to the consuner price inden of
Lime.

f/ Quartorly interest rates in quarterly effective percntage.
2/ The quart-rly rat of inflation (bata.en the last month of the quarter snd

the last month of the previous quarter) according to the consumer price

indo of Lisa.

Source: All asset stocks e*rs simple averages obtained from Note
Semanal (various numbers). Most interest rate series
:ere provided by the 1Subgorsncis del Sector Monetarica
of the CR6 end IMF'* Financial Statistics.
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Table 2-5: INFLATION TAX ESTIMATES a/

Inflation Inflation Net Inflation
Tax (IT) Subsidy (IS) Tax (NIT = IT-IS)

(Intis) (Z GDP) (Intis) (Z GDP) (Intis) (Z GDP)

Annual
1980 135 2.3 69 1.2 66 1.1
1981 185 1.7 122 1.1 63 0.6
1982 74 0.4 250 1.4 -175 -1.0
1983 536 1.6 893 2.7 -357 -1.1
1984 239 0.3 1,162 1.6 -923 -1.3
1985 5,037 2.5 5,532 2.8 -495 -0.3
1986 11,783 3.2 5,868 1.6 5,914 1.6
1987 30,843 4.2 20,622 2.8 10,221 1.4

Quarterly b/
1986-IV 3,587 0.8 1,867 0.4 1,720 0.4
1987-I 6,141 1.2 3,849 0.8 2,292 0.5
1987-II 6,613 1.0 4,415 0.6 2,198 0.3
1987-III 10,925 1.4 4,974 0.6 5,951 0.7
1987-IV 7,164 0.8 9,001 1.0 -1,837 -0.2

al The above calculations are based on equations: (1) for the IT, (2) for
the IS and (3) for the NIT. These assume that the benchmark real
interest rate is zero (See Footnote 1).

bI Since INE does not provide quarterly figures of GDP, the annualized
quarterly figures of GDP employed were obtained by multiplying the
annualized quarterly level of GDP reported by the CRB (base 1970) by
the ratio between the annual GDP figures of CRB and INE.

23. The inflation tax and inflation subsidy calculations were repeated
assuming a 5 percent benchmark real interest rate (instead of the zero
percent assumed before). This implies that the interest compensation for
inflation is smaller than the nominal interest rate by approximately
5 percentage points.4/ The results are reported in Table 2.6.

4/ More rigorously and following the notation of Footnote 1, the
compensation for inflation is, [(1 + i/1.05)] - 1 where i is the nominal
interest rate.
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Table 2-6: INFLATION TAX ESTIMATES a/

Inflation Inflation Net Inflation
Period Tax (IT) Subsidy (IS) Tax (NIT)

(intis) (ZGDP) (intis) (ZGDP) (intis) (ZGDP)

1980 160.0 2.6 80.6 1.4 79.4 1.2
1981 222.3 2.1 145.5 1.4 76.8 0.7
1982 155.5 0.9 298.4 1.7 -142.9 -0.8
1983 679.9 2.1 983.0 3.0 -303.1 -0.9
1984 652.2 0.9 1,401.0 1.9 -748.8 -1.0
1985 6,395.6 3.2 5,781.9 2.9 613.7 0.3
1986 13,139.0 3.6 6,827.0 1.8 6,312.0 1.8
1987 31,564.0 4.3 22,095.0 3.0 9,469.0 1.3

a/ The above estimates are based on equations (1) for the IT, (2) for the
IS and (3) for the NIT, assuming that the benchmark, real interest rate
is 5 percent; i.e. in equations (1) and (2) i () should be replaced by
(1 + i ())/1.05 -1 (see Footnote 4.)

D. The Inflation Tax: Evolution and Its Relationship
with the Macroeconomic Environment

24. Coinciding with the program of economic liberalization implemented
in 1981-84, the inflation tax and the net inflation tax followed a downward
trend (only temporarily interrupted in the case of the inflation tax in
1983, see Tables 2-5 and 2-6). This was mainly due to higher interest
rates on public financial liabilities (inflation actually rose) and the
dollarization of the economy (in 1982-85 the average return on foreign
currency deposits was on average 37 percent higher than the rate of
inflation, see paragraph 26). Since 1985, the inflation tax rose steadily
from 0.3/0.9 percent of GDP in 1984 to 4.2/4.3 percent of GDP in 1987
(according to whether the benchmark real interest rate is 0 or 5 percent
respectively). Inflation, together with low nominal interest rates and a
dedollarized economy (as measured by the share of foreign currency deposits
in total liabilities of the financial system), were the factors to blame
for the inflation tax increase.

25. In 1983, as the drop in the conventional tax revenue led to a
record fiscal deficit, inflationary taxation grew from 0.4/0.9 percent of
GDP to 1.6/2.1 percent. A similar pattern was reproduced in 1986-87. In
those circumstances inflation pressures were the result of high public
deficits and expansionary financial policies. The exchange rate was frozen
in 1985 and lagged behind inflation until the fourth quarter of 1987, and
no major adjustments in public sector prices and tariffs were implemented
until early 1988. Inflation and the policy of lowering nominal interest
rates, i.e., lowering the compensation for the inflation-induced erosion of
the principal of debt, propelled a jump in the 1987 inflation tax level to
three times its average 1984-85 level (measured as a percent of GDP).
Between the same periods the tax revenue of the central government dropped
from 11.7 percent of GDP to 8.5 percent.
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26. The dollarization of the economy in 1983-85 was the result of the
attempt by private agents to escape the inflation tax as well as the
liberal measures which allowed foreign currency deposits in the financial
system. On the other hand, although since 1985 dedollarization followed
mainly from the suspension of convertibility of foreign currency deposits
into foreign currency, the policy of fixing the exchange rate (and the
subsequent real appreciation) also played a role. This became particularly
obvious after the official exchange rate devaluations of the last quarter
of 1987 have raised significantly the return on foreign currency deposits.
However, by then, the low share of foreign currency deposits in total
financial liabilities had left depositors weakly hedged against
inflationary taxation.

27. Inflation has also induced financial wealth transfers (implicit
subsidies) from the public to the private sector. A measure of these is
given by the inflation subsidy estimated in Section C. The inflation
subsidy rose from 1.2/1.4 percent of GDP in 1980 to 2.7/3 percent in 1983
(according to whether the benchmark real interest rate is zero or 5
percent). Thereafter, it exhibited an oscillatory behavior reaching a
level equivalent to 2.8/2.9 percent of GDP in 1985 and 2.8/3 percent in
1987.

28. However, the on average higher level of the inflation subsidy did
not suffice to neutralize the upward trend in the inflation tax. As a
consequence, the average net inflation tax (the difference between the
inflation tax and subsidy) has risen from -0.41-0.8 percent of GDP in
1984-85 to 1.5/1.6 percent in 1986-87. Between the same periods the
central government tax revenue dropped from 11.8 percent of GDP to 8.8
percent. This suggests that there has been strong substitution between
conventional and inflationary sources of taxation. Since the inflation tax
is a more regressive kind of tax (from the income distribution point of
view), this substitution is bound to have had adverse social effects.

29. Moreover, to the extent that the beneficiaries of the inflation
subsidy tend to differ from those who bear the inflation tax burden,
inflation may have distributional effects even if the net inflation tax was
zero. Since the recipients of subsidized credit are producers (the most
important being agricultural producers), inflation is bound to induce
transfers of financial wealth from cash holders and bank depositors to poor
"campesinos" and other beneficiaries of subsidized CRB credit. Although
this could be justified on income distribution grounds if the holders of
liquid assets were sufficiently richer than the beneficiaries of subsidized
credit, it could not be justified on efficiency grounds since it implies
taxing savings and the use of money (a commodity with high productivity
that society can produce at negligible cost). Since, in addition, there is
evidence that poorer consumers are the main holders of cash, it is not
warranted to tax them in order to finance the poor, but perhaps not
necessarily poorer "campesinos". Taxing the rich through direct
conventional taxes is a more desirable avenue. A similar reasoning could
be applied for wealth transfers between private agents through the banking
system: low and middle income bank depositors subsidize firms who are large
enough to be able to borrow from banks.
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30. Under the present circumstances, as further relative price
realignments seem inevitable and, given that the nearly depleted level of
foreign exchange reserves cannot cushion further demand pressures, the
policy of maintaining low nominal interest rates can only enhance the risk
of inflationary taxation. Moreover, since the process of financial
disintermediation is quite advanced and accelerating, i.e., the inflation
tax base is shrinking fast, collecting a similar level of inflation revenue
would require ever increasing inflation rates.

31. Unless serious fiscal measures are undertaken the monetary effects
of the fiscal and financial imbalance will fuel the inflationary process to
even more worrying levels. The socially regressive effects of inflationary
taxation are bound to show quickly into a further deterioration of the
government's political strength and into greater social disintegration.
This, though, may be the cost that society and the government as part of it
has to bear in order to be ready to accept the fiscal and financial remedy.
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ANNEX 3

THE CENTRAL BANK'S QUASI-FISCAL DEFICIT

A. Introduction

1. The Central Reserve Bank's (CRB) intervention in Peru's financial
and foreign exchange markets has created subsidies to the private sector
with budgetary implications. Those subsidies, conventionally referred to
as the quasi-fiscal deficit of the CRB, have recently become an important
source of primary money creation. The sources of the quasi-fiscal deficit
(QFD) examined here are interest rate and foreign exchange losses.
Interest rate losses occur when the interest the CRB pays on its
liabilities (mainly reserves of the financial system, since currency in
hands of the public pays zero interest) is higher than the interest it
receives on its assets (mainly credit to the government, credit to the
Banca de Fomento, rediscount facilities and international reserves).
Foreign exchange losses arise when the average buying price of foreign
exchange by the CRB exceeds the average selling price. During the 1985-87
period foreign exchange losses were due to the fact that the average
exchange rate paid to exporters and other sellers of foreign exchange
(including those offering foreign exchange to the government in the open
market) exceeded, on average, the exchange rate charged to importers and
financial debtors.

2. Interest rate losses were estimated by two methods: i) directly,
from analyzing the movements in the sub-account termed "Costo por
Regulacion de Exceso de Liquidez" of the CRB account "Otras Cuentas Netas"
(which, reportedly, measures precisely interest rate losses); and ii)
indirectly, through measurement of the average return on CRB assets and
liabilities. Likewise, foreign exchange losses were also estimated: i)
directly, through inspection of the movements in the sub-account termed
"Diferencial Cambiario" of the CRB account "Otras Cuentas Netas"; and ii)
indirectly, comparing average buying and selling exchange rates. For
reasons given below (paragraph 18) the direct measurement of QFD is deemed
more reliable than the indirect one. The adequacy of the direct measurement
of the QFD hinges on the specific accounting methodology employed by the
CRB of Peru. Thus, it cannot be assured that the same approach will be
valid for similar studies of other countries. The indirect measurement of
QFD, apart from serving as a check for the direct measurement, permits
assessing the composition of foreign exchange and interest rate losses
(which the direct measurement does not convey). The direct estimate of QFD
is performed in Section B and the indirect estimate in Section C. The
evolution of QFD is analyzed in Section D.

B. Direct Estimate to The Quasi-Fiscal Deficit (QFD)

Foreign Exchange Subsidies

3. The sub-account "Diferencial Cambiario" of the CRB account "Otras
Cuentas Netas" measures: i) foreign exchange losses due to the difference
between buying and selling exchange rates; and ii) accounting capital
losses/profits arising from changes in the Inti valuation of the CRB's
assets (including gold) and liabilities denominated in foreign currencies
due to either changes in the inti/US$ exchange rate or to changes in the
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rates of other relevant currencies (and gold) against the US$. However,
here the focus is only on the former losses since they entail a subsidy and
its financing leads to monetary expansion.For this reason this item should
be added to the public sector deficit. By contrast the latter
losses/profits are capital gains/losses on the CRB net position in foreign
exchange and therefore do not entail per se monetary expansion. Therefore,
the exercise that follows is concerned with estimating which part of the
movement in the account "Diferencial Cambiario" reflects losses due to
exchange rate subsidies. We refer henceforth to this item as "foreign
exchange subsidies" (FES) to distinguish it from the more general term
"foreign exchange losses".

4. More precisely, changes in the sub-account "Diferencial Cambiario"
(CDC) measure, apart from FES, the change in value of the net foreign
exchange position (FEP) of the CRB (termed "Posicion de Cambio III" in CRB
publications) at the beginning of the period. Thus, if FEP,(t-l,t) is the
FEP of time (t-1) valued at exchange rates of time t:

(1) CDC = FES - [FEP(t-l,t) - FEP(t-l,t-l)]

The FEP measures gross foreign exchange reserves (including gold) minus
short and long run foreign liabilities of the CRB (principally with the
IMF, i.e. SDR's) and minus foreign currency obligations with domestic
residents. The main components of FEP which are not denominated in US$ are
gold reserves and SDR's liabilities to the IMF. It is assumed for
simplicity and in the absence of proper information that the rest of the
assets/liabilities are stipulated in US$. Thus FEP can be written:l/

(2) FEP'(t,t) = e(t)x[G*(t) x g(t) - S*(t) x s(t) + R*(t)]

where: e (t) is the inti/US$ exchange rate at time t.
G* (t) is the stock of gold at time t (in physical units).
g (t) is the CRB accounting price of gold at time t in

US$.
S* (t) is the stock of SDR' liabilities with the IMF at

time t.
s (t) is the exchange rate of SDR's at time t in US$.
R* (t) are other net assets/liabilities of the CRB (after

deducting foreign currency obligations with
residents) at time t in US$.

1/ Note that stocks in Intis bear a " ' " and stocks in other currencies
bear a " * "
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It thus follows that the change in value between time (t-l) and time (t) of
the FEP existing at the beginning of period (t) is:

(3) FEP'(t-l,t)-FEP'(t-l,t-l) =G*(t-1) x [g(t) x e(t)
| - ~g(t-1) x e(t-1)] - S(t-1)

x [s(t) x e(t) - s(t-1) x e(t-1)]
+ R*(t-1) x [e(t) - e(t-1)]

e(t) x G*(t-1) x [g(t) - g(t-1)]
- e(t) x S*(t-l)x[s(t) - s(t-l)]
+ [e(t) - e(t-l)] x [G*(t-l)
x g(t-l) - S*(t-l) x s(t-1)
+ R*(t-1)]

e(t) x G*(t-l) x [g(t) - g(t-l)]
- e(t) x S*(t-1) x [s(t) - s(t-l)]
+ [e(t) - e(t-1)] x FEP'(t-l,t-1)

The first term measures the revaluation of gold due to the appreciation of
gold with respect to the US dollar; the second term measures the
revaluation of SDR's due to the appreciation of SDR's with respect to the
US dollar; and the third term captures the revaluation of the FEP of (t-l)
due to the inti devaluation with respect to the US dollar. Substituting
"changes in the FEP" of equation (3) in equation (1) we arrive at the
expression for FES employed for its direct estimate:

(4) FES' = CDC + e(t) x G*(t-l) x [g(t) - g(t-1)] - e(t) x
S*(t-l) x [s(t) - s(t-1)] + [e(t) - e(t-1)] x
FEP'(t-l,t-1)

5. The official benchmark exchange rate (MUC) is the accounting rate
used by the CRB for the inti valuation of foreign exchange
assets/liabilities. However, actual transactions take place at a set of
premia and discounts on it. Other transactions take place at the rate of
the Mesa de Negociacion (MN). These rates constitute the basic system of
multiple exchange rates at which trade and capital transactions take place.
In order to estimate directly FES arising from multiple exchange rates the
other items of equation (4), that is, changes in the dollar valuation of
gold and SDR's, and the revaluation of the net foreign exchange position
due to domestic devaluations, must be estimated. Annex Table 3.1 reports
estimates for each of these items and the resulting direct estimate of FES
based on equation (4):
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Table 3-1: DIRECT ESTIMATE OF FOREIGN EXCPANGE SUBSIDIES

(in million intl.)

1985-I 1986-II 1986-I 1986-II 1987-I 1987-II

A. Changes in the
'Diferencial
Cambiario" a/ 6,012 4,873 2,870 -366 -2,045 23,011

B. Gold Appreciation vis
a vis the US: b/ -616 0 0 0 3305 1640
[e(t) x G*(t-1) x (g(t) - g(t-1))]

C. Revaluation of SDR's
liabilities vis a vis
the USt c/ 13S 883 687 180 722 2,498

[e(t) x S*(t-1) x (s(t) - s(t-1))]

D. Revaluation of foreign
exchange position (FEP)
due to devaluations of
the official exchange
rate d/

-3,893 -1,479 0 0 211 -7,528

[(e(t) - e(t-1)) x FEP'(t-1,t-1)]

E. Foreign Exchange
Subsidy (FES) 368 2,511 2,183 -545 749 14,625

[E = A + B - C + D] from equation (4)

a/ Obtained from the CRB account 0Otras cuentas NetasuI
Fl/ Change in the CRB accounting price of gold, in USS, multiplied by the

beginning of period stock of gold reserves and the end of period MUC
exchange rate.

c/ Change in the US$ value of SDR's and the end of period MUC exchange
rate.

d/ The net foreign exchange position (termed "Posiclon de Cambio IIII in
CRB publications) in US dollars multiplied by the increase in the
exchange rate Intis per dollar every month (quarters in 1985-I) when
there was a devaluation. The total FEP reported is equal to the sum of
all monthly (quarterly) revaluations.

Source: Nota Semanal (various numbers) and *Subgerencia del
Sector Monetario" of CRB.

Financial Losses

6. The QFD is also composed of financial, or interest rate, losses.
As it was mentioned before these losses derive from the fact that the CRB
has an average return on its assets smaller than the average cost of its
funds. Financial losses are measured with precision by the sub-account
"Costo por Regulacion de Exceso de Liquidez" of the CRB account "Otras
Cuentas Netas". Table 3.2 reports both estimates of financial losses (the
change in value of the sub-account "Costo por Regulacion de Exceso de
Liquidez") and foreign exchange subsidies (derived in Table 3.1). Their
sum, QFD, is also reported in Annex Table 3.2 (in nominal terms, in real
terms and as a proportion of GDP).
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TABLE 8.2: DIRECT ESTIMATES OF QFD .1
(in million Inti)

8S-I 85-I} 1985 8e-I 8e-II 1988 87-I 87-II 1987

A. Financial
Losses a/
-mil. I7. 0 899 899 1,641 3,733 6,374 1,763 4,337 6,100

B. Foreign
Exchange
Subsidy b/
-mil. I/. 368 2,511 2,879 2,183 -545 1,638 749 14,625 16,374

C. Quasi-
Fiscal
Deficit
A + 8
-mil. I/. 388 3,410 3,778 3,824 3,188 7,012 2,512 18,982 21,474

A GDP 0.2 1.7 1.9 1.0 0.8 1.8 0.3 2.6 2.8

Memorandum item:
Nominal GDP
-. 1l. I/. 199,845 381,022 760,166

Notes: a/ The CRB sub-account wCosto por Regulacion Exceso de Liquidezw.
b/ Foreign exchange Subsidy (FES) obtained in Table 3.1.

Source: Nota Semanal (various numbers), INE, Table 3.1 and
Subgerencia del Sector Monetario (CRB).

C. Indirect Estimate of the Quasi-Fiscal Deficit

7. In order to provide a double check of the previous estimates, an

additional exercise was carried out. In this exercise: a) foreign exchange

subsidies were calculated through comparing buying and selling exchange

rates of the foreign exchange transactions of the CRB; and b) financial

losses, through comparison of interest rates applicable to CRB's financial

assets and liabilities.

Foreign Exchange Subsidies (FES)

8. Ideally, if the volume of purchases of foreign exchange by the CRB

equalled the volume of sales, FES could be calculated by subtracting the

weighted average exchange rate of all purchases from the weighted average
exchange rate of all sales, and multiplying that difference by the volume

of purchases (or sales). In general, though, the volume of purchases

differs from the volume of sales, i.e. the CRB either accumulates or draws

down foreign exchange reserves. In this case, a convenient procedure to

calculate FES is to select a reference or accounting exchange rate. The

measurement of FES will of course vary with the choice made of the

reference exchange rate. The reference rate may be, for example, the

average historic cost of foreign reserves, some sort of market average

exchange rate or, as in the case of the CRB, the official MUC exchange

rate.
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9. More formally, FES can be measured as follows:2/

(5) FES = (ep - e) x P - (es - e) x S

where: P is the volume of purchases
S is the volume of sales
e is the reference exchange rate
ep is the purchase price of foreign exchange
es is the selling price of foreign exchange

i.e. FES arise whenever the CRB buys foreign exchange at a price above the
reference exchange rate, or sells foreign exchange at a price below the
reference exchange rate. If the first term is positive (the second term is
negative) the CRB is purchasing (selling) foreign exchange above the
reference price, and is therefore making a loss (gain). Thus, if both the
purchase and selling price are above the reference exchange rate there will
be FES if the first term is larger than the second one. Note that if the
volume of sales equals the volume of purchases, the previous formula
becomes the product of the volume of transactions and the difference
between the purchase and sale exchange rates.

10. The indirect estimate of FES performed here is based on equation
(5). To facilitate comparisons with the direct estimate of FES obtained in
the previous section, the accounting exchange rate used by the CRB (that
is, the MUC rate) was chosen as the reference exchange rate.

11. The indirect estimate of FES provided here measures only FES
originated: in import and export transactions and in CRB direct purchases
of foreign exchange from residents in the open market. Due to the lack of
data any other balance of payment transaction are excluded. Hence, the
calculation here is only partial and it is conducted to identify the main
items that explain FES, but in no way are meant to challenge the direct
estimates of the previous section. Based on equation 5, total FES were
calculated as the difference between the sum of items a) to c) below:

a) The flow of CRB purchases of foreign exchange from exporters
was multiplied by the average spread between the purchase
price and the MUC exchange rate (that is, the CRB accounting
exchange rate). This captures FES originated in purchases to
exporters.

b) The flow of CRB purchases of foreign exchange from residents
in the free market was multiplied by the average spread
between the average buying price and the MUC exchange rate.
This measures FES originated in purchases to residents.

c) The flow of CRB sales of foreign exchange to importers was
multiplied by the average spread between the sale price and
the MUC exchange rate. This measures FES originated in sales
to importers. Note that the difference between a) and c)
measures FES originated in foreign trade alone.

2/ Following the presentation of the Paraguay Country Economic Memorandum
(Report No. 7031-PA, Annex III).
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12. The indirect estimate of FES, and the corresponding data employed,
are reported in Annex Table 3-3. It can be seen that FES in this
calculation differ considerably from the direct estimates of FES performed
in the previous section. This may be due, apart from the omissions
mentioned above, to the lack of proper weighted average exchange rates for
items a) to c) as well as to the lack of a reliable figure of CRB purchases
of foreign exchange to residents.

Table 8.3: INDIRECT ESTIMATE OF FOREIGN EXCHANGE SUBSIDIES

86-I 8S-II 1985 86-I 86-II 1986 87-I 87-II 1987

A. Flows of Purchases and Sales (million USS)

1. Exports 1,493 1,527 3,020 1,210 1,299 2,609 1,264 1,306 2,669

2. Imports 782 788 1,670 1,051 1,474 2,526 1,321 1,582 2,903

3. Purchases to
Residents a/ - 351 351 396 82 477 3e 202 238

B. Average Exchange Rate Premium over the MUC
(intis per USS)

4. Exports -0.03 0.13 0.06 0.32 0.96 0.64 2.77 8.73 4.76

S. Imports 0.00 0.04 0.02 0.17 1.06 0.62 2.50 4.28 3.39

8. Purchases
Residents 0.00 3.46 1.72 3.46 3.86 8.66 5.40 22.80 13.80

C. Foreign Exchange Subsidies (FES) b/

7. Exports (1x4) -45 198 153 393 1,261 1,644 3,471 8,782 12,263

8. Imports (2x6) 0 -a3 -33 -181 -1,559 -1,740 -3,298 -6,771 -10,069

9. Foreign Trade (7 + 8) -46 165 120 212 -308 -96 173 2,011 2,184

10.Purchases to
Residents (3 x 8) 0 1,211 1,211 1,383 300 1,863 194 4,501 4,895

11.Total FES
(9 + 10) -45 1,376 1,331 1,575 -8 1,587 367 6,512 8,879
-as % GDP (0) (0.7) (0.7) (0.4) (0) (0.4) (0.05) (0.86) (0.9)

Memorandum Item:
Nominal GDP
(million of Intis) 199,845 381,022 760,166

a/ Corresponds to the CRB accounts: Captacion de Excedentes de la Bancaw until July
1987; and "Compras a Residentes' thereafter.

b/ FES originated exclusively in trade transactions, purchases to residents and
redemption of reserve requirements on foreign currency deposits.

Source: Nota Semanal (various numbers) and "Subgerencia del Sector Externo' (CRB).
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Financial Losses

13. The indirect estimate of financial losses of the CRB was obtained
subtracting total interest payments received on its assets from total
interests paid on its liabilities:

(6) FIL = i(l) x L - i(a) x A

where: FIL are CRB's financial losses.

i(l) is the weighted average interest rate on CRB'
liabilities.

i(a) is the weighted average interest rate on CRB's
assets.

L is the total stock of CRB's interest bearing
liabilities.

A is the total stock of CRB's interest bearing assets.

14. The CRB receives interest on its credit to the financial and
public sectors and on its net international reserves, and it pays interest
on deposits of the financial institutions in the CRB (primarily reserve
requirements of commercial banks). To measure interests received and paid
by the CRB the following interest rates were imputed.

Returns on CRB's Assets

a) On credit to the public sector (including Banco Nacion): a
weighted average of the interest rate charged to Banco
Nacion and 0.01Z (which is the interest rate on the
consolidated central government debt at the CRB).

b) On credit to the financial system: a weighted average of
the interest rate of credit to Banca de Fomento ("Fomento
Agropecuario"), with a two-thirds weight, and rediscounts
to commercial banks and the Banca de Fomento (commercial
rediscounting for 1985-I) with a one-third weight.3/

3/ A proper weighted average interest rate for credit to the financial
system requires considering a large number of interest rates and credit
stocks. Since these were not available, the weights were chosen (somehow
arbitrarily) taking into account that: a) in 1986-87 more than half of
the credit to the financial system went to the "Banco Agrario" and
approximately one-third went to commercial banks; b) the interest rate
on the "Fomento Agropecuario" line lied somewhere in between the zero
interest rate charged to 'campesinos" of the "Trapecio Andino" region
and the interest rate on other promotional credit lines of the Banco
Agrario.



-155-

C) On net international reserves: the LIBOR 3 months interest
rate multiplied by one times the rate of devaluation.

Interest costs on CRB's liabilities

a) On curreney in circulation: zero.

b) On reserve requirements on domestic currency deposits: the
remuneration of domestic currency reserves of commercial
banks (see Annex 11).

c) On reserve requirements on foreign currency deposits: the
LIBOR 3 months interest rate (minus one percent point for
1986 and minus 3.5 percent points for 1987) multiplied by one
times the rate of devaluation.

15. The data employed and the indirect estimate of CRB financial
losses (FIL) are reported in Annex Table 3.4. The indirect estimate of FIL,
based on equation (6), is equal to the sum of the product of average stocks
of liabilities and their corresponding interest rates (according to para.
14) minus the sum of the product of average stocks of assets and their
corresponding interest rates.
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Tabl. 8.4: INDIRECT ESTIMATE OF FINANCIAL LOSSES

Stocks of: 198S-I 1916-Il 1966- 1988-II 1987-I 1987-II

A. Average stocks of CR9 assets and Liabilities (million Intli)

a) Assets

1. Net Credit to Public Sector 471 -852 -1,281 978 5,007 18,148
2. Credit to the Fin. System 3,910 5,603 7,508 10,723 16,375 28,109

3. Net Internat. Reserves 8,842 15,844 19,316 15,585 12,952 6,987

b) Liabilities

4. Legal Reserves of Fin.
System in Domestic
Currency 1,425 7,898 17,811 21,366 24,363 33,374

S. Legal Reserves of Fin.
System in Foreign
Currency 8,453 8,926 5,996 4,192 3,842 4,998

B. Interest Rates on CR8 Assets and Liabilities (effectiv, annual X)

a) Assets

6. Loan to Public Sector 21.4% 22.5% 13.3% 9.2X 13.3% 8.3x
7. Loans to the Fin. System 95.8x 32.3% 18.2% 14.9% 14.9x 10.4%
8. Net International

Reserves 19.3% 9.3% 7.SX 6.2% 8.4% 15.0X

b) Liabilities

9. Legal Reserves in
Dom. Currency 101.2% 8.3% 37.8% 37.8x 37.8% 31.2%

10.Legal Reserves in
Foreign Currency 19.3% 9.3x 8.5x 5.2X 4.1% 8.1%

C. Financial Losses mesured as:

(1/2)x((4)x(g)+(6)x(10)-(1)x(8)-(2)x(7)-(3)x(8)] a/

1985-I 1985-II 1986 1988-I 1988-II 1986 1987-I 1987-II 1987

11. Financial
Losses 451 3,620 4,071 3,761 3,788 7,547 3,669 4,003 7,672
- mill. I/.

-as % GDP 0.4 1.5 1.9 1.2 0.9 2.1 0.5 0.6 1.0

Note: Nominal GDP
-mil. 1/. 199,845 381,022 780,166

*/ Since all interest rates are expressed in annual terms the semestral level of
financial losses was obtained dividing net interest payments by two.

Sources: Nota S manal (various numbers) for section A; and "Subgerencia del
Sector Moneturlow and USuperintendencia de Banca y Seguros (CRB)
for section B.
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D. Evolution of the Quasi-Fiscal Deficit

16. The discussion below is based on the direct estimate of the QFD.
This is bound to be more accurate because data on neither of the following
(required for the indirect estimate) was available: i) a proper weighted
average interest rate of CRB assets and liabilities; and ii) a weighted
average exchange rate for CRB's services and capital transactions. However,
the indirect estimate of QFD remains useful for assessing the evolution of
several components of foreign exchange subsidies and financial losses.

17. The size of the QFD has varied considerably along the period. It
rose from 0.2 percent of GDP in 1985-I to 1.7 percent in 1985-II, mainly as
a consequence of foreign exchange subsidies induced by CRB purchases of
foreign exchange in the open market (at a premium over the official
exchange rate). The QFD dropped slightly to approximately 0.9 percent of
GDP during the two semesters of 1986. Foreign exchange subsidies from this
source remained important during 1986-I and, financial losses were more
important in 1986-II. The downward trend of QFD was drastically reversed in
the second half of 1987 when, strongly impulsed by foreign exchange
subsidies, QFD represented 2.5 percent of GDP (5.0 percent in annualized
terms). The latter were caused by a growing spread of the average export
exchange rate over the average import exchange rate and, to a lesser
degree, by CRB purchases of foreign exchange in the open market.

18. Throughout the period, financial losses (the other component of
the QFD) stemmed from CRB financing of the central government and the
financial system at an interest rate which, on average, was below the cost
of its funds (that is, a weighted average between zero, which is the cost
of currency, and the remuneration of reserves of the financial system).
Interest rate losses were particularly important in 1986-II and 1987-II
when they represented 1 percent and 0.6 percent of GDP respectively.
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ANNEX 4

MAIN CHARACTERISTICS OF THE PERUVIAN TAX SYSTEM

1. The modifications introduced in the past three years reduced the
number of taxes that composes the Central Government revenues. Minor taxes
were either derogated or transferred to the responsibility of the local
governments. A major reform was introduced in income tax following
recommendations to broaden its base and reduce exemptions. In addition,
special taxes on assets revaluation and the capitalization of profits were
derogated. In turn, taxes on the holding or transfer of property
(including vehicles and on gambling) were transferred to the municipal
sphere). A description of the main components of the present system
follows.

A. Income Taxes

Corporate Net Income Tax

2. Net income of private and public enterprises is subject to this
tax, which applies to distinct forms of corporations as defined by law
(sociedades anonimas, empresas publicas, sociedades de responsabilidad
limitada, cooperativas). Unipersonal domestic firms are exempt. Foreign
enterprises are subject to the tax on the part of their income generated in
Peru. Capital gains receive the same treatment applied to other sources of
income. The usual deductions, e.g., expenditures incurred on production,
interest, depreciation, carry over of previous year losses, are used to
obtain the taxable income.

3. Taxpayers may choose among three options to estimate their monthly
obligations:

(a) percentages of the tax due in previous year, whose
values are set annually by Government decree. The
percentages applied in 1987 were 10 percent of 1985
tax liabilities (for January and February 1987) and
15, 16 and 25 percent of 1986 tax liabilities for
the periods March-June, July-September and October-
December of 1986, respectively. These percentages
have been rising in the recent years to allow for a
greater inflation. For 1988, the two first
payments were set at 25 percent of 1986 tax
liabilities, and the Government intends to readjust
this value at shorter intervals;
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(b) adhere to a monthly balance regime; and

(c) two percent of the monthly gross income (as defined
by law) in cases of enterprises that did not have
taxable income in the previous year (including new
firms). *1

Option (a) is generally preferred. The difference among the amount paid in
advance and the actual liabilities is cancelled in March of the following
year, after the annual balance is completed.

4. Rates. The legal rates were unified at 35 percent as of 1987
(different rates according to the amount of profits were applied before).

5. Exemptions. Many of the exemptions that were granted in the past
were abolished and others are scheduled to end by 1990 (Decreto Supremo No.
185-87). Remain exempt: income from agriculture, forestry, fishing and
agroindustrial activities, as well as the capture or raising of direct
human consumption products. Total exemption is also granted to new firms
located in the Frontera and Selva regions for a given time period, as an
incentive to decentralization, and to small mining (up to 5,000 metric
tons). Firms located in the Selva benefit from a 50 percent reduction in
the tax on a permanent basis. An extensive list of exemptions, including
socially oriented activities (including religious), foreign and
international delegations, as well as the benefits to non-traditional
exports (CERTEX) are granted to 1990.

Personal Income Tax

6. Individual income is classified under five main groups:

(a) Category 1 - rents;

(b) Category 2 - dividends, interests, financial gains,
and other capital incomes;

(c) Category 3 - income from commerce, manufacture or
similar activities;

(d) Category 4 - independent workers; and

(e) Category 5 - salaried workers.

7. Under the personal income tax, all incomes derived from activities
not covered by the corporate income tax are taxed. Taxpayers (except in
the case of Category 5 incomes) may choose among two alternatives for
estimating the advanced payments (pagos a cuenta):

(a) duodecimos (one-twelfth) of the tax due in the
previous year; and
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(b) duodecimos of the estimated tax liabilities for the
same year, based on projections made at the moment
of the first payment.

Employers are required to withhold duodecimos of the expected taxes due by
their respective employees.

8. Rates. The progressive schedule is the following:

Income Level (in UIT) * Rates (Percent)

Up to 15 8
15 to 20 10
20 to 25 12
25 to 33 16
33 to 41 20
41 to 50 25
50 to 60 31
60 to 72 38
Over 72 45

* UIT stands for Unidad Impositiva Tributaria. One UIT is equal to 27,300
Intis (March 1988).

9. Deductions from gross income are made in the form of credits
against the tax. The most important deductions--the limits are shown in
parenthesis--are: basic exemption (4 UIT); special deduction for labor
income of Categories 4 and 5 (3 UIT); family allowances (2 UIT per capita);
donations (10 percent of net income); insurance premiums (50 percent of one
UIT); and health expenses (3 UIT). These rules imply that the head of a
household composed of four people (wife and two children) who gets only
salaried income (Category 5) was exempted from the income tax in 1987 if
his annual income was below 5.7 minimum wages.

10. Special provisions are:

(a) unidentified capital income (interests on "bonos al
portador" are taxed at the source at a rate of 45
percent); and

(b) non-resident incomes are subject to the following
rates (1987):

- dividends 15.4
- royalties 45.0
- other incomes 45.0



- 161 -

B. Property Taxes

Corporate Net-Worth Tax

II. The base of this tax is the net worth of private and public
enterprises, defined as the difference between assets and liabilities. The
coverage of this tax is similar to the profit tax, but the number of
exemptions is broader (see below). The proportion of each company's asset
that represents participation in the capital of other corporations are not
included in the tax base. The tax is paid in four quotas--the first three
along the fiscal year, and the last in March of the following year-
-together with the presentation of the legal statements. Prepayments are
based on past year's liabilities according to the following scale:

- first quota 40 percent
- second quota 50 percent
- third quota 60 percent

The fourth and last quota accounts for the difference among the actual debt
and the advanced payments ("pago de regularizacion"). The percentages of
each quota are adjusted in a discretionary way, taking into account the
changing rate of inflation.

12. Rates. The rate varies with the total value of the company's
property. The schedule for 1987 was the following:

Net Property Value Percent

Up to 15 UIT 1.0
Over 15 UIT 2.5

13. Exemptions. Agriculture and agroindustry, silviculture, and other
activities related--like production of meat, fish, and vegetable goods for
human consumption--are exempt. Also exempted are: manufacturing
industries located in the Selva and Frontera; educational and cultural
centers; small mining (under 5,000 metric tons of annual production);
tourism (for enterprises located out of Lima and Callao); public utilities
(water and sewage, electricity, telecommunications, etc.). Partial
exemptions are granted to manufacturing firms located out of Lima (50
percent) and Callao (37.5 percent). Large- and medium-sized mining
companies also get a 30 percent reduction on this tax. The municipal real
state tax and the vehicle tax generates credit against the net-worth tax.

Personal Property Tax

14. This tax was introduced in 1988 as part of the "Programa Trienal"
fiscal measures. The tax base includes real estate, motor vehicles,
financial assets, bank deposits, pieces of art and race horses. Market
values, wherever possible, should be considered for assessing total taxable
property. Debts incurred in the purchase of any item can be deducted in
the process of establishing the base of the tax. The detailed rules and
regulations for collecting this tax were still under preparation as of
April 1988.
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15. Rates. The progressive schedule for the tax is the following:

Net Wealth Value Percent

Up to 200 UIT 0
200 - 500 UIT 1
500 - 1,500 UIT 2
1,500 - 3,500 UIT 3
Over 3,500 UIT 4

16. Deductions. The share of the corporation net-worth tax
represented by titles in possession of individuals may be deducted in the
process of computing the individual property tax liabilities. Taxes paid
on real estate and motor vehicles may also be considered as anticipated
payments ("pagos a cuenta") against the tax. The tax shall be paid in four
quotas according to the rules applied to the corporation property tax.

C. Domestic Taxes on Production and Consumption

General Sales Tax (IGV)

17. This tax is levied on sales of domestic produced and imported
goods and services on a value-added basis. The general rules establish a
standard procedure for appraising liabilities through the balancing of
debts (on sales) and credit (on purchases). In the case of imports, debts
are based on the CIF value plus the import taxes. A simplified regime is
provided for small firms (annual sales under 200 UIT). Taxpayers who opt
for the simplified regime are charged a 1 percent rate on total sales,
being allowed no credit for inputs.

18. Rates. The basic rate of the IGV was recently (March 1988) set at
10 percent, of which 8.5 percent goes into the Central Government revenues,
and the remainder 1.5 percent is shared with municipalities. Total IGV
rate were 11 percent in 1985 and 6 percent in 1986.

19. Exemptions are the most important items in the consumers' basket
(like food and medicaments), as well as agricultural implements, books and
newspapers. Also exempt are any transactions within the Selva and Frontera
regions and unipersonal firms whose sales did not reach a total of 35 UIT
in the previous year. The IGV on imports does not apply in the case of the
following activities: agriculture, fishing, land transportation,
communications, small- and medium-sized mining, and some state-owned
enterprises (ENATRU, ENAFER, PETROPERU).

Selective Consumption Excises (ISC)

20. Subjected to this tax are: production, consumption and import of
a special set of goods and services. The tax is imposed on the sales value
(excluding IGV) in the case of domestically produced goods; for imports,
the base is the CIF value plus import taxes. The most important goods
subjected to this tax are: combustible, tobacco, alcoholic beverages
(beer), soft drinks, cosmetics, electrical appliances, and vehicles. The
taxed services include banking and insurance, telecommunications and
tourism.
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21. Rates. The rates vary according to the nature of the product, the
highest one being applied to cigarettes. Table 4.1 provides a detailed
breakdown of the rate structure of this tax (general goods) and Table 4.2
rates for fuels.

22. Exemptions. The sale of fuels to ENATRU, EPSEP, Instituto del
Mar, cement producers in the Department of Puno and the Armed Forces are
exempted from the ISC. Also exempted are the sale of taxed products when
made by firms located in the regions of Selva and Frontera (except for
cigarettes and combustibles). Imports for communication activities (radio
and television) are also exempted.

Other Taxes on Services

23. There exists a handful of minor taxes on services that are not
significant from the revenue viewpoint. These are:

(a) Tax on foreign trips - Peruvian residents
travelling abroad are required to pay a US$100 tax
per trip (employees of international transportation
companies, as well as those crossing borders and
those living in frontier zones are exempted).

(b) Tax on the purchase of international air tickets -
Peruvian residents who travel with tickets bought
out of the Country are subjected to a tax of 14
percent double the basic rate applied to sales of
air tickets within the Country. (The basic tax is
part of the ISC.)

(c) Tax on the expedition of passports - Peruvians are
required to pay a tax equivalent to US$55 each time
they ask for a passport (diplomats are exempt-and
students have lower rates).

(d) Special tax on consumption of electricity - The
rates applied to the value of the monthly bills are
10 percent for consumptions below 150 kwh, and 25
percent for higher levels of consumption.
Exemptions are granted for Governmental agencies
(of all levels), universities and other educational
activities, and foreign delegations. Only 20
percent of the proceeds from this tax is included
in the general budget, the other 80 percent is
earmarked to Electroperu.

(e) Tax on the buying and sale of foreign currency -
Applied on foreign currency transactions when
related to exports or imports, except those of the
Central Bank. The rate is 1 percent.
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(f) Tax on dollar purchases by Peruvian tourists - at
the rate of percent. This tax was de facto placed
out in March 1988 when tourists were sent to
purchase parallel market dollars for tourism.

D. Import Taxes

24. Custom Duties. Applied on an "ad-valorem" basis to the CIF value
of the imports of goods in general. A detailed description of these is
provided in Chapter III, Section B. There are a countless number of
exemptions and special provisions, the most important granted to the
Government, diplomatics, primary production, and some branches of the
manufacturing and service industries (cement, radio and telecommunications,
etc.). A list of the main beneficiaries of these exemptions with the
estimated values for 1986 is presented in Statistical Annex Table 5.6.

25. Surcharges. A rate of 17 percent on the CIF value of imports is
applied as a surcharge. Goods exempt from the basic duties are also
exempted from the surcharge. Another surcharge earmarked to the ICE (7
percent) was instituted as of December 1987.

26. Minimum Duty ('Arancel Minimo'). Applied to the import of goods
for which the basic duty is zero. The rate of 1 percent was raised to 5
percent in December 1987. The only exemptions are books, magazines and
other goods imported for universities.

27. Consular Fees. Imposed on documents or certificates issued by
Peruvian diplomatic missions. The rates are fixed values and vary
according to the subject of the document.

28. Peru-Colombia Special Agreement. The special agreement allows for
a preferential treatment of goods to be traded across the common border.

E. Export Taxes

29. Taxes on Traditional Exports are applied to the FOB value of these
exports. The most important goods subjected to these taxes are minerals,
oil, coffee, sugar, fish and cotton-derived products. There is a basic tax
plus surcharges based on the same rules. The rates vary according to the
nature of the good and the fluctuation of international prices. Annex
Table 4.3 provides the rate structure for 1987.
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Table 4.1: AVERAGE RATES FOR THE SELECTIVE CONSUMPTION EXCISES

Goods and Services 1986 1987 March 1988
-------------Percent--------------

cigarettes 145 205 300
Cheaper Cigarettes 75 75 150
Beer 56 100 200
Wine 18 18 35
Whisky 40 120 250
Rum 24 77 120
Brandy, Vermouth 18 98 250
Cider 32 78 120
Soft Drinks 24 70 150
Mineral Waters -- 46 SO
Fruit Juices -- 34 80
Cosmetics 32 34 50
Vehicles

- Categories Al, A2, A3 and C 18 48 120
- Categories A4 50 107 300

Yacht 50 102 300
Leather Goods 32 53 100
Tapestry 40 55 200
Caviar 40 55 200
Crystal Luminaries -- 30 100
Crystal Decorative Goods 18 34 100
Air Conditioner 18 34 100
Dishwashers 24 36 150
Color TV 10 10 25
Sound and Video Apparatus 18 34 150
Pearls, Diamonds and Jewels 40 55 200
Precious Metal-Covered Pens 40 70 200
Local Phone Calls 10 14
Long Distance, Cables, Telex 15 22
Insurance 10 10
International Air Tickets 14 14
Rental Movies 10 10
House Rentals 5 5

Source: Raul Beltran (1987).
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Table 4.2: RATES FOR SELECTIVE EXCISES (FUELS)
(Percentages)

1987 1988

Products January February April July January March
DS.026-87-EF DS .070-87-EF DS .149-87-EF DS.018-88-EF DS. 032-88-EF

Gasoline 96

Costa-Sierra 211.90 203.40 206.50 208.30 198.60 376.33

Gasoline 84

Costa-Sierra 211.20 200.90 202.80 203.10 190.70 235.56
Selva 134.80 127.80 129.20 129.40 120.10 235.56

Domestic Kerosene
Costa-Sierra 43.90 37.60 - 37.90 - -

Selva 53.60 48.80 - 45.50 -

Industrial Kerosene
Costa-Sierra 143.10 137.80 - 123.40 -

Selva 132.70 127.60 - 114.30 -

Gran Mineria 165.00 - - 165.60 - -

Diesel I
Costa-Sierra 130.00 - - - - 217.73
Gran Mineria 129.00 - - - - 227.76

Diesel II
Costa-Sierra 121.40 116.80 - - 90.60 43.34

Selva 109.00 104.60 - - 80.10 43.34
Gran Mineria 136.00 - - - - 81.43

Residual 5
Costa-Sierra 129.00 - - - - 200.60

Gran Mineria 127.00 - - - - 209.62

Residual 8
Costa-Sierra 144.00 - - - - 99.18
Selva 100.00 - - - - 99.18

Gran Mineria 141.00 - - - - 105.36

Liquid Gas 100.60 63.10 - 59.00 - -

Source: INP-DGPE-DSP.

/
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Table 4.3: EXPORT TAXES (1987 RATES)
(Percentage)

Traditional. Additional Ad-Valorem
Products Exports Tax Ad-Valorem FOB Surcharge Special Tax

Fish Meal 5.0 1.0 1.0 0.0 3.0

Cotton 0.0 0.0 0.0 0.0 0.0

Sugar 1.0 1.0 1.0 0.0 3.0

Coffee 0.0 1.0 1.0 0.0 3.0

Oil 0.0 0.0 0.0 0.0 3.0

Mining 2.6 0.0 0.0 0.0 3.0

Source: INP-DGPE-DSP.
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ANNEX 5

MISALIGNMENT OF PRICES AND TARIFFS OF STATE ENTERPRISES:
A PRELIMINARY CALCULATION

1. In this annex, an attempt is made to estimate the revenue losses
of state enterprises as a result of lagging output prices controlled and
kept unrealistically low by the Government. An accurate calculation would
require detailed knowledge of the general equilibrium level of prices and
tariffs, i.e. prices that reflect the opportunity cost (border price for
tradeable goods or the long run marginal cost for services not traded
internationally). However, this clearly falls beyond the scope of the
current study, therefore here a tentative and preliminary approach is
followed based on the following methodology:

(i) the five most important public enterprises in terms of
forgone revenues due to price controls were selected:
Petroperu, Electroperu, ENCI (marketing of agricultural
products and inputs), ECASA (rice marketing) and ENATRU.
Although ENTEL (telecommunications) also suffered significant
revenue losses, it had to be excluded because of the
complexity of its tariff structure;

(ii) for all these companies, a calculation was made on the
difference between the actual 1987 revenue and the revenue
that companies would have achieved, had their output prices
and tariffs been increased according to the rate of
inflation, i.e. parallel with the increase of the consumer
price index. Table 5.1 shows the lag of the price and tariff
increases of the relevant goods and services compared to the
CPI. As we can see from Table 5.1 this lag reached in many
cases up to 60-65 percent of the real July 1985 price by the
end of 1987 and the situation has, in some cases, worsened
further by ea'rly 1988. Table 5.2 shows the gap between the
real revenues and the revenues that the companies would have
received if their 1985 prices would have been increased
according to CPI.
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Table 5.1: RELATIVE TARIFF AND PRICE INDEXES
(D-flated by the Consumer Price Index, July 1986 = 100)

July Dec. Dec. Average Jan. March August
1985 1985 1988 Price 1987 1986 198 1986

Petroleum Products

Gasoline 84 100.00 107.11 65.76 56.84 41.16 46.32 32.28

Gasoline 95 100.00 107.24 66.83 59.09 43.11 52.00 37.04

Kerosene domestic 100.00 67.75 41.59 29.57 19.78 30.92 22.03

Kerosene Industrial 100.00 100.86 56.72 28.37 11.47 8.37 3.77

Diesel Oil 1 100.00 100.72 65.72 36.88 23.05 23.31 16.80

Diesel Oil 2 100.00 100.42 55.41 36.65 22.91 23.14 16.48
Residual 5 100.00 100.82 55.55 36.74 22.96 22.04 15.70

Residual 6 100.00 100.83 55.91 36.97 23.11 21.83 15.55

Liquified gas 100.00 93.13 55.39 33.60 22.31 19.84 24.36

Electricity

Public 100.00 - 78.33 86.46 86.03 81.59 54.99

Residential 100.00 - 62.92 62.20 54.66 54.15 35.44

Industrial 100.00 - 62.23 59.26 50.30 47.70 38.51

Commercial 100.00 - 76.97 83.68 82.40 78.16 53.80

General use 100.00 - 67.43 69.54 70.42 68.79 45.49

Total General 100.00 - 67.40 63.89 58.06 56.08 41.17

Rice

Standard 100.00 82.53 72.38 65.32 53.88 54.67 49.20

Integral 100.00 61.99 57.88 37.76 36.71 26.78 n.a.

Superior 100.00 80.18 90.03 79.23 64.61 68.79 e6.28

Products marketed
through ENCI

Wheat 100.00 80.18 49.22 41.16 31.26 23.46 10.57

Fertilizers 100.00 76.93 47.23 31.23 19.52 18.99 14.26

Corn 100.00 80.18 93.86 78.33 62.46 103.56 46.80

Sorghum 100.00 80.18 90.60 74.29 60.73 99.70 44.94

Soya Oil 100.00 80.18 42.07 33.52 32.32 27.28 12.46

Bus fares 100.00 103.74 66.01 65.89 57.08 63.03 66.28

Local telephone calls 100.00 96.22 83.86 81.56 77.42 84.95 47.74
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Table S.2: ETEDT REVEI. Lfl8Er IN 1967

(1) (2) (3) (4) (5) (6) (7)

Sales Average Total Sales Potantiml Potential Lost Lost

in Price in 1987 Price in Revenue in Revenue Revenue

Phyaical 1987 million I/. intia million 1/. million 1/. (GDP percentage)

Unit (1 X 2) W) ( x 4) (5 - 8)

PETROPERU Unit:

million gal. Int;/gal Inti/gal

Casoline 84 395.1 22.88 9,039 40.25 15,903 6,864

Casoline 85 70.9 28.50 2,021 48.23 3,419 1,398

Kerosene domestic 308.3 3.93 1,212 13.29 4,097 2,885

Kerosene international 15.7 9.12 143 32.14 506 363

Diesel Oil 1 3.2 13.71 44 37.17 1i8 74

Diesel Oil 2 510.6 13.36 6,821 36.45 18,612 11,791

Residual 5 23.3 11.40 266 31.02 724 458

Residual 6 458.0 11.20 5,130 30.29 13,874 8,744

Liquified gas 69.4 7.17 498 21.34 1,482 984

Total 25,174 33,561 4.4

ELECTROPERJ Unit: GW\H (Inti/MWH) (Inti/MWH)

Total 8,125 899 7,304 1,407 11,433 4,129 0.5

ECASA (R:ice) Unit: tons (Inti/tons) (Inti/ton)

Standard 571,149 6,823 3,896 10,445 5,966 2,070

Superior 144,297 9,979 1,439 12,595 1,817 378

2,448 0.3

ENCI Unit:

(000 tons) (Inti/tons) (Inti/ton)

Wheat 1,156 3,361 3,885 8,166 9,440 5,555

Fertilizers 547 2,650 1,449 8,486 4,461 3,012

Corn 676 5,042 3,408 6,605 4,465 1,057

Sorghum 23 4,588 105 6,176 142 37

Soya Oil 85 9,864 838 29,427 2,501 1,663

11,324 1.5

Total 47,498 98,960 51,462 6.7

Li The price that would have prevailed if the nominal price of each product had been increased at the rate of consumer

price inflation throughout since July 1985.
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ANNEX 6

THE WORKING OF THE "MESA DE NEGOCIACION'
OF FOREIGN EXCHANGE CERTIFICATES

1. Mesa de Negociacion. The so-called Mesa de Negociacion de
Certificados Bancarios en Moneda Extranjera (MN) was introduced in August
1987 in the hope of attracting domestically held foreign exchange
(including the considerable revenues from illegal exports) to the formal
banking sector, after the legal free market was abolished. This has not
been very successful, however, because of the access restrictions imposed
and the manner in which the MN is operated. All except incorporated
businesses have access to the MN on the supply side, and may supply the
foreign exchange that does not have to be surrendered to the Central Bank.
The incoming foreign exchange is deposited in a foreign exchange account at
a participating domestic bank and a Certificado Bancario en Moneda
Extranjera is issued, which earns an interest rate of (Libor - 1) percent.
This is the actual instrument traded on the MN. The initial supply of CD
was the outstanding stock of foreign currency deposits, which, as it was
mentioned before were declared inconvertible to foreign exchange in August
1985. On the demand side, access to participate in the MN is also limited.
In practice, the participants allowed to bid on the market are travelers
going abroad, domestic importers that have received an import license but
either exceeded their foreign exchange budget allocation or were
automatically referred to the MN, and firms or individuals wishing to hold
the CDs as a saving instrument. Tourists are charged a 25 percent tax over
the MN rate on their foreign exchange purchases. Other service importers
may receive foreign exchange from the Central Bank, quoted at the rate
determined on the MN, but those importers do not submit bids that could
influence the market rate. Moreover, the CDs are not automatically
redeemable in foreign exchange. Rather, to obtain foreign exchange the
holder of the CD must present an import license or a foreign exchange
license (in the case of services) together with the corresponding invoices.

2. As for the auction mechanism itself, the MN is operated in the
following manner: potential buyers and sellers of foreign exchange submit
sealed bids and offers. The markets operates five days a week. The
managing officials at the Central Bank subsequently eliminate all offers
above the highest bid and all bids below the lowest offer. Then the
highest priced bids are paired off with the highest offers, and so on down
the line until either demand or supply is exhausted. This means that the
sellers of foreign exchange capture the consumer surplus from the buyers,
similar to a Dutch auction, only that the total volume of transactions is
not known beforehand. The rate quoted on the MN represents the average
weighted price of all transactions made and is published the next day. The
daily volume of transactions on the MN has been on the order of US$1.0 -
1.2 million. The Central Bank could, but reportedly has not intervened in
the MN so far as a buyer or seller. It does, however, control the exchange
rate determined in this market by limited access and not accepting bids and
offers above a pre-specified rate so that the closing MN exchange rate
attains the level targeted by the authorities. The rate, however, has been
allowed to move to higher levels since December 1987, and the rate has
moved from about 40 Intis/US$ then to above 70 by March 1988.
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ANNEX 7

THE FINANCIAL SYSTEM: INSTITUTIONAL CHARACTERISTICS

1. The organized Peruvian financial system comprises the banking sub-
system, the non-banking sub-system and capital markets.

2. The Banking Sub-System. The banking sub-system, which in 1987
accounted for 84 percent of the stock of credit provided by the financial
system and 90 percent of the stock financial liquidity, is composed of:

(i) Central Reserve Bank (CRB). Besides the typical functions
of monetary regulation and exchange rate management, the
CRB finances the central government directly or indirectly
through the Banco Nacion; provides credit for promotion of
specific activities (mainly through the Banca de Fomento);
and sets legal reserve requirements and ceilings for saving
and lending interest rates. The 'Superintendencia de Banca
y Seguros" is in charge of supervision and control of the
financial system.

(ii) National Bank (Banco de la Nacion). It is the financial
and fiscal agent of the state, i.e. it collects taxes and
finances the central government deficit during the year
generally by drawing funds from the CRB. However, at the
end of each year most of the government's debt with the
Banco de la Nacion is consolidated into a direct loan from
the CRB to the government (the annual interest rate on this
consolidated loan is 0.01 percent). Banco de la Nacion
also receives deposits, largely from state enterprises;
which are required by law to operate with this institution.

(iii) Commercial Banks. In 1987 commercial banks accounted for
more than half of the stock of bank credit and captured
more than half of the stock of bank deposits. The
commercial banking sector is composed of 24 banks of which,
prior to the July 1987 bank nationalization (approved by
Congress in September, but still being implemented), seven
were foreign, nine owned by residents and eight belonged to
the government. The group of commercial banks which
belonged to the government before the nationalization is
referred to as "Banca Asociada". The principal types of
deposits received by commercial banks are cash deposits,
saving deposits and fixed term deposits in domestic
currency. Foreign currency deposits, became important in
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1983-85 in the wake of rising inflation and high
devaluatory expectations. However, the creation of new
foreign currency deposits was ruled out in late 1985. All
deposits are subject to legal reserve requirements. Credit
usually takes the form of advances or overdrafts in current
accountiand discounting commercial credit and promissory
notes; approximately 85 percent of loans are on a short-
term basis. Despite binding ceilings on nominal interest
rates set by the CRB, the structure of effective active
interest rates of banks was, prior to August 1985, quite
flexible due to commissions, freedom to alter the period of
capitalization of interest rates, and advanced payment
of interests. Since mid-1985, though, the CRB fixed
maximum effective interest rate ceilings, and commissions
were strictly ruled out.

(iv) Development Banks (Banca de Fomento). Their main function
is to channel subsidized credit to promote specific
economic activities (approximately two-thirds go to
agriculture). During 1987 the Banca de Fomento provided
about half of the total stock of bank credit to the private
sector. The institutions of the Banca de Fomento are
sectorally oriented. The largest ones are the Agrarian
Bank (Banco Agrario) and the Industrial Bank (Banco
Industrial), and they are followed in order of importance
by the Housing Bank (Banco de la Vivienda), the Mortgage
Bank (Banco Hipotecario) and the Mining Bank (Banco
Minero). The Banca de Fomento is principally funded by the
CRB which accounts for more than half of its liabilities,
the rest of which are mostly private sector deposits.
Typically, credit lines granted by Banca de Fomento bear
subsidized interests rates; interest rate subsidies are
particularly large in loans granted by Banco Agrario.
This responds to the Government objective of improving
income distribution in rural areas, especially in the
Andean region. A small portion of loans channeled to poor
farmers bear few interest rate.

3. The Non-Banking Sub-System. The non-banking sub-system, whose
share in total financial savings has been growing in the last three years,
accounted in 1987 for 16 percent of the total stock of credit and captured
one-fifth of the total stock of financial deposits. It is composed of:

(i) Financial Corporation for Development (COFIDE). COFIDE is a
public promotional financial corporation and represents the
single most important non-bank financial intermediary. It
is funded by bonds sold to the public (some of these bonds
are tax-deductible, e.g. bonds "tipo C" are deductible up to
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35 percent of the value of the bond from taxable income), by
Central Bank's credit and by external loans. Although than
50 percent of COFIDE's financing go to public institutions
(mostly public firms), it also provide promotional financing
to exporters, small-scale enterprises and other priority
sectors.'

(ii) Financial Firms (Financieras). Many of which belong to
commercial banks and are the second most important
institutions of the non-banking sector. In 1987 they
accounted for 53 percent of the savings captured in the non-
banking sub-system. Unlike banks, their lending
transactions are almost entirely on a mid- to long-term
basis. They also differ from banks in that they do not
receive cash and saving deposits. Their time deposits are
also subject to legal reserve requirements.

(iii) Other Intermediaries. Include credit cooperatives, saving
houses of the municipal and rural sectors, mutual saving
institutions in the housing sector, and insurance companies.

4. Capital Markets. The stock exchange is relatively underdeveloped.
Partly as a consequence of subsidized interest rates (which induce formal
sector firms to seek credit rather than equity finance) the volume of
transactions in the stock exchange (primary and secondary market volume)
has dropped from 13 percent of GDP in 1979 to approximately 5 percent in
the last years. The share of the public sector (including COFIDE) in
primary capital issues has fallen from 47 percent in 1980-81 to 24 percent
in 1984-85. However, during periods of tax collection the share of public
sector issues increases due to the increase in demand for tax-deductible
bonds.
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Table 7.1 THE ORGANIZED PERUVIAN FINANCIAL SYSTEM

- Private (before July 1987)
1. Commercial Banks - Banca Asociada

- Foreign

- Regional

- Agrarian Bank
I. Banking Sub- 2. Development Banks - Industrial Bank

System (Banca de Fomento) - Mining Bank
- Mortgage Bank
- Housing Bank

3. National Bank
(Banco Nacion)

4. Central Reserve Bank

1. Financial Development Corporation
(COFIDE)

2. Financial Firms
(Financieras)

II. Non-Banking
Sub-System 3. Credit Cooperatives and Saving

Houses

4. Insurance Companies

III.Capital Markets 1. Stock Exchange

5. Unorganized Financial Markets. This encompasses all financial
transactions that take place outside the organized or formal financial
system described above. Preliminary and rough estimates suggest that
unorganized markets might have been in recent years as important as the
organized financial system in terms of the volume of financial
transactions. There are three types of markets in the unorganized
financial system: (i) equity raised outside the stock exchange; (ii)
suppliers' credit; and (iii) lending by informals (informal intermediaries
per se). Although the available data is conjectural and not truly
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representative, interest rates of informal intermediaries seem to have been
systematically higher than official ones (and, unlike in the latter case,
almost always above inflation). Apart from risk considerations this is
mainly due to the absence of ceilings and other restrictions on interest
rates. The existence of these restrictions together with high legal
reserve requirements inithe formal system have provided the crucial
incentive for the development of unorganized financial markets.
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ANNEX 8

POPULATION, INCOME DISTRIBUTION AND LABOR MARRET SEGMENTATION

A. Demographic Trends

1. Population and Age Structure. Peru's population, now (1987)
numbering more than 20 million people, will grow to more than 22 million in
1990. The average annual rate of growth of population is estimated at 2.5
percent for the five-year period between 1985 and 1990 (Table 8.1). The
population is distributed among the country's three major regions as
follows:

Coast 52.1 percent
Sierra 36.9 percent
Selva 11.0 percent

2. Forty percent of the population are less than 15 years old and
four percent are 65 or more, leaving 56 percent in the "working ages" of
15-64. The dependency rate, now 77 dependents (young and old) per 100
persons in the working ages, will fall to 66 at the end of the century, as
the age structure undergo changes associated with projected declines in
both the birth and death rates (Table 8.2). Changes in the dependency
rate, at least within Peru's prospective ranges, will have a wholly
positive effect on potential development, since they imply that a higher
proportion of the population will be in the working ages and a
corresponding lower proportion will be children and old people, for whom
economic dependency is customary and socially desirable.

Table 8.1; POPULATION

Year Population a/ Rate of Growth b/ Year Population

1950 7,633 1985 19,697
1955 8,671 2.59 percent 1986 20,207
1960 9,931 2.75 percent 1987 20,727
1965 11,467 2.92 percent 1988 21,256
1970 13,193 2.84 percent 1989 21,791
1975 15,161 2.82 percent 1990 22,332
1980 17,295 2.67 percent
1985 19,697 2.64 percent
1990 22,332 2.54 percent
1995 25,123 2.38 percent
2000 27,952 2.16 percent
2005 30,746 1.92 percent
2010 22,479 1.72 percent
2015 36,125 1.53 percent
2020 38,647 1.36 percent
2025 41,007 1.19.percent

a/ In thousands
b/ Average annual rates during five-year periods ending that year.

Source: Instituto Nacional de Estadistica (INE). "Proyecciones de
poblacionn. Boletin Especial No, 10, pp. 65-66
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3. Vital Rates. Birth rates have fallen from the mid-40's per 1,000
in the 1970's to about 35 at present (Table 8.2). A further decline to 26
is officially projected for the year 2000 although these estimates are
sensitive to changes in economic conditions and in the effectiveness of
family planning campaigns. The total fertility rate (number of children
per mother) now averages 4.5, having fallen from 5.6 in 1975. Consistent
with the decline in the birth rate, decreases in the total fertility rate
to 3.3 have been projected for the year 2000.

Table 8.2: PERU DEMOGRAPHIC INDICATORS

Infant
Dependency Fertility Mortality Mortality Life

Year Rate a/ CBR b/ TFR c/ CDR d/ Rate e/ Expectancy f/

1975 n.a. 39.4 5.6 12.2 107 56.5
1980 n.a. 37.9 5.2 11.3 101 57.8
1985 n.a. 37.9 4.7 10.1 93 60.2
1987 77 n.a. 4.5 9.4 88 61.4
1990 75 32.8 4.2 8.3 81 63.4
1995 71 29.5 3.7 7.1 70 66.1
2000 66 26.4 3.3 6.3 62 68.1

n.a. = non available.

a/ The dependency rate is defined as the sum of the number of persons
aged 0-14 plus those 65 and older, as a proportion of the number of
persons aged 15-64. For convenience the ratio is multiplied times
100.

b/ CBR = crude birth rate.
c/ TFR = total fertility rate.
d/ CDR = crude death rate.
e/ Number of persons who die before reaching their first birthday, per

thousand live births.
f/ In years.

Source: Statistics National Institute.

4. If the decline actually occur--and it is too early to assess its
plausibility--the pressures on social spending, especially in formal
education, would be lessened. Current standards could be achieved with
lower expenditures relative to GDP. More desirable, broader coverage and
higher quality of state-supported education could be achieved with current
real expenditures as a proportion of GDP, given the expected decline in the
proportion of the population in the school ages.
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5. Mortality rates have also fallen. At present, the crude death
rate is 9.4 per 1,000, having declined from 12.2 in 1975. It is expected
to reach 6.3 at the turn of the century. Declines in the crude death rate
reflect improvements in overall health conditions as well as changes in the
age distribution of the population. Rapid population growth leads to a
younger population. Mote formally, the rapid rate of population growth has
been accompanied by a set of birth and death rates that concentrate the age
distribution of the population in age groups where the probability of
mortality is lowest--that is, among the young.

6. More significant than the crude death rate in interpreting
improvements in social welfare are the infant mortality rate and life
expectancy at birth. Infant mortality now shows an overall average of 88.2
infant deaths per 1,000 live births, having fallen from 107 in 1975 (Table
8.2).

7. These figures motivate three comments. First, the decline in
infant mortality has occurred during a period in which the most optimistic
hopes for Peruvian development have been largely frustrated. Improvements
in infant mortality appear therefore to relate more directly to the size
and effectiveness of expenditures devoted to public health and to
inexpensive imported techniques of death control among infants rather than
to robust economic development. Second, the rates are still excruciatingly
high by international standards. Many Latin American countries with
similar per capita incomes have mobilized health services that effectively
generate rates one-half or even one-third the size of Peru's infant
mortality. And third, the nationwide average in infant mortality obscures
a distressing variation in the indicator among different regions. Some
Andean provinces suffered infant mortality rates in excess of 180 per 1,000
in 1981, a year in which the average rate was 87 and in which some
provinces in coastal Peru had rates of 50 or less.

8. Life expectancy at birth has risen from 56.5 years in 1975 to 61.4
years at present. Further increases to 68.1 by the year 2000 are expected
(Table 8.2).

9. Labor Force Participation Rates. During the period since 1970,
labor force participation rates of men have declined while those of women
have increased. Year-to-year changes have not been monotonic (Table 8.3).
Nevertheless, the overall decline in male participation rates is consistent
with increases in school attendance ratios, while higher female
participation in metropolitan Lima reflects (i) worldwide changes in
attitudes about the role of women in the labor force; and (ii) the lower
labor costs associated with women's lower wages.
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Table 8.3: LIMA: LABOR FORCE PARTICIPATION RATES, BY SEX
(percentages)

1970 1975 1980 1981 1982 1983 1984 1985 1986

Men 80 73 76 74 69 72 72 n.a. 74

Women 38 35 40 36 37 37 40 n.a. 50

Note: Labor force participation rates are shown for persons aged 15 and
over

Source: Ministry of Labor, Boletin Mensual de Empleo, No.16, April 1987.

10. Changes since the early 1980s deserve further comment. Focussing
on the Lima metropolitan area, the labor force participation of men over 15
years of age reversed its longer term decline and actually rose from 69
percent in 1982 to 74 percent in 1986. For women, the increase which
occurred after 1981 was faster than the earlier increases. While in 1981,
36 percent of women in Lima were members of the labor force, the proportion
had risen to 50 percent by 1986.

11. Higher participation rates mean that the labor force is growing at
a rate faster than the population. The labor force grew at an average
annual rate of 2.7 percent between 1981 and 1987, a period during which the
population was growing at a rate of 2.6 percent. Needless to say, in a
poor labor-surplus economy fast growth in the labor force may do more harm
than good. The maintenance of capital labor ratios would necessitate
greater savings and investment. Higher government outlays for social
services might also be required. In the absence of these conditions a fall
in real wages intensifies poverty, unemployment rises, and per capita
social services deteriorate.

B. Income Distribution, Rural Poverty and Regional Disequilibrium

12. Calculation of consumption expenditures by population deciles
shows that the poorest ten percent of the population spends about two
percent of total consumption expenditures (1.80 percent, or adjusted for
adult equivalents, 2.01 percent). In the highest-spending tenth of the
population, consumption expenditures account for about one-third of
national consumption (35.36 percent, or adjusted for adult equivalents,
33.38 percent) 1/ In short, consumption by Peruvians in the top decile is
20 times higher than consumption by those in the bottom decile (or 17
times, adjusted for adult equivalents).

1/ Derived from Glewwe, "Distribution of Welfare in Peru", Table 2, P. 9.
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13. Engel's Law suggests that as income increases, the absolute
expenditures for food rise at the same time that their proportion in total
expenditures falls. Peruvian data are consistent with both halves of the
law. Thus inequality in food consumption is less marked than in
expenditures overall. Peruvians in the top expenditure decile, for
example, spend "only" 11 times as much food per capita as those in the
bottom decile (9 times, adjusted for adult equivalents).2/

14. Comparing the expenditures, adjusted for adult equivalents, of two
groups of the poorest citizens with the rest of the population allows a
bird's eye view of these important measures of welfare.

Total Exp. Food Exp.

Poorest 10 percent 2.0 percent 2.7 percent
Poorest 30 percent 9.9 percent 12.9 percent
Remaining 70 percent 90.1 87.1 percent

15. Rural Poverty. Geographical disaggregation is necessary to
comprehend fully the nature of Peruvian poverty and under development.
While macroeconomic models provide useful insights, they also divert
attention from important regional and sectoral patterns.

16. The Bank's Living Standards Measurement Study provides useful data
on the regional distribution of poverty. In 1985-86, 31 percent of the
population lived in rural districts of the Sierra. Among the poorest ten
percent of Peruvians nearly double that proportion (60 percent) were found
there.3/ Table 8.4 contains additional details that make clear the
concentration of poverty in the Andes.

17. These findings are further supported by research performed by the
Instituto Nacional de Planificacion on social and economic indicators of
poverty at the level of 153 Peruvian provinces. Of 42 provinces in the
impacted Trapecio Andino, 33 fall into the strata showing the worst
indicators of poverty.4/ These provinces are overwhelmingly rural. They
depend on subsistence agriculture practiced on tiny plots. These minifarms
lack physical and financial inputs in the form of mechanical power,
fertilizers, purchased seeds, and credit.

2/ Paul Glewwe, "The Distribution of Welfare in Peru in 1985-86"1, World
Bank Living Standards Measurement Study, Working Paper No. 42, December
1987, p.9.

3/ World Bank, Living Standards Measurement Study, unpublished data. The
most complete description of Peruvian living standards appears in Paul
Glewwe, "The Distribution of Welfare in Peru in 1985-86", World Bank
Living Standards Measurement Study, Working Paper No. 42, December
1987.

4/ Instituto Nacional de Planificacion (INP), Pobreza Critica en el Peru,
December 1987. The Trapecio Andino includes the Andean departments of
Apurimac, Ayacucho, Huancavelica, Cusco, and Puno along with some high-
altitude provinces in the departments of Arequipa and Moquegua.
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Table 8.4: LOCATION OF POOR BY REGION, 1985-86

Poorest Poorest Remaining
10 percent 30 percent 70 percent All

Lima 3.4 8.4 34.6 26.8
Urban Coast 6.0 11.7 16.7 15.2

Sierra 8.7 9.4 11.4 11.0
Selva 2.3 2.2 3.3 3.0

Rural Coast 9.2 9.6 6.2 7.2
Sierra 59.8 48.7 22.8 30.6
Selva 10.6 10.0 4.8 6.3

Total 100.0 100.0 100.0 100.0

Source: World Bank, Peru Living Standards Survey, unpublished data.

18. Poverty, Employers, and Occupations. The overwhelming majority of
Peru's poor are self-employed farmers. Table 8.5 provides details. The
Peru Living Standards Survey reveals clearly the extent to which self-
employment is the predominant mode of the nations's economic activity.
Nearly three-fifths of the labor force is self-employed rather than working
for wages, and more than three-quarters of the poorest 10 percent also find
themselves in this category.

19. Equally significant, while 40 percent of Peruvians are occupied in
agriculture, more than 70 percent of the poorest ten percent are found
there. Of course, the overlap between agriculture and self-employment is
great.

20. These findings have clear policy implications. If the poor are
largely self-employed farmers (including share croppers, tenants, and
landless agricultural laborers), then increases in wage rates paid to the
public sector, including state corporations, will have only an indirect
effect on poverty, operating through increases in demand for agricultural
output. Furthermore, legislation seeking to improve obligatory minimum
wage rates would affect only that fraction of the poorest who have regular
jobs and work for pay. The World Bank's working paper on the subject,
drawing on its mammoth household survey, concludes that "policies to reduce
poverty must be aimed at self-employed workers in agriculture .... Raising
agricultural incomes is the key to significantly reducing poverty in Peru."5/

5/ Glewe, 'The Distribution of Welfare in Peru," p. 40.
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Table 8.5: EMPLOYERS AND OCCUPATION OF HEADS OF HOUSEHOLDS,
INCOME GROUPS, 1985-86

Poorest Poorest Remaining
10 percent 30 percent 70 percent All

Employer
None 5.5 4.8 6.5 6.0
Private firm 12.2 16.9 22.2 20.6
Government 1.3 3.2 11.5 9.0
State Corporation 0.0 0.4 3.6 2.6
Private Household 3.0 3.2 1.5 2.0
Self-employed 78.0 71.5 54.7 59.8

Total 100.0 100.0 100.0 100.0

Occupation
None 5.5 4.8 6.5 6.0
Professional
White Collar 0.5 2.2 15.8 10.9

Sales and Service 7.4 13.6 26.0 22.3
Agriculture 70.8 61.2 30.9 40.0
Manufacturing

and Construction 15.8 18.2 20.8 20.8

Total 100.0 100.0 100.0 100.0

Source: World Bank, Peru Living Standards Survey, unpublished data.

C. Labor Market Segmentation and Informal Sector Employment

21. Segmentation in the Peruvian labor force between formal and
informal parts follows lines familiar from theories of economic development
elaborated during the 1950s. For practical purposes, the articles of W.
Arthur Lewis on unlimited supplies of labor and Richard Eckaus on
technological dualism appear applicable to Peruvian labor market behavior.
Many of the hypotheses of these analytical pioneers have been confirmed by
observers of the economy during the past decade and have been incorporated
in current "heterodox" approaches to Peruvian development.6/

6/ The most notable of these is the mammoth two-volume study by Daniel
Carbonetto, Jenny Hoyle, and Mario Tueros, El Sector Informal en Lima
Metropolitana. Lima: Centro de Estudios para el Desarrollo y la
Participacion (CEDEP), 1987. The study describes the results of a
survey taken in Lima in 1983 encompassing 10,000 households, 3,000
enterprises, and 60 case studies.
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22. The following exposition distinguishes between a modern or formal
sector and an informal sector. The theoretical literature has engaged in
considerable controversy over the definition of formality and informality.
The characterizations noted below, while potentially controversial in
themselves, allow clear distinctions to be drawn between the two.

23. The most outstanding difference lies in capital intensity, with
the formal sector more capital intensive than the informal. Note that this
and other differences apply equally to urban and rural sectors. That is,
production in the rural formal sector is more capital intensive than in the
rural informal sector, analogous to differences between the two in their
urban settings. Technological dualism is manifested by high elasticity of
factor substitution between labor and capital under informal circumstances
and by the more rigid factor proportion (that is, lower elasticity) in the
formal sector. Not only does the formal sector use more physical and
financial capital per worker than the informal sector, owing simply to the
greater creditworthiness of the former, but also a higher concentration of
human capital is present in the formal sector as well. Workers that are
better educated and bring to the job greater skills than do workers in the
informal sector.

24. Accordingly, productivity is higher in formal activities than in
informal ones, with estimates of the differential ranging between a
multiple of seven (Centro de Estudios para el Desarrollo y la
Participacion, CEDEP) and three (Instituto Libertad y Democracia, ILD).
Table 8.6 provides additional measurements of the contrasts between modern
and informal sectors in the Lima metropolitan area. By contrast,
specialized studies of small business in the industrialized countries
frequently conclude that their productivity equals or exceeds that of
larger enterprises.

Table 8.6: LIMA - MEASURES OF LABOR MARKET SEGMENTATION, 1983

Informal as
Modern Sector Informal Sector Percent of Modern

Capital per worker 21,000 469 2 percent
Output per worker 12,000 1,697 14 percent
Monthly income

per worker 222 116 52 percent

Source: Daniel Carbonetto, Jenny Hoyle, and Mario Tueros, El Sector
Informal en Lima Metropolitana. Lima: Centro de Estudio para el
Desarrollo y la Participacion (CEDEP), 1987. 2 vols.

25. In Peru, productivity differences between formal and informal
activities are partially reflected in income differences accruing to
participants in the two sectors. As a result, workers prefer to be
employed in the formal sector, at the same time that the informal sector
becomes an 'employer' of last resort. It is significant that the vast
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majority of jobs in the informal sector are self-generated and therefore
are associated with self-employment and with unpaid family workers.
Without asserting romanticized generalizations about the energy and
ingenuity of workers in the informal sector, the fact that economic
activity there results from workers own impulses differs completely from
employment in the formal sector, where workers are employed in product
lines and occupations oVer which they have little influence or
participation.71

26. Segmentation between formal and informal activities has been
reinforced by Peruvian labor legislation requiring fringe benefits
equivalent to 25 percent of the basic wage (or 56 percent of take-home pay)
to be paid to workers in the formal sector. These benefits increase labor
cost differentials and require, in turn, that private-sector workers have
productivity sufficiently high to offset their higher costs. In addition
to direct costs of obligatory fringe benefits, inflexibility is increased
in labor markets internal to firms in the formal sector by the employment
stability law which makes it expensive to discharge workers, even for
cause, after a three-month probationary period. Firms that fire workers
who have more than three months of seniority must pay them one month of
salary for each year of employment, in addition to accumulated vacation
pay. Women receive an additional month of salary as a "derecho de mujer.n
In principle firms in the informal sector are subject to the same legal
code. Nevertheless, they are usually sufficiently small to evade such
payments completely or to bribe labor inspectors to overlook lack of
compliance with the labor laws.

27. The degree of segmentation can, of course, be exaggerated. Market
forces, while repressed, can never be altogether extinguished. Many
observers have called attention to extensive purchases in the informal
market, not only by salaried workers in the formal sector, but also (and
less visibly) through sub-contracting by firms in the formal sector. The
latter can secure the economies of informal firms without themselves
lapsing into informality themselves. The survey by Carbonetto et al. cited
earlier indicates that more than half (52 percent) of sales by the informal
sector are to firms and individuals in modern sector. In a certain sense,
the trickle-down effect posited in more developed economies is present in
the Peruvian economy--operating not necessarily between rich and poor but
between the formal and the informal sectors. The policy implication is
clear. A healthy, productive rapidly growing modern sector is necessary if
the economy is to develop broadly. A narrow focus on the low incomes, long
hours, and unsafe working conditions in the informal sector, while
potentially desirable in itself, is insufficiently comprehensive to ensure
national development.

D. Recommendations

28. Because low productivity and low incomes are concentrated in the
rural economy (especially in the Trapecio Andino) and in the urban informal
sector, focused efforts at economic and social improvement should be
targetted there.

71 Carbonetto, Hoyle and Tueros, El Sector Informal provides extensive
quantitative documentation of these results.
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29. At the most fundamental level, the biggest gaps appear to lie in
labor skills, formal managerial know-how, and financial credit. Programs
to fill these gaps should have first priority. In this connection, the
establishment of decentralized institutes (IDESIS) to supervise loans to
small enterprises along with short after-hours courses for their workers
and managers have identified the critical problems, are working outside the
capital to resolve them, and have achieved an admirable record in a short
period.

30. Andean agricultural poverty is likely to continue to be a serious
problem. It is important to devote extra resources to improving the low
health standards and educational attainment that accompany the region's low
incomes. In particular, attempts to decrease the nation's current fiscal
deficit should not be made at the expense of cutting attention and
expenditures in this seriously deprived region.

31. Rural poverty and its economic roots in low agricultural
productivity should continue to receive the most energetic efforts at
resolution. The problems are subject to alleviation both by macroeconomic
and microeconomic policies. At the macroeconomic level, the most important
remaining area is the reestablishment of a set of trade policies and
exchange rate policies that make agricultural exports and efficiently
produced import substitution crops profitable once again. The increase in
agricultural output so stimulated will have beneficial effects both on the
balance of payments and on the nutritional status of farm workers.

32. The widespread employment of tramitadores (professional red tape
cutters) provides ample evidence of the bureaucratic complexities and
delays that face every firm in the formal sector. Since it is agreed that
employment and incomes in the economy as a whole are strongly influenced by
the productivity of modern firms, every effort to reduce the numbers of
signatures, seals, approvals, forms, and other red tape should be made.

33. In much the same vein, current efforts to decentralize
governmental productive activity and decision-making deserve reinforcement,
both to decrease the geographic income differentials that spur migration
and to express tangibly the Government's determination to permit regional
authorities to make decisions now excessively centralized in the capital.

34. Official statistics show that public sector and unionized workers
enjoyed the fastest rates of increase of real wages after 1985. Most low-
income countries seek to focus their wage policies on the poorest workers.
To avoid the elements of transfer payments that could result from such a
policy emphasis, continued attention to improving the productivity of low-
skilled workers should be an integral part of any overall policy measures.
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35. The Temporary Income Support Program (PAIT) has reached many
unskilled and unemployed workers. It should now shift into a second phase,
emphasizing productive labor, skill training, and differential wages
according to skill and output. Administered from departmental capitals,
its decentralized nature could use simple technology, locally available
materials and unskilledFworkers to provide rudimentary construction
materials, low-income housing, health posts, schools, and secondary roads
in rural areas, as well as income for its members. In short, a shift
toward productive activity and away from an exclusive emphasis on transfer
payments is recommended.
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ANNEX 9

THE STATE ENTERPRISE SECTOR

A. The State Enterprise Sector of the Peruvian Economy

1. Background. State-owned enterprises play an important role in the
economy of Peru. There are 135 non-financial state-owned enterprises, that
employ 130,000 people (about 2 percent of the economically active
population), their contribution to GDP fluctuates around 10 percent, the
book value of their capital is equal to about US$5.5 billion, 60 percent
of which is concentrated in three enterprises and their subsidiaries (which
operate in the sectors of electricity, petroleum, telecommunications). In
addition, state enterprises provide about 30 percent of the total exports
of the country and are a major source of tax revenues. Thus, in 1986
taxes paid by the sector (mainly by the petroleum industry) constituted 29
percent of the revenues of the central government and the sector's net
contribution to the budget (taxes minus transfers) was equal to 2.5 percent
of the GDP.

2. The state enterprise sector has evolved in various phases,
reflecting changing policies of successive governments. A large part of
the sector (53 percent in terms of current total value of assets) emerged
through establishment of new firms by the state (mostly before 1968), firms
totalling 42 percent of total assets became public, mostly under the
military regime of Gral. Velasco Alvarado between 1968 and 1975, through
nationalization of foreign firms or expropriation of private firms
operating in sectors considered by the government as strategic areas
(electricity, railways, fishing, cement, chemicals, etc.) and 5 percent
were established through takeovers of bankrupt private firms. A side-
effect of the nationalizations and takeovers was that the state became
owner of a number of subsidiaries of intervened firms too.

3. With these developments, by the end of the 1970s the sector had
grown into a very diverse conglomerate of enterprises. They operated, on
the one hand, in the traditional areas of infrastructure and exploitation
of key natural resources (providing 100 percent of the electricity,
drinking water and telecommunication services; controlling the total oil
and gas production, representing about 35 percent of mining and 33 percent
of transportation); and, on the other hand, in a wide variety of other
areas like manufacturing, fishing, agriculture, marketing, news,
entertainment, etc. In other words, state enterprises participated in
virtually all sectors of the economy. Nevertheless, about half of their
total output and capital and two-fifths of their employees are concentrated
in three areas: petroleum, power and mining. Firms in these industries
are large-scale: up to 17,000 employees. The petroleum company,
PETROPERU, is the largest, representing one-third of total revenues of the
state enterprise sector. In turn, the power companies, mainly ELECTROPERU
and ELECTROLIMA, own close to 40 percent of the total capital of the
sector. The state owns 10 of the largest companies of the country and at
the same time dozens of very small companies (10-50 employees) too. The
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government has 100 percent ownership in most of these enterprises,
including the largest ones, but there is a large number of mixed
enterprises and 24 companies with minority state ownership.

4. Following the 1968-80 period of military rule and high state
involvement in economic activity, the civilian Belaunde administration took
office in 1980. At the time, it announced a new policy aimed at reducing
the number of state enterprises, limiting the state participation in the
economy activity, improving the performance of the remaining state
enterprises and providing more support and incentives to the private
sector. This new policy was only partially implemented: the expansion of
the sector came to a halt, but very little was done to reduce its size and
to improve its performance.

5. The policies pursued by the current government during the first
half of its tenure (mid 1985-end 1987) were characterized by the
preservation (i.e., neither expansion nor reduction) of the size of the
non-financial public sector. In this period, as was pointed out before the
government heavily utilized the sector for purposes of anti-inflationary
and welfare policies through artificially low controlled prices and
tariffs. Most of these subsidies had to be financed by the state firms.
This policy has led to a sharp reduction in maintenance and investment
expenditures. In Table 9.1 the key parameters of states enterprises in the
period 1980-87 are presented.

Table 9.1: STATE ENTERPRISES--KEY PARAMETERS

1980 1981 1982 1983 1984 1985 1986 1987

Real revenues 115.6 99.1 107.4 118.5 100.7 118.4 84.8 73.4
(at 1979 prices)

Nominal revenues 25.3 21.3 22.6 29.0 23.1 26.1 17.5 14.1
(as GDP share)

Employment -- 100.0 -- -- 97.0 -- -- 115
(in 1000 workers)

Number of Firms -- -- -- 135

Source: CONADE.

6. Administration of the Sector and Decision-Making Process. The
administrative and legal structure of the sector is in a process of change.
In the past the shares of the public enterprises were held either by state-
owned banks or by the relevant sectoral ministries. The administration of
these enterprises was entrusted to the sectoral ministries, which appointed
the boards of directors and made the major business decisions. Very often
this meant direct intervention in the operations of the companies
concerning issues that could have been better dealt with by their
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management. Often sectoral ministries imposed on the enterprises decisions
that were based not on purely business strategy but on political
considerations.

7. It was decidedtin 1981 to transfer the "custody" of the shares of
all public enterprises to a newly created entity, the National Development
Corporation (Corporacion Nacional de Desarrollo - CONADE). CONADE was also
charged with the task of coordinating and promoting the activities of the
state enterprises, but its sphere of responsibility--especially in relation
to the sectoral ministries--was not clearly defined. Until 1985, CONADE
had a very small staff and could not, in fact, exercise a meaningful
control over the enterprises. Since 1985 both the size and the influence
of CONADE have grown substantially. Now it has a staff of about 80 people.
It has built up a good monitoring system and provides the Government with a
fairly reliable overview of the situation in the sector. CONADE tries to
introduce a business-like approach to the management of the sector.

8. Nevertheless, CONADE's authority presently is limited to financial
issues of the sector (approval of annual budgets and borrowing limits for
the firms) and approval of investment projects (jointly with National
Planning Institute). It has little role in the selection of managers,
pricing policy and the evaluation of performance.

9. Today the main actors of the administrative superstructure are:
CONADE, sectoral ministries, the Ministry of Economy and Finance and the
National Planning Institute (INP). The latter formulates the national
medium-term (5-year) and annual plans that reflect the macroeconomic
objectives and sectoral priorities of the Government. The sectoral
ministries elaborate their sectoral policies in accordance with the
national plans. On the basis of these documents CONADE gives directives to
the enterprises on some strategic issues and on how to put together their
investment plans and annual budgets. In turn, the enterprises submit their
project proposals, draft budgets and annual plans to CONADE. CONADE
screens and consolidates these proposals and: (i) coordinates the medium-
term strategy and the concrete investment projects with INP and with the
sectoral ministries; (ii) approves the annual budget, the annual investment
plan and the financing plan following the guidelines of and in close
cooperation with the MEF.

10. Problems Faced by the Sector. The main problems confronting state
enterprises now are the following:

(i) As a result of a policy of prices and tariffs lagging
behind inflation since 1985, and to a lesser extent of
falling international prices of mineral exports, the
overall revenues of public enterprises have fallen
drastically between 1985 and 1987. This is eroding the
financial viability of many firms, constraining required
investments and hampering normal maintenance of the current
capital stock.
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(ii) Technological levels and technical conditions of a large
number of enterprises are critical because either the
original investment decision was suboptimal or due to
insufficient funds for maintenance and rehabilitation.

(iii) The management system is not conducive to high performance.
Traditionally, state enterprises in Peru have been viewed
as a means to provide reliable supply of productive inputs,
services and consumer goods at low prices and create
additional employment, while their productivity and
profitability have been given secondary importance. This
philosophy have created conflicting goals between economic
efficiency and welfare policy. At the same time the
freedom of action of the managers has, in general, been
limited, they have had to operate within the framework of
detailed annual plans, investment programs, annual
investment appropriations, wage and borrowing limits,and
controlled prices set by government authorities. There has
been no performance evaluation and incentive systems to
improve efficiency and the turnover of the top managers has
been high.

(iv) Most of the state firms operate without the competitive
pressure of the market, either because they are natural
monopolies (electricity, water, railways, etc.) or because
the size of the market does not permit operations of more
that one supplier and foreign competition has been
restricted through trade barriers (e.g. steel production).
Other times the state regulation has created monopolies
(e.g., ECASA in rice marketing and importing). In other
cases, effective competition has been hindered (e.g.,
AEROPERU vs. Faucett, a private air company) by automatic
financing of public firm's deficits.

(v) Political and legal constraints make the reduction of
redundant staff difficult. Excessive import and
procurement regulations slow down the purchase of inputs
and lead to excessive stockpiling of inventory.

11. Financial Performance. As a result of these conditions, financial
performance has been poor for a long time and has dramatically deteriorated
in 1985-87. Thus, the combined current account savings after being negative
in the early 1980s, improved somewhat in 1983-85, but deteriorated markedly
since 1985. This deterioration was a result of policy changes introduced
since mid 1985: (i) prices and tariffs of state enterprises were used as an
instrument to control cost pressures and inflation. Although price
controls affect most economic sectors, they are especially strong for state
enterprises ; (ii) The growing overvaluation of the Inti in 1985-87
resulted in reduction of the revenues of exporting companies as GDP
percentage (minerals, petroleum products, fishmeal, etc.); (iii) Public
enterprise wages and salaries were increased faster than inflation, and as
a result, the share of wages in current expenditures grew from 12 percent
in 1984 to 15 percent in 1987.



- 192 -

Table 9.2: FINANCES OF NON-FINANCIAL STATE ENTERPRISES (1980-87)
(GDP percentages)

1980 1981 1982 1983 1984 1985 1986 1987*

Current Revenues 25.3 21.3 22.6 29.0 23.1 26.1 17.5 14.1

Current
Expenditures 25.5 21.4 22.9 27.1 21.5 23.9 17.4 13.8

Current Account
Balance -0.2 -0.1 -0.3 1.9 1.6 2.2 0.1 0.2

Capital Revenues 1.3 0.8 1.1 1.0 0.8 0.4 0.4 0.3

Capital
Expenditures 3.0 3.4 4.8 5.1 4.3 3.1 2.2 1.7
Gross Capital
Formation 2.6 3.3 4.7 5.0 4.1 3.0 2.0 1.7

Overall Surplus -1.8 -2.7 -4.0 -2.2 -1.9 -0.5 -1.7 -1.1
Deficit

*Preliminary data

Source: Banco Central de Reserva and CONADE.

12. Due to these factors, combined revenues of state enterprises fell
from 26.1 percent of GDP in 1985 to 14.1 percent in 1987 and likewise
current account savings dropped from 2.2 percent to 0.2 percent between
both years (Table 9.2). The latter despite the fact that state enterprises
suspended most interest payments on their external debt. As it is shown in
Statistical Annex Table 5.3(B), the situation is very critical in a series
of firms which in 1987 experienced negative current savings. In effect, of
the 27 largest state enterprises, 9 registered negative current savings,
other 10 experienced current savings superior to 5 percent of their sales,
and the remaining 8 were close to breaking-even in the current account.
The big loss-makers were ECASA (rice marketing), SIDERPERU (steel) and
C.P.V.(shipbuilding). Savings-makers were CENTROMIN (minerals),
ELECTROPERU (electricity), SEDAPAL (water and sewerage), PARAMONGA (paper
and chemicals), and ENCI (agricultural marketing). Although the latter
received substantial hidden subsidies through favorable exchange rates for
its imports of agricultural products. Other major firms like PETROPERU and
MINPECO (mineral marketing) displayed a current saving position close to
zero. It must be noted that, in general, even firms with positive savings
had problems to cover with them their depreciation allowances. The drop in
internal revenues, together with the non-availability of foreign financing,
have seriously hampered needed routine expenditures on maintenance and
conservation of existing capital stock, let alone new investments. Thus,
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gross capital formation in the sector has dropped from 4-5 percent of GDP
in 1982-84 to around 2 percent in 1986-87, the lowest level of the decade.

Table 9.3: SOURCES OF FINANCING OF STATE ENTERPRISES

1980 1981 1982 1983 1984 1985 1986 1987

Current Account Savings -5.0 -3.3 -7.2 36.6 37.4 70.3 1.1 17.7
Capital Transfers 29.4 5.8 3.3 5.2 7.0 2.7 12.1 43.8
Other Capital Revenues 15.0 16.4 19.8 14.7 11.3 10.2 6.6 0.0
Net External Financing 36.1 13.1 72.2 29.6 28.2 41.7 50.3 13.3
Net Domestic Financing 24.5 68.0 11.9 13.9 16.1 -24.9 29.9 25.2

Total 100.0 100.0 100.0 100.0 100.0 100.0 100.0 100.0

Source: Banco Central de Reserva and CONADE.

13. Between 1982 and 1985 there was a strong improvement in the
current account savings: they grew from -0.3 percent of GDP to 2.2 percent
(Table 9.2) and their share in investment financing increased from
-7.2 percent to 70.3 percent (Table 9.3). These savings were, however,
completely wiped out in 1986 by the effects of the policy of depressed
public sector prices, lagging exchange rates and substantial wage
increases. In 1985 the companies were called upon by the Central Bank to
deposit the Inti counterpart of their accrued-unpaid external debt service
in Central Bank's blocked accounts. Although this regulation was only
partially fulfilled, the companies' net position with the domestic banking
system improved. Therefore in that year the financing of investments came
from own savings and to a lesser extent from external financing. In
1986-87 the evaporated current savings of the enterprises was replaced by
growing borrowing from domestic sources, and also from capital transfers.
Thus, while in 1985 the net amortization of the sector's domestic debt was
0.8 percent of GDP, net borrowing in 1986 and 1987 was about 0.6 percent of
GDP.

B. Public Enterprise Reform

14. Now the Government is working on a reform package of the state
enterprise sector. The package consists of two major parts: (i)
improvement of the performance of the state enterprises; (ii) redefinition
of the role, scope and size of the sector with a view to liquidation of
inefficient companies; sale of non-strategic enterprises; transfer of firms
of local interest to regional governments; invitation of private capital
through sales of shares in some enterprises.

15. The Enterprise Reform Program. The main elements and objectives
of the program are as follows:
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a) Change of approach to the state firms. They will be dealt
with as real, autonomous enterprises and not as departments
of the Government. They will be given clear, business-like
objectives.

b) CONADE will exercise the owner's functions of the state. It
will organize special holding groups for each sector (oil,
electricity, transport, mining, trade, manufacturing, etc.)
Any direct intervention of other government agencies
(sectoral ministries) in the operations of individual firms
will be channelled through CONADE. CONADE will set the
objectives through the holding groups and will establish an
efficient system of control and monitoring. The company
managers will have more autonomy in the framework of general
objectives and they will be responsible for the results of
their firms.

c) Both the sector and each individual enterprise would work on
the principle of self-financing. All the current
expenditures, maintenance costs, modernization and normal
growth of the enterprise would be financed from own savings.
Major expansions would be financed by CONADE, channeling
excess profits of other enterprises through a special
equalization fund, or using domestic or external financing.

d) Prices should be set at a level that assures profitability
of the enterprise. Firms with large debt and high
debt/equity ratio will be financially restructured.

e) In some cases the restructuring will be implemented through
contract-program between the Government and the firms.

f) There will be changes in the legal framework of the sector
too. A draft Law of Entrepreneurial Activity of the State
has been submitted for approval to the Congress.

16. The program is coherent, logical and comprehensive. If fully
implemented, it will dramatically change the performance and financial
shape of the state enterprises. The most salient element of the program is
its striving to separate and isolate the entrepreneurial activity of the
state from the political processes. However, the implementation of the
program is expected to be a difficult task. The rehabilitation of the
sector requires strong commitment, radical policy changes, management
reform, huge investments and significant price increases. One of the
crucial issues is going to be the adjustment of output prices and tariffs.
The slow and indecisive start suggests that the commitment is not strong
enough.

C. Some Suggestions For The Further Development of the Program

17. Presently the program does not comprise an action plan and
timetable that would specify the implementation measures. Elaboration and
announcement of such an action plan would help to start the implementation
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without further delay and to carry it out rapidly in an organized fashion.
For the time being the elaboration of the reform package is based on a
joint effort of CONADE, Ministry of Finance, National Planning Institute
and the Office of the Prime Minister. However the establishment of a
Committee with a broader participation of government officials and
enterprise managers would probably enhance the reform ideas, and provide
more political base for them.

18. It seems to be necessary to complement the program with a set of
technical restructuring plans for a large number of firms. These plans
might cover inter alia catch up maintenance, rehabilitation, modernization
and in some cases closure of facilities. It would be desirable to
incorporate them into the medium term National Development Plan.

19. The program proposes elaboration of broad-based action-plans and
Government-enterprise "contract programs" for eight firms (two fishing and
four mining firms, the largest water and sewerage company and PETROPERU).
This "contracts" would define the goals and mutual obligations of both the
Government and the enterprise concerned in terms of production,
productivity, prices, wages and salaries, reduction of costs,
compensations, subsidies, and financial results. This seems to be a good
initiative and probably could be used in more than the eight cases proposed
in the program.

20. The government may consider strengthening CONADE organizationally
and enhancing its role since it has to direct and reform the activity of a
large and diverse sector of the economy.

21. Both the autonomy and accountability of the enterprise managers
need to be further increased, not only in the day-to-day operations but in
the strategic decisions of the firms too. The sphere of competence of the
boards of directors could be further clarified. The program needs to be
complemented by introduction of a system of material incentives both for
the top managers and medium level staff of the firms. In this system
CONADE would set clear goals for the managers in terms of profitability,
international competitiveness and healthy long-term development of their
firms. The performance of the managers would be measured against these
goals.

22. The draft "Law of Entrepreneurial Activity of the State" reflects
the ideas of the public enterprise reform program of the Government and
describes the basic means and ways of its implementation. It would have a
positive impact on the reform process if the law was adopted as soon as
possible. It is important that the law provide not only clear principles
for the management of the sector but also stress the limits of government
participation in direct economic activity encouraging further private
initiative.

D. Assessment and Recommendations for the Divestiture Program

23. The reform program contains only a rough outline of the proposed
divestiture process. It states that about one-third of the public
enterprises should be sold or transferred "because of their nature and



- 196 -

objectives" and another one-third should be merged or liquidated because
they are "not important" or not viable. It says that many of the
enterprises will need pre-sale financial restructuring, increase in output
prices, modification of activities and changes in management. But the
Program does not specifyythe size of the divestiture (in terms of value of
assets) and the list of the firms slated for sale, nor does it define the
strategy and timetable for sales. CONADE has some preliminary proposals on
these issues, especially on the list of enterprises to be sold. The
following comments refer to the relevant part of the reform program and
also CONADE's proposals.

24. As far as the objectives and the expected results are concerned,
the divestiture: (i) would rationalize the role of the sector and would
make it more manageable; (ii) would free financial and human resources of
the Government bogged down in a large number of enterprises operating
throughout the whole economy; (iii) would make possible the concentration
of these resources in a few key areas, substantially improving their
conditions; (iv) would improve the performance of the privatized
enterprises; (v) would reduce the public sector deficit; (vi) would draw
resources of the private sector into areas presently occupied by the public
sector; and (vii) would strengthen the confidence of the private sector.

25. According to CONADE'S tentative proposal, about 16-20 fully or
majority owned enterprises (in mining, food, chemical, textile, engineering
industries, tourism, shipping and fishery) and the shares of the state in 7
mining, 5 engineering and 6 cement factories would be sold. There would
also be a capital increase through public placement of shares in AEROPERU.
The book value of the assets to be sold is very modest, between US$170-210
million, of a total book value of US$5.5 billion for the whole sector.
Additionally, the water and sewerage companies and 2 or 3 other firms will
be transferred to local governments; some non viable firms will be
liquidated. At this time, the Government does not intend to offer any
participation to foreign capital, although there are some thoughts about
converting the foreign debt of a mining company into equity.

26. This divestiture program is the first serious attempt to redefine
the respective scopes of the public and private sectors, but it is too
cautious in terms of the number of firms for sale. It is understandable
that the Government intends to preserve its full control of hydrocarbon
extraction, power, telecommunication, airport operations and wants to keep
under its control the agriculture marketing company. But it could offer
for sale a much broader group of enterprises, especially in the
manufacturing industry. It could sell all of its participation in the
cement, food (except the coca processing), chemical, pharmaceutical, paper,
and fish-processing industries. Even SIDERPERU could (after thorough
financial and physical restructuring) operate efficiently in the private
sector.

27. An additional reason for defining a broader divestiture proposal
is that in fact not all companies intended for sale would be really sold.
Some of them might not be attractive enough to the private sector, others
might be too large to be sold on Peru's capital market and finally there
would be a certain limit of the overall absorptive capacity of the market.
Nonetheless, these constraints could be by-passed, potentially, by offering
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the larger firms on credit terms, if no buyer is sought otherwise. In any
event, even if the Government intends to limit the divestiture program to
10-15 percent of the total assets of the sector (as Government officials
state), the initiating list of enterprises should perhaps be 2-3 times
larger (while now it covers about four percent of the total assets).

28. The Government could also consider sale of enterprises to foreign
investors, especially in areas where technology transfer, management
methods and additional market possibilities brought by foreign investors
may be important. Furthermore, experience in Mexico, Chile and elsewhere
shows that divestiture of state enterprises is ideal for debt to equity
swaps. This would simultaneously render more viable and profitable the
divestiture process, by analyzing the number of potential bidders, and help
to solve Peru's foreign debt situation. Although there are certain
reservations about the role of foreign firms in Peru, the Government can
assure safeguard of national interests through its regulatory policy or
joint participation. Of the latter, the experience in the joint-venture of
BAYER PERU is outstanding in this respect.

29. A part of the divestiture program is the transfer of enterprises
of local interest to regional authorities. The first candidates are the
water and sewerage companies. This decentralization brings the decision
making authority closer to the users which is a very positive step. At the
same time, it is important to assure that (i) the financial position of
these firms not deteriorate in the wake of their transfer to local
governments; and (ii) no firm that services the national (or international)
market be transferred to local authorities just because of its geographical
situation.

30. The ideas of partial privatization have been discussed for a long
time in Peru. As it was mentioned above, they were proposed already by the
previous administration but no practical step has been taken in this area.
This fact shows the necessity of urgent elaboration of a sales strategy and
action plan including: (i) final list of enterprises slated for sale; (ii)
implementation, if necessary, specific pre-sale actions (restructuring and
policy changes); (iii) determination of the asking prices, sales methods
and channels to be used; and (iv) designation of the agencies responsible
together with CONADE for each of the above steps. It is important not to
waste time on lengthy technical studies, but to determine the asking price
based on simple methods and let the market determine the sale price through
open subscription process of bids and/or public placement in the stock
exchange.

31. Divestiture will not be a simple administrative-commercial
exercise. It will require strong political commitment and readiness to
adopt sometime difficult and costly measures (like changes in the policy
environment and regulatory framework, assumption of debts of state firms,
credit terms to potential buyers). Moreover, there is a need for a clear,
unambiguous policy statement of the Government in which it would describe a
strategy for the state enterprise sector in the sense of future role and
share in the economy and also in the sense of direction and sectoral
distribution of its new investments. This strategy would also determine
and announce the limits of future entrepreneurial activities of the state,
offering assurance to the private sector that it can operate and invest
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freely in the rest of the economy without risks of serious Government
interference, let alone expropriation. As an additional measure, the
Government may encourage the private initiative in some areas presently
reserved (explicitly or tacitly) for the public sector. The competition of
private firms may exercise a healthy pressure on the state enterprises to
improve their performance. Such a strategy and policy statement would be
extremely useful both as an orientation for the planners, policy makers and
managers of the public sector and as an encouragement and guidance for the
private investors. A coordinated effort of the public and private sectors
could lead to a boosting of total productive investments, and growth.



LIST OF THE NON-FINANCIAL STATE ENTERPRISES

Stato Nat Profiti

TItle Acronym Ownership Profile Sales I/ Employees 2/ Equlty Il Loss IJ

(1)

1. Water and Sewerage

Serviclo do Aqua Potable y
Alcenterillado de Lima SEDAPAL 100 681 3364 6991 -78

Serviclo Naclonal de

Abasteclulento de Agua

Potablo y Alcantarillado SENAPA too 127 1756 583 -3

Serviclo do Agua Potable y

Alcantarillado de Cuzco SECACUZCO 100 - 212 - -

Serviclo de Aqua Potable y

Alcantarillado de Lambayeque SEDALAM8AYEQUE 100 34 838 113 2

Servicto de Agua Potable y

Alcantarillado de Loreto SEDALORETO 100 16 185 49 1

Servlclo de Agua Potable y

Alcantarillado de Arequlpa SEDAPAR too - 513 50 4

Servlclo de Aqua Potable y

Alcantarillado de Trujillo SEDAPAT 100 - 408 45 -

Serviclo de Agua Potable y

Alcantarillado de Plura SEOAPIURA 100 t o o

Serviclo de Aqua Potable r
Alcantarlilado do Puno SEDAPUNO 100 _ _ _

SorvIclo do Agua Potable y

Alcantarillado de Tacna SEDATACNA 100 8 115 27 0

Sorviclo de Agua Potabl- y

Alcantarillado de Tumbes SEOATUMBES 100 6 69 - -I

1/ MIllIon Intis In 1986

2/ Number In 1986



LIST OF THE NON-FINANCIAL STATE ENTERPRISES

State Net Profit/

Title Acronym Ownership Profile Sales 1/ Employees 2/ Equity 1/ Loss 1

(5,

2. Agricultural Marketing

Empress Nabeonal do Marketing of basic food

Comercla'lzaclon de Insumos ENCI 100 and agricultural Inputs 5855 1U6 1143 890

Empresa Comerclalizadora

de Arroz, S.A. ECASA 100 Rice marketing 2730 1861 42 -1013

Empresa de Mbrcados Mayorlstas EMMSA 100 Wholesale marketing 16 272 16 1

Empresas de Comercllizaclon

ae Productos Pecdarlos EMCOPESA I00 Agricultural marketing - 70 - -

Tiendas Affliladas, S.A. CRUPO TAS 100 Retail marketing - -

3. TelecommunicatIons

C)
Empresa Naclonal de C
Telecomunlcaclones de Peru ENTEL 100 TelecommunicatIons 2466 6886 4889 3 I

Coampanla Peruane do Tolefonos C.P.T. 45 Telophone 1099 1924 -138

4. ElectrIcity

Emprosa de Electricidad

de Llma, S.A. ELECTROLIMA 100 3699 4062 5322 -164

Empresa Electrica dol Peru ELECTROPERU 100 162 2230 20725 26

Energia Hldroelectrica

Andina, S.A. HIDRANDINA 100 635 - 2044 -55

Emprosa Electrica del Contro ELECTRO CENTRO 100 108 995 400 -32

I/ Million Intis In 1986

2/ Number In 1986



LIST OF THE NON-FINANCIAL STATE ENTERPRISES

Stat. Net Profit/
Titl- Acronym Ownership Profile Sales 1/ Employees 2/ Equity I/ Loss I

Eoprosa Electrica del Nort ELECTRO NORTE 100 148 - 419 -165

Emprosa Elioctrica del Oriento ELECTRO ORIENTE 100 292 443 861 68

Empresa Eloctricea del Sur ELECTRO SUR 100 105 431 466 I

Empresa Electric. del Sureste ELECTRO SURESTE 100 135 855 425 -42

Sociedad Electrica de
Arequipa, S.A. SEAL 95 249 710 921 -21

Cie. Electrlca Yuncan - 75 - - - -

S. Petroleum and Gas

Potroleos del Peru PETROPERU 100 Petroleum productlon, 24498 10137 8460 -(3023)
transportation, relinery

and marketing

SOLGAS 85 Gas distrlbutlon 374 390 100 11

Petrolora Transoceanica 100 Oil transportation 51-5 302 347 22

Petromar 100 Off-shore productlon - - - _

SERPETEO 100 _ _ _ _

6. Agroindustry

Empresa para *1 Desarrollo

Y Explotaclon de La Palma
Acoltera. S.A. EMDEPALHA 100 Palm oll so' 1236 405 -82

I/ Million Intis In 1986

2/ Number In 1986



LIST OF THE NOW-FINANCIAL STATE ENTEWRISES

State Nst ProfIt/
Title Acronym Ownership Profile Sales I/ Employaes 2/ Equlty I, Loss 'I

()

Empresa Nacional do Coca ENACO Coca 221 447 127 62

Empresa Nacional do Tabaco ENATA 100 Tobacco 59 190 35 2

Forestalos Amazonas FASA is Wood

Industria Maderera de
Orlent-. S.A. IMOSA 17 Wood - _

Iqultos Plywood. S.A. IPSA 72 Wood - _ _

7. Cnmnt

Cemotos Sur too 103 - 34 -17
C)

Cmentos Yura 100 214 264 464 27

C.mnto Andino 49 388 - 562 18

Camento Norte Paccas.ayo 49 474 - 569 29

Cemntos Lima 49 895 - 1037 89

Lab Carbon 14

Nuevas lnverslones, S.A. NISA 5

SIA 14

I/ 1lillon Intis In 1986
2/ Number In 1986



LIST OF THE NON-FINANCIAL STATE ENTERPRISES

State Net Profit/

Title Acronym Ownership Profile Sales 1/ Emp loy s 2/ Equity Il Loss ±/
(g)

8. Paper and Chemicals

Socieded Paramonga 100 Pulp, paper, PVC 2250 3367 1759 36

Fertillzantes Sintoticos S.A. FERTISA 100 Fertilizors 135 404 116 2

Oul-ico del Pacitico, S.A. QUIWPAC 100 Salt, caustic soda 193 269 169 10

Cia. Celulosica y.Popelera

del Norte 100 Pulp and paper 30 146 5 0

Empresa del Alcohol

Industrial, S.A. EMCOtOL 100 Denatured alcohol 11 45 6 I

Empresa de la Sal EKSAL 100 Salt 207 565 126 48

Industriss Cachlmayo 100 85 249 102 -23

La Papolors Peruana 100 Pulp and paper 145 229 25 Is

Bayer Industrial, S.A. BAYINSA 30 Acrylic fiber 918 - 402 37

Rofractorlos Peruanos 10 Refractory materials -- -

9. Steel

Emprosa Siderurgica del Peru SIOERPERU 100 Steel and steel products 2491 4321 2800 -383

Siderselva 100 Steel products 57 - 7 5

I/ MIlilon Intis In 1986
2/ Number In 1986



LIST OF THE NON-FINANCIAL STATE ENTERPRISES

State Not Profit/

TItle Acronym Ownership Profile Sal-s 1/ Employees 2/ Equlty I/ Loss I/

(s)

10. Textile

Menufacturas Nylon. S.A. MANYLSA 91 Nylon _ _ _

II. Metalwork and Engineering

Motores Dlesel Andinos, S.A. MODASA 52 Diesel *ngines 263 - 93 8

Compresores Andinos COMPASA 92 Compressors 6 19 4 1

Mboeveco, S.A. 89 Refrigerators - - - -

Fabrica de Equlpos de
Teletonia FETSA 40 Telephones - -

Industria Peruana de Alambre ALAMURESA 20 Wire _ _ _ _

0

Fundacion Andina del Peru,S.A. FUNAPER 8 Iron pipe fittings - - - -

Neilcoldales y Tubos, C.A. HELITUOCA 22 Ste-l tubes _ - _

Mbqulnas y Herramlentas

Andinas, S.A. MHASA 53 Machinery _ _ _

Pisca Astilleros 100 Shipyard

Tractores Andinos, S.A. TASA 51 Tractors

12. Mining

Empresa Minera de Centro

del Peru CENTROMIN 100 CopPer, lead, zinc, silver 4664 16981 1037 -1235

I/ Million Intis In 1986

2/ Number In 1986



LIST OF THE NONDFINANCIAL STATE ENTERPRISES

Stat. Net Prof It
Title Acrony Ownership Profile Sales If Employees 2/ Equlty 1L Loss I/

Eepr-sa Ninera dot Hlerro
del Peru HIERMOPERU 100 Iron, Ore and concentrales 980 3324 776 -163

Emprasa Mlnera del Peru HINEROPERU 100 Copper and zinc 1964 3487 739 -131

Empresa de Camrclalizaclon
de Productos Mlneros MIWNECO 100 Mineral marketing 1677 548 -634 153

Empresa Estatal Minera
ASociada Tlntaya. S.A. TINTAYA 100 Copper 775 1132 -17 -268

Consultora Minero Metalurgica COUNSA 99 Consulting 16 89 4

Agentes Navieros San Nlcolas 100 t4ineral shipping 101 19 It 5

Companla Mlnera Pesares 67 - _ _

CIa. Minera San Juan
de Lucanas 100 SlIver - 537

Mlneros Condestable 100 62 245 21 0

Minpeco, USA. Inc. 100 _ _ _

Empresa Promtora Bayovar PRO8AYOVAR 100 Phosphates - 1i til

Empresa Promotora del Carbon PROCARoOt 100 Cost 10 0

Pr*piedad M!nas Justas 100 Real estate

Reactivos Naclonales. S.A. REMASA 93 Xanthate el 102 30 

1/ Million Intis In 1986
2/ Number In 1986



- LIST OF THE NON-FINANCIAL STATE ENTERPRISES

State Not Profit/
Title ' cronyr Ownership Profile Sales I/ Employoos 2/ EquItI 1/ Loss I,

Soc. Minera Cwrro do Pasco 94 Copper, lead, zinc

Cia. Miners Buenaventura 19 Copper, lead, sliver, zinc

Cla. Miners Condosa Is MNlnrales

Cia. Minera Magistral 20 Copper

Cia. Minera Recuperados is

Soc. Ninera Pilar 20

Mina Aquila, S.A. 40 Copper

13. Transportation

C

Epprosa do Transporta

Ar-o del Peru AEROPERU too Airline 1273 1653 350 40

Compania Poruana do Vapores CPV 100 Shipping 817 1588 -749 -267

Carporacion Poruana do Auro-

puertos y Aviacion Comercial CORPAC 100 Airport operatlon 559 3272 1276 25

E6prosa Naclonal do
Forrocarriles CHAFER 100 Railroad 606 5414 1559 -259

Empresa Naclonal do Puertos ENAPU 100 Ports 1203 4632 1721 -41

Emprosa Naclonal do
Transport- Urbano ENATRU 100 Urban transport 249 3993 78 -144

I/ Mililon Intis In 1986
2/ Meuber In 1986



LIST OF THE NONWFINANCIAL STATE ENTERPRISES

State N.t Profit/

Title Acronym Ownership Profile Solos 1/ Employees 2/ Equity 1/ Loss I/

(S)

14. flsI and fish Processlnq

Epreosm Nhclonal Pesquera PESCAPERU 100 Fish processIng 1530 1792 635 -62

Empress Pubile do Certifice-
clones Pe"qusras del Peru CERPER 100 Quallty control 35 277 15 6

Cie. Pesquers del Peru COPES 51 Fish processIng - 614 -

Empress Perusnn de
Sarviclos Pwsqueros EPSEP 100 Fishing 251 616 92 I

Flopesce 100 FishIng

LIIly 100 Fish processing

Maritimos Balboa 90 Fish processing

Mu e10 Centenarlo 75 Fish processIng

Peruunas de Pescs, S.A. PEPESCA 100 Fish processing

Pesquers San Joso 58 Fish processing

Sindicato Nlcional de
Produccion de Hens y
Acelt- do Pe"cado 89 Fish u-a1 and flsh oll

15. Phermsceutlcal Industry

Ampollss Farmaceuticas 86 41 _ 32 7

Laboratorlos Unidos. S.A. LUSA 100 t

I/ MIilion intis In 1986

2/ Number In 1986



LIST OIF THE NON-FINANCIAL STATIE ENTERPRISES

Staft Mt~ Prof it

TitleAroy Ownershlo Profile Sales 1/ Employee 2/ Equity I/ Loss I/

16. Defense Industry

Serviclo Industrial de
In Marina SIMA to0 ShipbuIlding, metalworks 428 5157 477 14

Emprsess Publicas de la
Industrla Aeronautlca INDAER PERU 100 - 48 84 -2

Industrlas Militares del Peru lINDUMIL 100 Ammunition, Clothing 339 2534 446 14

17. News Media

Agencda Peruane de Noticlas
y Publicidad ANDINA 100 News agency 25 - 2 

Empresa Edltora Peru EDITORAPERU 100 Publishing 162 548 21 26
00

18. OthersI

Artesanlas del Peru 100 Handicrafts ---

Empresa N4aclonal de
Edltlcaciones ENACE 100 Construction 52 779 40 -13

Empresa Naclonal do Turismo
del1 Peru ENTURPERU too Tourism 126 - 328 I

Clne Porvenir 100 Movie theater ---

Cmne Perlcholl 100 Movie theater----

I/ MlillIon intis In 1986 JM&latlnszkl/trc

2/ Number In 1986 March 15, 1988
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ANNEX 10

THE INTERACTION OF FISCAL AND MONETARY POLICIES

1. The Switch of Financial Strategy. Liberal-oriented policy
measures implemented in the financial system during the 1980-85 period
included: upward nominal interest rate adjustments; reductions in legal
reserve requirements on domestic currency deposits until late 1984 (from 76
percent in January 1981 to 15 percent in October 1984, later legal reserve
requirements were raised);l/ deregulation by allowing the entrance of new
firms to the industry and widening the spectrum of activities allowed
within it (in particular the operation of foreign currency deposits and
loans); and greater latitude to financial institutions for determining
effective interest rates on loans and deposits through changes in the
period of capitalization of interest rates, commissions and advanced
interest payments.

2. The liberalizing trend was reversed in August 1985. The new
Government established measures, aimed at enhancing the control of
financial institutions and of monetary and credit policy in general. On
the one hand, the convertibility of foreign currency deposits was suspended
initially for 90 days but later extended indefinitely. In addition,
deposit and loan interest rates were scaled down (in several steps to
approximately one-third of their February 1985 level, Table 10.1).
However, since inflation started to decelerate faster, by February 1986
interest rates, although still negative in real terms, became less negative
than before. This trend, though, was reversed starting in late 1986 when
inflation peaked up again. On the other hand, marginal legal reserve
requirements on domestic currency deposits were raised from 50 percent in
October 1984 to 75 percent in August 1985 (Table 10.2). In turn, a series
of portfolio restrictions to promote lending to specific regions and
sectors of the economy were established. Other measures, geared at
lowering the cost of credit, were: the exoneration of the excise tax
applied on interests and commissions; the prohibition of commissions and
fees charged by financial firms on direct credit transactions; and the
setting of maximum interest rates expressed in effective terms.

1/ Commercial banks are subject to both a basic reserve requirement
applicable to the outstanding balance of deposits as of a particular
date, and a marginal reserve requirement for the flow increase of
deposits from that date on.
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Tabl-?0.1: BANK INTEREST RATES

(Maximum annual effective) a/

Lend ng Rates
Co m rcial Co se rcial Agricultural Export

(lss than a year) Rediscountb/ Promotion (FEN1)

February 1, 1986 101.2 101.2 - -
August 6, 1985 110.0 106.1 23.1 108.0

August 26, 1985 75.0 71.2 20.7 56.3

October 1, 1985 45.0 41.9 13.8 28.1

February 16, 1988 40.0 36.5 7.8 20.0

July 17, 1987 32.0 30.8 4.0 20.0

March 11, 1988 55.0 41.5 5.9 -

Savings Rates Inflation c/

Savings Fixed Term Bonds 'C.

(Oins Year) of COFIDE

February 1, 1985 95.5 107.4 - 267.0

August 5, 1985 58.0 76.4 136.4 250.0
August 26, 1985 35.0 51.5 136.4 250.0

October 1, 1985 21.0 32.8 47.4 158.7

February 16, 1986 20.7 33.2 44.3 51.9

May 16, 1986 20.7 37.8 39.6 89.9
April 16, 1987 24.7 43.3 48.4 97.0

July 17, 1987 24.7 32.8 50.3 95.0

March 11, 1988 35.5 44.0 54.0 270.0

Notes: a/ Interest rates reported apply from the day indicated.
b/ Interest rate on promotional credit line of Banco Agrario:

Fomento Agropecuario.
c/ Consumer price inflation of the previous quarter in annual

terms.

Source: CRB Bulletins.

3. Financial Restraint, Disinflation and Dedollarization: July
1985-July 1986. Impulsed by the balance of payments surplus the stock of
base money as a percentage of GDP jumped from 10 to 12 percent the first
and second semesters of 1985 (Table 10.4). The balance of payments surplus
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was a result of the limitation of public foreign debt service payments and
the favorable external situation (1985 registered a record trade surplus
for the decade). By contrast, fiscal policy did not put pressure on
Central Bank financing, for the public sector deficit for 1985 (including
CRB foreign exchange and financial losses) was reasonably moderate, around
4.3 percent of GDP, and,most of it was financed through foreign sources
either fresh disbursements or else accumulation of arrears on interest
payments. To this outcome of relative fiscal austerity contributed the
discipline dictated by the existence of "escrow" accounts in the Central
Bank where the central government and state enterprises had to deposit
accrued unpaid service on external debt.

Table 10.2: LEGAL RESERVE REQUIREMENTS AND THEIR REMUNERATION
(on domestic currency deposits at banks)

Marginal Reserve Remuneration of Marginal
Requirements Reserves
(percent) (nominal in annual terms)

December 10, 1984 50.0 -
February 1, 1985 - 72.0
July 1, 1985 - 87.5
August 5, 1985 75.0 70.0
August 26, 1985 - 54.0
October 15, 1985 - 36.0
February 16, 1986 - 32.5
June 1, 1986 - -
July 16, 1986 - 27.5
October 15, 1986 64.0 -
March 1, 1987 64.0/50.0 b/ -
March 11, 1988 31.0

Notes: a/ For detailed description of basic and marginal legal reserve
requirements see Annex 11. Before December 1984 there was a
unified basic reserve requirement (of 15 percent); thereafter
basic reserve requirements varied for each institution. Rates
of marginal reserve requirements, as the name suggests, apply
to incremental nominal deposits from the corresponding day
onwards.

bl For banks in the Lima district, 64 percent and for rest 50
percent.

Source: CRB Bulletins.
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4. Compensating for the increase of base money, the money supply
multiplier dropped from 1.86 in June 1985 to 1.44 in December.2/ This was
mainly the consequence of the raising of marginal legal reserve
requirements which led to an increase in the effective reserve-deposit
ratio from 0.48 to 0.62,(Table 10.4). Tighter legal reserve requirements
were established so as to neutralize the switch from, high reserve ratio,
foreign currency deposits into, lower reserve ratio, domestic currency
deposits, and also in an attempt to sterilize monetary expansion resulting
from balance of payments surpluses. As a result of this policy of monetary
restraint the broad money supply contracted during the second half of 1985
(from 19 percent of GDP in June to 18 percent in December) in spite of the
expansion of the monetary base (from 10 percent of GDP to 12 percent) in
the same period.

5. The drop in the quantity of broad money as a proportion of GDP
also meant that the remonetization of the economy (i.e., the increase in
liquidity in domestic currency) was the counterpart to the dedollarization
process. Dedollarization begun during the second quarter of 1985 as
uncertainty with regards to the treatment of foreign currency deposits by
the new government built up. Later, it was fostered by the suspension of
convertibility of foreign currency deposits into US dollars. Dollar
denominated deposits and certificates dropped by US$556 million in the
second half of 1985 (to US$918 million in December).

6. The policy of budgetary and monetary moderation continued during
the first half of 1986. Thus, during the first year of government, July
1985 to July 1986, the stock of credit to the public sector (excluding
CRB's net unclassified assets and CRB financing of development banks) by
the financial system did in fact decrease in nominal terms (Table 10.5).
The main sources of CRB's primary liquidity creation were: (i) the balance
of payments surplus; (ii) the CRB's own quasi-fiscal deficit (which reached
1.7 percent of GDP in the second half of 1985 and 0.9 percent in the first
half of 1986); and (iii) CRB credit expansion to development banks (for a
total of 0.4 percent and 0.5 percent in the same periods) and in particular
to the Banco Agrario. Furthermore, as noted before, the tighter legal
reserve requirements reduced the potential for secondary expansion of
credit. Consequently, the overall domestic credit expansion (including net
unclassified assets) of the financial system during June 1985-June 1986, as
a proportion of the stock of broad money of June 1985, was only about 58
percent (Table 10.5). All this indicates that the mix of budgetary and
monetary policies followed during the first year of the new government was
roughly consistent with the disinflation pursued by the price-cost
"freeze". As a result, inflation declined from 88 percent in the first
half of 1985 to 38 percent in the second half and to 28 percent in the
first semester of 1986. In addition, the moderate domestic credit
expansion rendered viable the maintenance of the relatively strong
international reserves position achieved through the limitation of debt
service payments. Thus, by March 1986 CRB's gross reserves peaked at
US$2.5 billion, or about one year of imports, and net reserves at US$1.4
billion.

2/ The definition of money supply referred to throughout here is the
broadest including all internal liabilities of the financial system.
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Table 10.8: PUBLIC SECTOR DEFICIT, 1985-1987
(GDP percentages)

1985-I 1985-1I 1985 1986-I 1986-II l1 191987-I 1987-II 1987

1. Central Government Deficit 0.9 1.2 2.1 0.2 3.2 3.5 1.2 4.3 656

2. Public Enterprise Deficit 0.1 0.2 0.3 0.8 0.6 1.4 0.3 0.7 1.0

3. Economic Deficit (1+2) 1.0 1.4 2.4 1.0 3.8 4.9 1.5 5.0 8.6

4. Central Bank Losses 0.2 1.7 1.9 0.9 0.9 1.8 0.3 2.5 2.8

- Foreign Exchange Losses 0.2 1.2 1.4 0.5 -0.1 0.4 0.1 1.9 2.0

- Financial Losses 0.0 0.5 0.5 0.4 1.0 1.4 0.2 0.8 0.8

5. Overall Public Sector
Deficit (3.4) 1.2 3.1 4.3 1.9 4.7 6.7 1.8 7.5 9.3

6. Central Bank Flow of Credit
to Development Banks 0.4 0.4 0.8 0.6 0.9 1.4 1.0 0.9 1.9

7. Total Public Sector

Borrowing Requirements 1.6 3.5 5.1 2.6 5.6 8.1 2.8 8.4 11.2

8. Financing of the Deficit 1.6 3.6 5.1 2.6 656 8.1 2.8 8.4 11.2

- Foreign 1.4 2.5 3.9 1.1 1.3 2.4 0.7 0.7 1.4

- Domestic 0.2 1.0 1.2 1.4 4.2 6.7 2.1 7.7 9.8

Memo Item:
Nominal GDP 199,845 381,022 760,186

(million of Intis)

Source: Central Bank and Ministry of Finance

7. The Upsurge of Expansionary Financial Policies. Financial
policies turned into expansionary during the second half of 1986. In
parallel, the exchange rate freeze, price controls and the scaled down
structure of nominal interest rates continued, while the forced
dedollarization of the economy went ahead, though at a slower pace since
April 1986. Domestic credit of the financial system to the public sector
started to increase for the first time in three years as a result of a



- 214 -

growing public sector deficit. Additionally, monetary policy loosened up
in the form of a reduction in marginal reserve requirements from 75 percent
to 64 percent effected in October 1986. Nominal interest rates stayed
throughout the year at the level reached in May 1986, roughly equal to half
the rate of inflation for the year. However, domestic currency financial
assets continued to rise as a proportion of GDP as a consequence of the
forced dedollarization process. The prevailing structure of interest rates
privileged the "Banca de Fomento", financial firms (financieras) and
COFIDE, by allowing them to offer the most profitable deposit instruments.
These were the "Certificados de Deposito de Fomento" and the bonds "Tipo C"
of COFIDE respectively. Hence, deposits at non-bank financial institutions
increased in real terms during 1986, while real savings and time deposits
at banks dropped. For the financial sector as a whole, however, total
near-money in real terms declined while, in contrast, real monetary assets-
-currency and cash deposits--expanded due to the declining inflation and
also the negative real return of time deposits.

8. The acceleration in the rate of nominal liquidity creation in the
second half of 1986 was due to an increasing recourse of the public sector
to CRB financing, fuelled by the now growing budgetary imbalance, continued
CRB new lending to development banks, and also to a jump in the money
supply multiplier by 19 percent between the first and second halves of 1986
due to lower legal reserve requirements. The quasi-fiscal deficit, (0.9
percent of GDP during both semesters) also was an important factor of
primary monetary expansion. However, unlike in the first semester when the
quasi-fiscal deficit was largely due to foreign exchange losses, in the
second semester financial losses were the driving factor (Annex 3). The
latter were due to the fact that the CRB average cost of funds, which is a
weighted average between the return on currency (zero) and the cost of
reserve requirements and other deposits of banks, was higher than the
average return received on its assets (primarily international reserves and
subsidized credit).

9. During 1986 the CRB created several promotional funds to support
the agricultural sector through the Banco Agrario: the "Fondo Agrario
Andino", the "Fondo de Reactivacion de Maquinaria Agricola", and the "Fondo
de Desarrollo Rural Comunal". These funds, nonetheless, totalled
relatively small amounts compared to the overall flow of CRB credit to the
Banco Agrario; the bulk of credit to this institution is channeled under
the so-called agrarian facility (linea agraria). During this admini-
stration, the provision of large flows of subsidized credit to the peasants
has been a key element of an overall policy geared to improving the living
conditions in rural areas, in particular in the "Trapecio Andino". Thus,
these are credit lines which are provided at nominal rates as low as zero
and 4 percent. In 1985, 45 percent of the total stock of lending by the
Banco Agrario originated in primary credit provided by the CRB. That share
rose to about 55 percent in 1986-87. Further in 1986 the stock of CRB
credit to Banco Agrario totalled 43 percent of total domestic credit
(excluding Net Unclassified Assets) by the CRB. As a result, the flow of
primary credit from CRB to Banco Agrario has become one of the main sources
of monetary growth in recent years.

10. Growing Fiscal Disequilibrium and Financial Disintermediation.
Fast decline of CRB's international reserves, and intensification of
inflationary measures continued during 1987 in the wake of growing fiscal
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imbalance and expansionary financial policies. Interest rates became
increasingly more negative due to accelerating inflation, and additional
restrictions were established to the allocation of credit. The new
monetary policy measures included: (i) a restriction on bank portfolios
whereby 45 percent of the increase in deposits had to be allocated to loans
in the financial districts in which the additional funds were raised; (ii)
the obligation of banks to lend to the agricultural sector a given
proportion of their increase in deposits (the proportion depending on the
previous share of loans to agriculture in their portfolio); (iii) minor
increases to saving interest rate and establishment of commissions on loans
of more than 360 days in April, followed later in the year by lower saving
interest rates; (iv) marginal reserve requirements for commercial banks
outside the Lima region were reduced to 50 percent, while banks in Lima
stayed with the 64 percent established in 1986; and (v) excess reserves
exceeding 4 percent of legal reserves became non-remunerated.

11. In 1987 inflation started to accelerate. Indeed, after having
declined from 88 percent in the first half of 1985 to 27 percent in the
second half of 1986, inflation climbed to 40 percent in the first semester
of 1987 and to 53 percent in the second (Table 10.5). This upsurge of
inflation during the first part of 1987 occurred in a period when nominal
interest rates were frozen at levels substantially below inflation, public
enterprise prices and tariffs were either frozen, or consistently lagging
behind inflation, and the exchange rate and wages were also running behind
inflation; therefore cost push pressures or inertial inflation do not
provide sufficient rationale to explain the process. That rationale,
however, can be found when analyzing the course of nominal aggregate demand
growth starting in the second half of 1986. In fact, in the year between
September 1986 and September 1987, cost-push pressures only provide
explanation for an inflation rate of about 57 percent, roughly equal to the
one observed the year immediately before (September 1985 to September
1986), but significantly lower than the 91 percent actually registered.
However, in the context of a simple flow of funds model, it can be proven
that the acceleration of inflation from 57 percent to 91 percent is fully
accounted for by the excessive growth in nominal aggregate demand brought
about by the increasing recourse to CRB financing derived from the growing
public sector deficit (including CRB exchange and financial losses) and
from the development banks' ambitious lending programs.
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Table 10.4: SOURCES OF THE MONETARY BASE AND COWOSITION
OF THE MONEY SUPPLY
(percentages of GDP)

1986-I 1986-II 1986-I 1986-II 1987-I 1987-II

A) MONETARY BASE 10.0 12.3 11.4 9.8 8.9 10.2

a) Net Foreign Assets 6.7 7.8 5.1 2.9 2.0 0.0

b) Domestic Credit 3.8 2.0 2.4 3.7 4.8 7.0
- Non-financial Public Sector 0.4 -0.8 -0.3 0.7 1.3 3.1
- Financial (of which:)

Development Banks 1.8 1.5 1.7 2.0 2.6 2.8

c)Net Unclassified Assets 0.7 2.5 3.9 3.2 2.1 3.2
(of which:) CRB'S Quasi-Fiscal
Deficit 0.2 1.7 1.0 0.9 0.3 2.7

B) BROAD MONEY SUPPLY a/ 18.6 17.7 16.3 18.6 15.9 17.0

a) In Domestic Currency b/ 8.0 12.3 13.3 14.7 14.5 15.3
b) In Foreign Currency 10.6 5.4 3.0 1.9 1.4 1.7

C) FINANCIAL INDICATORS

Multiplier c/ 1.86 1.44 1.43 1.70 1.80 1.68
Reserve-Deposit Ratio d/ 0.48 0.62 0.63 0.48 0.43 0.43
Currency-Deposit Ratio 0.26 0.23 0.24 0.30 0.27 0.40

Income Velocity of Broad Money 5.40 5.80 8.10 6.00 8.30 5.90

Memo Item:
Nominal GDP: e/

-mill. I/. 154,662 240,714 317,608 422,520 819,807 900,114

Notes: a/ End of period data.
b/ Includes all domestic liabilities of the financial system (banks and non-bank financial

intermediaries) with the economic agents.

c/ The ratio of broad money supply and the monetary base.

d/ Total reserves over total deposits of the financial system.

e/ The source of GDP is the 'Instituto Nacional de Estadistical (INE). Since INE's

estimates of nominal GDP are annual, the semestral level was calculated assuming that

semestral GDP grew at the rate estimates by the CRB. Annualized figures were obtained
multiplying semestral levels by two.

Source: Nota Semanal (CRB) and own estimates.
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12. In this respect, the overall public sector deficit (including
foreign exchange and financial losses) reached 9.3 percent of GDP in 1987,
up from 6.7 percent in 1986, and the total public sector borrowing
requirements (which result from adding to the former the flow of subsidized
credit from the Central Bank to development banks) reached 11.2 percent of
GDP in 1987 (up from 8.1 percent in 1986). Of this total only a small
share, about 1.4 percent of GDP in 1987, was financed by external
resources, mostly through capitalization of interest on arrears, and the
remainder was financed through recourse to CRB primary credit. Given the
current money supply multiplier of around 1.7, an expansion of Central
Bank's primary credit of 9.8 percent of GDP, such as the one experienced in
1987, implies a potential overall expansion of the broad money supply of
16.7 percent of GDP. In a country like Peru where the stock of total
financial savings to GDP (the ratio of broad money to GDP) is around 14
percent 3/ such an expansion of the broad money supply implies more than
doubling the stock of broad money. Hence, the doubling of inflation in
1987, as well as the growing balance of payments deficit.

13. Furthermore, inflationary pressures were compounded by the
shrinkage of the financial system relative to GDP, or its reverse, the
increase in the income velocity of money, in the wake of growing inflation
and increasingly negative real interest rates. In this sense, although the
jump of velocity between the first half of 1985 and the second half of
1987, from 5.4 to 5.9, might not appear spectacular (Table 10.4),
indications are that the trend in the more recent months has substantially
worsened. Thus, in the first quarter of 1987 alone the broad money supply
dropped by 22 percent in real terms. If this trend is continued in future
months the acceleration of inflation during 1988 might be far beyond what a
simple financial programming exercise might indicate based on the size of
the domestic financing of the deficit. Indeed, the 52 percent inflation
rate registered in the first quarter of 1988 is already signalling that the
process of financial disintermediation is compounding the already high
monetary imbalance propelled by the public sector budget. Moreover,
experience in Peru and elsewhere in Latin America shows that acceleration
of inflation tends to be perpetuated by widespread wage indexation,
exchange rate adjustments and eventually by public prices and tariffs
corrections and interest rate adjustments to inflation. The motion of
these variables, in turn, confers the system pervasive inflationary
inertia.

14. The CRB's quasi-fiscal deficit reached unprecedented levels in the
second half of 1987, registering a level of 2.5 percent of GDP, up from 0.9
percent in the second half of 1986 and 0.3 percent in the first half of
1987 (Table 10.3). This jump in the quasi-fiscal deficit was mainly the
result of the widening up in the multiple exchange rate structure brought
about by the exchange rate adjustments introduced in October and in

3/ The arithmetic average of the stocks of broad money of January and
December, divided by GDP
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December of 1987. In particular, exchange rates applicable to exports were
raised substantially while the import rates lagged behind and as a result,
dispersion of rates broadened. The CRB ended up buying foreign exchange at
prices increasingly higher, while at the same time selling foreign exchange
at relatively lower rates. The gap between average buying and selling
rates being the exchange rate subsidy to be paid for by the CRB. For the
year 1987 as a whole the exchange rate subsidy totalled 2.0 percent of GDP
and the financial losses amounted to 0.8 percent of GDP, adding up to a
total quasi-fiscal deficit of 2.8 percent of GDP (Annex 3). Based upon the
exchange rate structure existing in January-May 1988, the outlook for 1988
is that foreign exchange losses will increase, since as of April 1988 the
gap between buying and selling exchange rates has widened to 20 intis per
dollar, or 44 percent of the average import rate (45 intis per dollar),
compared to a gap of about 11 percent in the second half of 1987. If this
trend is not reversed, CRB exchange losses in 1988 could reach 3.5 to 4
percent of GDP.

Table 10.5: FINANCIAL SURVEY: USES AND SOURCES OF BROAD MONEY a/

(percent growth) b/

1985-I 1985-II 1986-I 1986-II 1987-1 1987-II

A) BROAD MONEY SUPPLY (USES) 60.7 47.6 21.4 36.4 34.3 57.0
(a) Money 6.4 31.8 12.6 20.6 12.6 36.8
(b) Near Money 44.3 15.8 8.8 14.9 21.7 20.1

- Domestic Currency 7.1 28.2 16.7 17.9 21.8 12.6
- Foreign Currency 37.2 -12.4 -8.0 -3.0 0.0 7.7

B) BROAD MONEY SUPPLY (SOURCES) 50.7 47.8 21.4 35.4 34.3 57.0

(a) Net International Reserves 10.1 27.4 -5.0 -7.1 -2.0 -16.3
(b) Domestic Credit to Public

Sector -13.3 -12.3 -4.1 20.7 11.7 33.2

(c) Domestic Credit to
Private Sector 48.4 27.2 22.3 29.2 32.0 39.8

(d) Net Unclassified Assets 5.5 5.3 8.2 -7.4 -7.3 -0.7

Memo Items:

Base Money c/ 54.8 90.4 23.0 13.3 27.1 67.7

Inflation Rate d/ 87.7 37.6 28.5 26.8 40.1 53.1

a/ Includes all financial operations of formal sector financial institutions (banks and other

non-banks) with economic agents
b/ Percent changes are calculated with respect to the stock of broad money outstanding at the

end of the previous period.
c/ Growth of the base money is calculated as percent previous year base money.

d/ Inflation for the semester.
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15. The widening of the fiscal gap implied, in addition to monetary
expansion, that by the end of 1987 the non-financial public sector received
34 percent of total stock of credit issued by the financial system
(compared with 21 percent one year earlier and zero two years earlier).
This, combined with the foreign credit constraint and the process of
financial disintermediation, suggests that financial crowding out pressures
have become important. Likely, crowding out of private economic activity
through credit rationing in the organized financial system has put pressure
on the unorganized financial system. Since public sector demand for credit
is satisfied in the organized market a higher public sector deficit will
shift private credit demand to the unorganized market. This, in turn,
tends to raise interest rates charged in the latter, thereby shifting
savings away from the formal market and towards the unorganized one, and
thus deepening financial disintermediation. Evidence supporting this view
is that interest rates in the secondary market registered increases in 1987
and 1988. The situation of smaller and medium sized firms which, in view
of their higher risk and lack of collateral requirements, had poor access
to bank lending is that they faced much higher financial costs in the
unorganized market. Reduced availability of credit for the private sector
in the organized market, coupled with the higher cost of informal credit,
limit production of firms by making scarce and expensive the financing of
working capital.

16. The expansionary domestic credit policy followed since mid-1986
had a large cost in terms of international reserve losses. Thus, CRB's net
reserves declined progressively since the second quarter of 1986, from US$
1.4 billion in March 1986 to zero in December 1987. In gross terms,
international reserves fell from US$ 2.5 billion to US$ 1.1 billion during
the same period.4/ Reserve losses were particularly acute during the
second half of 1987 as a result of the acceleration of domestic credit
growth. Indeed domestic credit grew 73 percent (of the broad money supply
outstanding as of end June of the same year), up from 43 percent in the
first semester, and the loss on net international reserves was at the rate
of 15 percent of broad money, up from 2 percent in the first semester
(Table 10.5).

17. A noticeable feature of monetary developments during the second
half of 1987 is the increasing preference for cash by the private sector.
The demand for cash rose from 27 percent of deposits in June to 40 percent
in December. This sudden preference for cash can be explained in light of
the alleged increased transaction activity in the parallel market for
dollars. Low nominal interest rates in the presence of soaring inflation
have prompted economic agents to seek in foreign exchange a safer shelter
for their savings. This shift of the liquid portfolio towards dollars
explains the overshooting of the parallel market exchange rate in recent
months. The latter, in turn, has rendered the profitability of investing
in dollars a self-fulfilling prophecy. The relative returns of domestic
term deposits and parallel market dollars are compared (Table 10.6). It
can be seen there that, since the second quarter of 1987, the nominal
return on hoarding dollars has not only been far higher than the deposit

41 Furthermore, the drop in reserves is understated since in the period
there were three changes in the dollar valuation of gold, which
accounted for a high share of total reserves.
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interest rate but in general also significantly above inflation. This
indicates that the current expansionary fiscal policy together with the
maintenance of the current interest rate and exchange policies imply
systematic overshooting of the parallel exchange rate that later translates
into higher inflation and so on. Interest rate adjustments effected in
March 1988, from 32 percent to 47 percent maximum saving rates, and from 50
percent to 75 percent maximum lending rates, are insufficient to
effectively compete with dollar hoarding when inflation runs at an annual
rate of 300-plus percent as it has been the case in the period November
1987 to April 1988. It should be pointed out, moreover, that interest and
exchange policies alone are no panacea to achieve control of the current
inflationary drive and to stabilize the parallel dollar market. Indeed to
be effective, exchange and interest rate policies need to be supported by
stabilizing nominal demand management, and this inevitably means cutting
down the current budgetary deficit.

Table 10.6: RATES OF RETURN OF DOMESTIC SANK DEPOSITS AND BLACK MARKET DOLLARS
(Quarterly percentage Rates)

Quarter Black Market Exchange Rate Nominal Return (Quarterly Rate)_ Quarterly Inflation
(Intl* per l) Black Market Dollar Domestic Tim Deposits Rate

1986 I 17.4 0.0 4.9 15.4
II 17.4 0.0 4.9 11.4
III 17.6 1.1 4.9 12.6
IV 19.9 13.1 4.9 12.6

1987 I 20.3 2.0 4.9 18.5
II 29.6 45.8 5.5 18.2
III 41.4 39.9 6.7 22.7
IV 90.4 118.4 5.7 24.8

1988 I 110.0 21.7 6.2 54.6
II 180.0 83.6 9.3 39.2
III 425.8 136.6 22.1 241.1

Source: Instituto Nacional de Planificacion and Central Reserve Bank.

18. Nationalization of Banks. The most salient institutional change in
financial policy occurred during 1987 was the government's initiative to
nationalize private banks, finance companies and insurance institutions
issued in July 1987. Prior to that date, the state already controlled
directly around 50 percent of all deposits and 70 percent of overall credit
allocation. Of the 24 commercial banks operating in Peru, eight were
already government owned, seven were of foreign ownership and nine were
privately owned. In addition, the allocation of credit by private banks was
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already considerably intervened and regulated by the government in the form
of ceilings to interest rates and compulsory sectoral investment
coefficients by region or sector. After the government sent the
nationalization initiative to Congress, it was discussed thoroughly by both
chambers and finally the law was issued in October 1987. Although the
original idea was to nationalize 70 percent of the shares of the banks, the
article 3 of the law included a provision whereby banks with a 51 percent
employee-owned stake could be allowed to remain that way. Based on this, a
few banks, including the largest commercial bank (Banco de Credito), rushed
to block sell 51 percent of their shares in the stock exchange. The
resulting status quo of Banco de Credito was later declared legal by the
Courts and accepted by the government in April 1988. As a result, Banco de
Credito will operate as a cooperative in the future, and the government
will merely maintain a minority ownership stake. Final solutions for other
banks are being negotiated on a case by case basis. Several commercial
banks have been offered the possibility of becoming regional banks with
which, according to the law, 70 percent of the stock would remain in
private hands and only 30 percent would be owned by the state. Some of
them are expected to follow this course. A formidable challenge facing
policymakers is how to minimize the expansionary effects of whatever
indemnification payments become due. Suitable mechanisms will have to be
devised to avoid payments in cash so as to prevent further inflationary and
balance of payment pressures. These mechanisms would include, inter alia:
medium term bonds, and swaps of shares for physical assets (firms) formerly
owned by banks.
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RESERVE REKIREMENTS AND THEDR R _ RATION

RESERVE REQJIREMENTS RATIOS
(Percentages)

Date Com_rcial Banks and Financial Firm_ Official Institutions

Basic / Marginal b/

12/10/84 15 50 6-16 c/
FC 76 90

08/02/86 DC b/ 76 6-16 c/

06/01/85 DC b/ 70 6-16 C/

10/16/86 DC b/ 64 6-16 c/
FC 60 d/ 100 60 d/

03/01/87 DC d/ 60-64 o/ 6-16 /

REMUNERATION OF BANK'S RESERVES
(Annual Percentages)

Date Remuneration

02/01/86 72.0

07/10/86 87.5

08/05/85 70.0
06/26/65 S4.5

10/15/56 36.0

02/16/86 32.6

08/11/68 81.0

Notation: DC Domentic Curr-ncy Deposits (Savings, Fixed Term Deposits and Check Accounts).
FC Foreign Currency Time Doposits

Notes: a/ Bsasic reserve requirements are applied to the stock of obligations at
corresponding date. Marginal reserve requirements are applied to the increase
in that stock of obligations taking place thereafter.

b/ Since 1986 the basic reserve requirement ratio of each institution is equal to

the ratio of legal reserves to total obligations subject to reserve

requirements in the previous period (usually the previous two weeks).

c/ For Banco Nacion and Banco Hipotecario the legal reserve ratio was 15 percent

for cash deposits and 8 percent for saving and fixed term deposits. For Saving
Houses and the Banco de Fomento the legal reserve ratio is 16 percent for cash

and fixed term deposits and 6 percent for saving deposits.
d/ For financial institutions that have foreign currency obligations with reserve

requirements of more than USS10 million; below that levol the minimum legal

reserve requiremnts applies (15 percent for fixed term deposits).
e/ For banks in the Lima Region, 64 percent; and for banks in the Provinces, 50

percent.

Source: Superintondencis de Banco y Seguros (CRB).
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ANNEX 12

BRIEF BACKGROUND ON THE AGRICULTURAL SECTOR

1. Peru is a country that encompasses such a variety of geographic
and climatic characteristics that 84 of the 103 possible ecological zones
can be found in its territory. This diversity allows the cultivation of a
large variety of crops. The agricultural sector represents 12 percent of
GDP and is the most important sector in terms of employment, absorbing over
35 percent of the country's labor force. There are three distinct
agricultural regions: the Coast (Costa), a desert strip located between
the Pacific Ocean and the Andean highlands, which accounts for 11 percent
of the territory and 26 percent of cultivated land; the Highlands (Sierra),
made up of valleys and western plateaus of the Andean mountains, which
accounts for 26 percent of the area of the country and 47 percent of
cultivated land; and the Jungle (Selva), composed of valleys and eastern
plateaus of the Andes and the Amazon Basin, which is the largest region
comprising 63 percent of the territory and 27 percent of cultivated land.
Most agriculture in the coast is irrigated, and the main crops are cotton,
sugarcane, yellow maize, potatoes and rice. By contrast only a small
proportion of sierra farms (27 percent) are under irrigation while the main
products are potatoes, white maize, wheat, beans and barley as well as
several Andean crops such as quinua, olluco, oca and kiwicha. In the selva
year-round rainfall promotes the cultivation of coffee, rice and yellow
maize. Despite the vast heterogeneity of ecological zones and variety of
crops, Peruvian agriculture confronts a severe limitation in its endowment:
less than 2.5 percent of its territory can be counted as arable land, and
almost 20 percent of it is fallow. Thus, Peru's 0.14 cultivable hectares
per capita is well below the Latin American average of 0.5 hectares per
capita and also below European and Asian averages of 0.3 and 2.2 hectares
per capita, respectively.

Table 12.1: MAIN AGRICULTURAL PRODUCTS (1987)
(percentages)

Share In
Share In Share in Import-Consump. Export-Output Cultivated Region of
Demand Production Ratio Ratio Ares Cultivation

Rice 14.7 14.0 15.3 - 8.8 Coast and Jungle
Wheat 11.3 1.5 88.1 - 3.8 Sierra
Potatoes 9.6 10.7 - - 8.0 Coast and Sierra

Yellow Maize 8.9 5.9 40.4 - 9.3 Coast and Jungle

Sugar 5.8 4.6 33.2 7.2 1.8 Coast

Cotton 5.4 6.3 - 4.3 4.0 Coast

Coffee 2.8 10.9 - 71.2 6.2 Jungle

White Maize 2.2 2.5 - 0.7 7.7 Sierra

Beans 1.0 1.2 - 4.9 3.0 Sierra
Other 38.3 42.4 - - 47.9 -

Source: Ministry of Agriculture and World Bank staff estimates.
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2. Between 1969 and 1976, the military regime of Velasco Alvarado
carried out an agrarian reform with the objective of redistributing the
highly concentrated land tenure prevailing since colonial times, and
accentuated during the 19th century. This agrarian reform, however, failed
to meet expectations because the newly-created cooperatives did not operate
efficiently. In addition, at that time, a new administrative structure was
established, strengthening the role of the public sector in agricultural
activity. The Rice Trading Enterprise (ECASA) and the National Input-
Trading Enterprise (ENCI) were created to play key roles in policy making
and implementation. These institutions came to gradually hold monopoly
power in the commercialization of a variety of agricultural products and
inputs. In general, agrarian policy during the 70s was marked by a
strategy of controlled food prices which kept prices for the rural
producers low, thus favoring urban consumers. Furthermore, imports of
agricultural products for industry were subsidized, reinforcing the
deterioration of agricultural terms of trade. In response, the balance of
trade for agricultural products switched from a US$118 million surplus in
1970 to a US$135 million deficit in 1980 and agricultural output grew at an
average annual rate of 0.1 percent in that period, while global GDP grew at
2.8 percent. In parallel to stagnation of agricultural production,
important changes in the crop pattern took place. In particular, changes
in consumption patterns as well as the incentive system favored coastal
products such as rice, cotton and sugarcane, in detriment of Andean crops
like potatoes and white corn.

3. In 1980, the new civilian administration of President Belaunde
laid out a new strategy: free market prices and free trade. However, in
view of political pressures to curb inflation, it was only possible to
release partially existing controls and regulations. ECASA's monopoly over
rice commercialization continued as did controlled prices for some
agricultural products, and subsidies to agricultural inputs and credit. In
general, existing incentives to producers benefitted relatively more
coastal and Amazonian producers than Andean farmers. Moreover, the
protection granted to the industrial sector and to urban consumers
continued to deteriorate the terms of trade of basic agricultural crops.

4. The 1980-85 period can be characterized as one of economic and
organizational crisis in the agricultural sector. The former, because of
the stagnation of physical productivity and the worsening of the
relationship between product and input prices; the latter, because of the
chaotic restructuring and parcelling out of the cooperatives, as the
agrarian reform collapsed. These troubles were compounded by exogenous
factors such as a drought in the southern highlands and floods in the
northern coast, which occurred simultaneously during 1983 leading to a 9.6
percent drop in agricultural GDP in that year. For the 1980-85 period as a
whole, per capita agricultural production dropped by a cumulative 5
percent, and the agricultural trade account maintained an average deficit
close to US$100 million.
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table 1.1 :PERU - TOTAL POPULATION DISTRIBUTION

(Thousands)

PROJECTED

1960 1970 1990 1997 1990 1995 2000

TOTAL POPULATION 9,931.0 13,192.8 17,295.3 20,727.1 22,332.1 25,122.8 27,952.1

Male 5,003.9. 6,648.8 8,714.5 10,441.3 11,249.3 12,656.6 14,092.5

Female 4,927.2 6,544.0 8,590.8 10,285.8 11,082.9 12,466.2 13,869.6

6RMNTH RATES

Total population 2.88 2.74 2.62 2.52 2.38 2.16
Male 2.88 2.74 2.62 2.52 2.39 2.16

Feuale 2.89 2.75 2.62 2.52 2.38 2.16

PERCENTAGE DISTRIBUTION

P.aii 50.4 50.4 50.4 50.4 50.4 50.4 50.4
Feeale 49.6 49.6 49.6 49.6 49.6 49.6 49.6

Source: National Statiscal Institute.
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Table 1.2 : PERU - DENO6RAFIC INDICATORS

GROSS
FERTILITY MORTALITY LIFE

RATE EXPECTANCY
(per 1000) (in years)

1950-1955 6.9 21.6 43.9
1955-lq6 6.9 19.7 46.3
1960-1965 6.9 17.6 49.1
1965-1970 6.6 15.6 51.5
1970-1975 6.0 12.8 55.5
1975-1980 5.4 11.7 56.9
1980-1985 5.0 10.7 58.6
1985-1990 4.5 9.2 61.4
1990-1995 4.0 7.7 64.6
1995-2000 3.5 6.7 67.0

Source : hationai Statistical Institute
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TABLE 1.3 : PERU - EMPLOYMENT AND LABOR PRODUCTIVITY, 1970 - 1986.

Employsent a_l
---------------- --------------------------- Adequate Labor

Non Employment Productivity
Total Agriculture Agriculture a)1 b 1 ci

1970 3,971.4 1,873.6 2,097.9 2,058.0 613.4

1975 4,581.3 1,950.0 2,631.3 2,538.7 676.2

1980 5,210.7 2,046.0 3,164.7 2,341.4 680.3

1981 5,377.5 2,272.2 3,105.3 2,613.7 684.2

1982 5,540.0 2,329.1 3,211.9 2,567.5 666.7

1983 5,585.7 2,355.1 3,230.6 2,306.9 585.5

1984 5,684.4 2,374.9 3,309.5 2,242.0 603.2

1985 5,781.9 2,392.7 3,389.2 2,235.4 609.0

1986 6,212.9 2,416.1 3,796.8 2,734.3 619.3

a I - Thousands of persons.
bjI - The Ministry of Labor classifies a person as underemployed if weekly working

hours are lecs than 35 andior the incose is less than the 1967 minimum wage
adjusted for inflation.

cil - Value Added (Intis of 1979) per employed person.

Sources: Ministry of Labor and National Statistical Institute.



Table 1.4: PERU: UN- AND UNDER-ENPLOYNENT,1970,1975,1980-1987

(Percent of Labor Force)

1970 1975 1980 1981 1982 1983 1984 1985 1986 1997

Unemployment 4.7 4.9 7.0 6.8 7.0 9.2 10.5 11.8 8.2 n.a

Agriculture
labor force 0.3 0.3 0.3 0.3 0.3 0.3 0.3 0.3 0.3 n.a

Non-agricultural
labor force 9.3 8.1 10.9 10.4 10.6 13.9 16.6 18.4 12.6 n.a

Underemployeent aJ 45.9 42.8 51.2 47.9 49.9 57.1 54.2 54.1 51.4 n.a

Agriculture
labor force 64.3 69.2 68.2 61.5 60.9 67.5 61.4 60.4 58.7 n.a

Non-agricultural
labor force 30.9 24.8 41.4 40.3 43.9 51.6 49.9 50.5 47.4 n.a

Labor force
(thousand) 4,167.3 4,817.5 5,605.2 5,779.0 5,959.0 6,136.7 6,351.3 6,555.5 6,767.9 6,989.5

Agriculture labor
force (thousand) 1,079.5 1,955.9 2,052.2 2,072.2 2,330.5 2,405.3 2,381.7 2,399.3 2,422.9 2,460.3

a1- The Ministry of Labor ciassifies a person as underemployed if weekly working hours are

less than 35 and/or the income is less than the 1967 minious wage adjusted for inflation.

Sources: Ministry of Labor; liational Statistical Institute.



Table 2.1 : PERU - GOP BY SECTORAL ORI1IN,1970,1975,1990-1987

(million 1979 intis)

1970 1915 1980 1961 1982 1983 1984 1985 1986 1987
a) al

Agriculture 358.1 371.0 362.6 395.4 404.2 365.2 402.6 414.3 430.1 456.3

Fishing 47.2 15.6 18.9 20.6 24.2 17.0 24.9 29.1 37.4 31.8

lining 229.9 231.8 468.7 454.3 459.9 414.7 434.5 453.2 432.5 422.6

1anufacturing 626.7 905.2 866.7 872.6 863.9 718.0 757.4 794.6 921.2 1,028.4

Electricity,water 15.1 23.9 39.0 41.9 45.3 38.0 39.2 40.5 45.4 49.3

Construction 133.0 216.4 202.3 225.0 229.5 181.7 183.2 164.0 203.5 235.6

Housing 64.9 79.5 88.6 90.6 92.2 93.2 94.5 95.3 97.9 100.5

Government Services 144.4 191.1 233.5 239.8 241.7 257.9 277.6 279.0 295.4 299.7

Financial Institutions 60.8 93.1 297.5 320.4 318.3 298.1 297.0 329.1 347.7 377.3

Transport 130.2 199.1 235.9 251.5 247.7 230.2 231.4 237.8 258.2 277.3

Comerce 357.9 531.9 528.6 562.0 558.9 458.1 467.7 411.5 538.5 577.8

Others 267.2 350.9 202.6 205.1 207.6 198.5 219.9 212.5 240.2 260.0

Import Duties 93.3 113.5 101.7 128.4 123.9 75.7 77.1 67.6 81.3 84.4

GDP 1earket prices) 2,518.6 3,213.0 3,646.6 3,807.7 3,817.3 3,346.3 3,505.9 3,589.6 3,929.2 4,200.9

a_/ Preliminary figures.

Source: National Statistical Institute.
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Table 2.1(A) : PERU - REAL 6DP AVERASE GROWTH RATES

(percentages)

1970-1975 1975-1980 1970-1980 1980-1987 1970-1987

Agriculture 0.7 (0.5) 0.1 3.3 1.4

Fishing (19.9) 3.9 (8.7) 7.7 t2.3)

mining 0.2 15.1 7.4 (1.5) 3.6

Manufacturing 5.1 1.5 3.3 2.5 3.0

Electricity,water 9.6 10.3 10.0 3.4 7.2

;cn-t-:C"Cn b10.2 ll.3) 4.3 2.2 3.4

Housing 4.1 2.2 3.2 1.8 2.6

Bovernient Services 5.8 4.1 4.9 3.6 4.4

Financial Institutions 6.4 29.1 17.2 3.5 11.3

Transport 8.9 3.4 6.1 2.3 4.5

Commerce 8.2 (0.1) 4.0 1.3 2.9

Others 5.6 (10.4) (2.7) 3.6 (0.2)

Import Duties 6.4 (2.2) 2.0 (2.6) 0.1

GDP (sarket prices) 5.0 2.6 3.8 2.0 3.1

Source: Derived from Statistical Appendix Table 2.1



fable 2.2 : PERU - NOMINAL GDP BY SECTORAL ORIGIN,1970,1975,1980-1987

(Million Current Intis)

1970 1975 1980 1981 1982 1983 1984 1985 1986 1987

Agriculture 46.7 103.7 580.9 1,011.5 1,621.9 3,276.5 7,583.4 17,434.5 42,630.6 75,807.4

Fishing 5.6 5.3 29.4 57.0 87.5 149.9 399.0 1,199.5 3,205.1 4,552.4

Hining 13.7 22.3 904.4 1,256.9 1,872.8 3,589.1 7,702.1 19,512.5 11,409.5 20,540.4

Manufacturing 55.4 133.3 1,206.4 1,955.7 3,316.6 6,065.6 14,858.3 50,007.5 94,098.1 171,143.0

Electricity,water 2.0 4.9 51.5 110.7 190.7 269.6 824.2 2,344.4 3,701.2 7,432.0

Construction 17.4 50.8 342.3 736.7 1,589.3 2,172.0 4,744.3 14,087.3 29,336.9 54,438.6

Housing 23.7 41.0 121.0 183.0 295.8 477.2 788.4 1,473.3 2,237.5 3,537.6

Governeent Services 24.4 57.1 461.0 916.7 1,566.8 3,019.7 6,438.0 16,102.9 33,116.4 64,268.4

Financial Institutions 5.5 16.0 469.8 1,054.8 1,952.9 3,358.7 7,329.2 17,981.1 36,911.1 82,741.0

Transport 15.2 44.7 396.2 712.5 1,089.3 1,817.5 4,265.7 12,183.0 23,198.4 40,412.2

Com6 erce 29.9 94.3 819.1 1,462.8 2,225.4 4,331.3 9,425.3 25,860.5 49,670.8 97,084.0

Others 31.5 71.7 426.6 957.6 1,722.5 3,332.3 7,086.9 17,610.2 46,302.9 126,818.3

Import Duties 9.0 20.3 159.8 312.5 418.9 705.1 1,399.8 4,048.3 7,203.7 11,390.9

GDP fmarket prices) 280.0 665.4 5,968.4 10,658.4 17,950.4 32,5b4.6 72,844.6 199,B44.7 391,022.3 760,166.2

Source: National Statistical Institute.



Table 2.21A) : PERU - PERCENTAGE DISTRIBUTIOH OF 6DP, 1970,1975,1980-1986

(Percent of GDP in current intis)

1970 1975 1980 1981 1982 1983 1984 1985 1986 1987

Agriculture 16.7 15.6 9.7 9.8 9.0 10.1 10.4 8.7 11.2 10.0

Fishing 2.0 0.8 0.5 0.5 0.5 0.5 0.5 0.6 0.8 0.6

hining 4.9 3.4 15.2 11.8 10.4 11.0 10.6 9.8 3.0 2.7

Hanufacturing 19.8 20.0 20.2 19.3 18.5 18.6 20.4 25.0 24.7 22.5

Electricity,uater 0.7 0.7 0.9 1.0 1.1 0.9 1.1 1.2 1.0 1.0

Construction 6.2 7.6 5.7 6.9 8.9 6.7 6.5 7.0 7.4 7.2 1
Lo

Housing 9.5 6.2 2.0 1.7 1.6 1.5 1.1 0.7 0.6 0.5

Government Services 8.7 8.6 7.7 8.6 8.7 9.3 8.8 9.1 8.7 8.5

Financial Institutions 2.0 2.4 7.9 9.9 10.9 10.3 10.1 9.0 9.7 10.9

Transport 5.4 6.7 6.6 6.7 6.1 5.6 5.9 6.1 6.1 5.3

Commerce 10.7 14.2 13.7 13.7 12.4 13.3 12.9 12.9 12.8 12.8

Others 11.2 10.8 7.1 8.0 9.6 10.2 9.7 8.8 12.2 16.7

Import Duties 3.2 3.1 2.7 2.9 2.3 2.2 1.9 2.0 1.9 1.5

6DP (market prices) 100.0 100.0 100.0 100.0 100.0 100.0 100.0 100.0 100.0 100.0

Source: National Statistical Institute.



Table 2.2 (B) : PERU -6DP DEFLATORS

(1979 1 100)

1970 1975 1980 1981 1982 1983 1994 1995 1986 1987

Agriculture 13.0 29.0 160.2 263.4 401.3 897.2 1,883.6 4,207.8 9,912.1 16,612.7

Fishing 11.9 34.0 155.6 276.7 361.6 881.8 1,602.4 4,121.6 8,572.1 14,325.2

mining 6.0 9.6 193.0 276.7 407.2 865.5 1,772.6 4,305.3 2,638.1 4,860.1

Manufacturing 8.9 16.6 139.2 224.1 383.9 844.8 1,961.8 6,293.6 10,214.2 16,642.3

Electricity,water 13.2 20.5 132.1 264.2 421.0 709.5 2,157.6 5,789.4 B,160.7 15,089.2

Construction 13.1 23.5 169.2 327.4 692.5 1,195.4 2,589.7 8,592.0 13,925.3 23,102.0

Housing 36.5 51.6 136.6 202.0 320.9 512.0 834.3 1,545.8 2,294.8 3,520.8

Governeent Services 16.9 29.9 197.4 382.3 649.2 1,170.9 2,319.2 5,770.9 11,212.6 21,441.1

Financial Institutions 9.0 19.3 157.9 329.2 613.6 1,126.6 2,460.1 5,463.4 10,616.5 21,931.3

Transport 11.7 22.4 168.0 283.3 439.8 789.7 1,843.6 5,123.0 9,986.0 14,575.4

Comnerce 8.4 17.7 154.9 260.3 398.2 945.6 2,015.3 5,484.5 9,038.6 16,802.9

Others 11.9 20.4 210.6 418.1 929.7 1,678.4 3,223.2 8,2B7.6 19,274.2 48,783.8

Import Duties 10.8 17.9 157.1 243.4 339.1 931.4 1,815.6 5,985.6 8,855.4 13,489.4

SDP l1arket prices) 11.1 20.7 163.7 279.9 470.2 973.2 2,077.8 5,568.9 9,697.1 18,095.1

Source: Derivated from Tables 2.1 and 2.2



Table 2.2 (C) : PERU -6DP DEFLATORS,YEARLY PERCENTAGE CHANGES, 1975-1987.

11979 = 100)

1970-1975 1975-1980 1981 1982 1983 1994 1985 198b 1987

Agriculture 16.5 41.8 64.4 52.3 123.6 109.9 123.4 135.6 67.6

Fishing 23.4 35.6 77.9 30.7 143.9 81.7 157.2 108.0 67.1

Mining 10.0 82.2 43.4 47.2 112.5 104.9 142.9 (38.7) 84.2

Manufacturinq 13.4 53.1 61.0 71.3 120.0 132.2 220.8 62.3 62.9

Electricity,water 9.1 45.1 100.1 59.3 68.5 204.1 168.3 41.0 84.9 LO

Construction 12.4 48.4 93.5 111.5 72.6 116.6 231.0 62.1 65.9

Housing 7.1 21.5 47.9 58.8 59.6 62.9 85.3 47.8 54.1

Government Services 12.1 45.9 93.6 69.6 80.6 98.1 148.6 94.3 91.2

Financial Institutions 16.3 52.3 108.5 86.4 83.6 119.1 121.4 94.3 106.6

Transport 14.0 49.6 68.7 55.2 79.6 133.5 177.9 75.4 62.2

Coeeerce 16.2 54.3 68.0 53.0 137.5 113.1 172.1 64.8 85.9

Others 11.6 59.5 98.5 98.5 102.3 92.0 157.1 132.6 153.1

Import Duties 10.6 54.4 54.9 39.9 175.5 94.9 229.7 47.9 52.3

GOP (earket prices) 13.3 51.2 71.0 68.0 106.9 113.5 166.0 74.1 96.6

Source: Derivated from Table 2.2(8).



Table 2.3 : PERU - GDP BY EXPENDITURES , 1W'79-1987

(Million 1979 intis)

1979 1980 1981 1982 1983 1984 1985 1986 1987

CONSUMPTION 2,431.4 2,604.2 2,717.8 2,786.6 2,541.3 2,566.2 2,625.4 2,942.7 3,112.5
Private 2,130.7 2,236.4 2,355.8 2,376.4 2,167.1 2,209.1 2,255.7 2,557.2 2,720.9
Public 300.7 367.8 362.0 410.2 374.2 357.1 369.7 385.5 391.6

GROSS INVESTMENT 756.8 1,030.9 1,242.3 1,153.0 716.3 645.4 579.7 855.9 962.6
Gross Fixed Invest 723.6 882.0 1,024.1 1,003.4 712.1 668.1 597.6 742.0 861.5

Construct 412.6 463.1 524.7 533.6 423.4 424.5 377.9 469.8 544.1
Equipment 311.0 418.9 499.4 469.8 288.7 243.6 219.7 272.2 317.4

Change in Stocks 33.2 148.9 218.2 149.6 4.2 (22.7) (18.8) 113.9 101.1

RESOURCE BALANCE 302.0 11.6 (152.3) (122.3) 88.7 294.3 384.5 130.6 125.8
Exports 968.2 879.3 853.5 905.7 812.1 886.1 925.1 810.9 832.0
Imports 666.2 867.7 1,005.8 1,028.0 723.4 591.8 540.6 680.3 706.2

GDP (aarket prices) 3,490.2 3,646.7 3,807.8 3,817.3 3,346.3 3,505.9 3,588.6 3,929.2 4,200.9

Source: National Statistital Institute.



lable 2.4 i PERU - NOMINAL GDP BY EXPENDITURES , 1979-1987

(Nillion Current Intis)

1979 1980 1981 1902 1983 1984 1985 1986 1987

CONSUMPTION 2,431.4 4,325.2 7,953.6 13,329.1 25,175.6 53,636.0 145,869.4 296,930.8 586,153.7
Private 2,130.7 3,658.5 6,738.4 11,0b9.5 21,099.7 45,532.4 123,412.2 254,589.1 506,009.1
Public 300.7 666.7 1,215.2 2,259.6 4,076.9 8,103.6 22,457.2 42,341.6 80,144.6

BROSS INVESTMENT 756.8 1,640.4 3,347.1 5,644.6 7,733.3 16,517.4 44,668.0 92,125.1 186,824.1
Gross Fixed Invest 723.6 1,401.7 2,771.6 4,980.7 7,561.4 16,738.0 44,254.0 82,645.3 154,673.3 oo

Construct 412.6 - 752.8 1,543.8 3,010.9 4,773.2 10,692.1 28,598.0 55,203.2 105,990.2
Equipment 311.0 648.9 1,227.8 1,969.8 2,788.2 6,045.9 15,656.0 27,442.1 48,683.1

Change in Stocks 33.2 238.7 575.5 663.9 171.9 1220.6) 414.0 9,479.8 32,150.9

RESOURCE BALANCE 302.0 2.7 1642.2) 11,023.3) (344.3) 2,691.2 9,307.0 (8,033.6) (12,811.6)
Exports 96B.2 1,331.7 1,735.3 2,805.5 5,879.6 13,485.6 39,611.2 43,708.0 71,885.6
lports 666.2 1,329.0 2,377.5 3,828.8 6,223.9 10,794.4 30,304.2 51,741.6 84,697.1

8DP (market prices) 3,490.2 5,968.3 10,658.5 17,950.4 32,564.6 72,844.6 199,844.4 381,022.3 760,166.2

Source: National Statistical Institute.



Table 2.5 . PERU - DOMESTIC INCOME, 1979-1987.

(million Intis)

1979 1980 1991 1992 1983 1994 1985 1986 1997
a-,

NABES & SALARIES 928.0 1,609.3 2,796.1 4,569.5 9,458.2 16,233.5 39,678.6 '84,697.8 174,952.6
Salaries 511.5 887.9 1,504.1 2,417.0 4,415.9 9,165.0 19,556.4 42,810.4 89,515.7
Nages 416.5 721.4 1,292.0 2,152.5 4,042.3 9,068.5 20,122.2 41,887.4 85,436.3

INDEPENDENT NORKERS 607.0 1,017.4 1,827.3 2,943.7 5,363.5 11,912.2 30,137.9 61,991.2 133,206.2

RENT 67.0 97.0 154.1 248.2 545.9 1,169.5 3,552.3 5,105.4 7,232.2

PROFITS 947.0 1,370.1 2,092.4 3,469.4 6,414.0 17,036.2 48,347.9 85,441.4 199,393.2

NET INTEREST 39.1 70.4 176.1 343.4 672.1 1,491.3 3,037.9 3,301.5 6,817.5

TOTAL 2,588.1 4,164.2 7,046.0 11,574.3 21,453.7 47,942.8 124,754.6 246,537.2 511,601.7

a-/ Prelisinary fiqures.

Source a Central Dank.

Note a Central Dank National Accounts differ froe those of National Statistical Institate.



Table 2.51A) : PERU - DOMESTIC INCOME , 1979-1987.

(percentage distribution)

1979 1980 1981 1982 1983 1984 1985 19B6 1987

WAGES & SALARIES 35.9 38.6 39.7 39.5 39.4 33.9 31.8 34.4 34.2
Salaries 19.8 21.3 21.3 20.9 20.6 17.1 15.7 17.4 17.5

Gages 16.1 17.3 18.3 18.6 18.8 16.9 16.1 17.0 16.7

INDEPENDENT WORKERS 23.5 24.4 25.9 25.4 25.0 24.9 24.2 27.6 26.0

RENT 2.6 2.3 2.2 2.1 2.5 2.4 2.8 2.1 1.4

PROFITS 36.6 32.9 29.7 30.0 29.9 35.6 38.8 34.7 37.0

NET INTEREST 1.5 1.7 2.5 3.0 3.1 3.1 2.4 1.3 1.3

TOTAL 100.0 100.0 100.0 100.0 100.0 100.0 100.0 100.0 100.0

Source : Central Bank.

Note : Central Bank National Accounts differ from those of National Statistical Institute.



Table 2.6 : PERU - BROSS CAPITAL FORMATION BY GOODS AND ORIGIN, 1979-1987.

(Million 1979 Intis)

1979 1990 1981 1982 1983 1984 1985 1996 1987

TOTAL 723.6 881.8 1024.1 1003.3 712.1 668.1 597.6 742.0 861.5

CONSTRUCTION 412.6 463.0 524.6 533.6 423.4 424.6 377.9 469.8 544.1
Buildings 246.8 272.1 299.7 311.3 251.8 249.5 225.3 263.0 307.3
Other Construction 143.1 162.7 192.6 194.9 142.9 148.6 132.0 176.4 201.2
Land Improvesents 22.7 28.2 32.3 27.4 28.7 26.5 20.6 30.5 35.6

EQUIPMENT 311.0 418.8 499.5 469.7 288.7 243.5 219.7 272.2 317.4
Transport 62.9 110.1 162.3 143.9 90.8 79.8 73.8 91.9 110.5
Agriculture 10.3 17.3 14.6 12.6 4.5 5.8 6.1 11.3 15.6
Industrial 135.5 150.6 176.7 171.2 114.0 91.7 81.2 103.8 118.1 F
Other 102.4 140.8 145.9 142.0 79.4 66.2 59.5 65.3 73.2

DOMESTIC 504.9 607.7 674.4 684.5 525.1 533.9 493.4 628.8 730.5

CONSTRUCTION 412.6 463.0 524.6 533.7 423.4 424.6 377.9 469.8 544.1
Buildings 246.9 272.1 299.7 311.3 251.8 249.5 225.3 263.0 307.3
Other Construction 143.1 162.7 192.6 195.0 142.9 148.6 132.0 176.4 201.2
Land Improvements 22.7 28.2 32.3 27.4 28.7 26.5 20.6 30.Y 35.6

EDUIPhENT 92.3 144.7 149.8 150.8 101.7 109.3 115.5 159.0 186.4
Transport 49.9 79.0 83.5 87.7 53.7 52.9 54.1 72.7 84.8
Agriculture 3.3 4.6 5.1 4.1 2.0 1.7 2.6 3.8 4.7
Industrial 15.1 19.2 19.3 19.2 17.1 23.4 26.5 44.8 55.1
Other 24.0 42.9 41.9 39.8 28.9 31.3 32.3 37.6 41.8

IMPORTED 218.7 274.3 349.6 319.0 187.0 134.3 104.2 113.2 131.0

EQUIPMENT 218.7 274.3 349.6 319.0 187.0 134.3 104.2 113.2 131.0
Transport 12.9 31.1 78.8 56.2 37.1 27.0 19.7 19.1 25.6
Agriculture 7.0 12.7 9.4 8.5 2.5 4.1 3.5 7.5 10.9
Industrial 120.4 132.5 157.4 152.0 96.9 68.3 54.7 58.9 63.0

Other 78.4 98.0 104.0 102.3 50.5 35.0 26.2 27.6 31.4

-- - ------ - ---------------------------------- ---------------------- __-------- __-------- _-------------------------------------------



- 242 -

Table 2.7: PERU - REAL 6DP PER CAPITA, 1970-1987

Total Population GDP GDP Real SDP per Capita Real GDP per Capita
(Million) (Million 1979 intis) (Nillion USA Dollars) (1979 intis) (USA Dollars)

1970 13,112.8 2,518.6 11,207.7 190.9 949.5
1971 13,568.3 2,623.9 11,676.2 193.4 860.5
1972 13,954.7 2,699.2 12,011.5 193.4 860.7
1973 14,350.3 2,844.3 12,657.3 198.2 882.0
1974 14,753.1 3,107.4 13,B27.8 210.6 937.3
1975 15,161.2 3,213.0 14,299.0 211.9 943.1

1976 15,573.2 3,276.1 14,578.5 210.4 936.1
1977 15,990.1 3,289.3 14,637.5 205.7 915.4
1979 16,414.4 3,298.6 14,678.7 201.0 894.3
1979 16,848.7 3,490.1 15,531.0 207.1 921.8
1 ?2v !7,295.3 3,646.7 16,227.5 210.8 a98.3

1981 17,754.8 3,907.7 16,944.3 214.5 954.3
1982 18,225.7 3,817.3 16,986.8 209.4 932.0
1983 19,707.0 3,346.3 14,991.1 17B.9 796.0
1984 19,197.9 3,505.9 15,601.1 182.6 812.6
19B5 19,697.5 3,588.6 15,96.2 182.2 810.7

i98e 20,207.1 3,929.2 17,485.0 194.4 865.3
1987 20,727.1 4,200.9 19,694.1 202.7 901.9

Source: National Statistical tnstitute.
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Table 2.B: PERU - PER CAPITA GDP DY DEPARTIMENTS

(1979 intisl

1979 1990 19B1 19B2 19B3 1994 19B5

PERU 207.1 210.8 214.5 209.4 17B.9 IB2.6 182.2

Amazonas 87.5 101. 100.8 96.8 90.4 102.6 95.3
Ancash 125.8 121.9 122.2 125.2 99.4 112.9 112.4
Ppurisac 51.9 51.4 50.6 53.5 45.6 51.7 50.4
krequipa 229.0 234.9 236.2 233.0 203.1 199.1 19B.9
Ayacucho 54.2 49.9 53.3 55.0 48.8 45.6 44.8
Cajaearca 66.8 68.6 70.2 61.2 72.1 50.9 66.1
Cuzco 99.4 99.1 100.3 99.3 92.7 99.4 94.7
Huancavelica 92.6 90.2 103.3 92.7 93.2 93.4 88.8
Huanuco 145.6 139.6 137.8 147.4 137.2 129.2 132.5
Ica 198.2 200.1 213.2 208.4 164.8 I12.3 194.3
Junin 192.8 194.2 179.8 194.0 170.8 161.1 165.3
La Libertad 158.3 150.9 191.4 164.0 144.0 135.8 137.9
Lambayeque 185.6 173.9 195.7 197.7 157.1 174.2 170.6
Lima & CallaD 304.2 317.1 321.9 307.5 257.1 253.3 249.0
Loreto 571.2 562.2 538.9 530.3 447.6 452.0 432.4
Madre de Dios 308.8 297.0 295.0 265.5 259.1 260.1 254.4
Noquegua 1061.9 934.0 870.7 B74.2 779.3 803.7 907.1
Pasco 215.0 218.6 207.4 200.9 197.3 19B.I 188.1
Piura 193.1 195.7 179.9 185.6 132.8 176.4 155.2
Puno 70.4 70.1 72.7 73.4 67.7 55.7 60.4
San llartin 122.1 138.4 134.8 129.4 117.8 107.4 103.6
Tacna 347.5 436.7 396.4 393.1 364.0 359.3 370.2
Tumbes 142.2 140.8 141.6 149.3 116.7 226.7 132.2
Ucayali 222.8 232.5 227.9 223.4 185.2 177.0 174.0

alJ Preliminary figures.

Source: National Statistical Institute.
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Table 3.1 : PERU - SUMMARY BALANCE OF PAYMENTS, 1975,1980-1987

---------- laillion USA S)

1975 1980 1981 1982 1983 1984 1985 1986 1987

1. BALANCE ON CURRENT ACCOUNT -1535 -102 -1729 -1609 -871 -221 125 -1079 -1495

A. Trade Balance -1097 826 -553 -429 293 1007 1172 -65 -463

1. Exports FOB 1330 3916 3249 3293 3015 3147 2978 2531 2605

2. Imports FOB -2427 -3090 -3802 -3722 -2722 -2140 -1806 -2596 -3068

B. Financial Services -284 -909 -1019 -1033 -1130 -1165 -1011 -821 -769
__ _____ ___ __ __

3. Public Sector -177 -437 -456 -54B -636 -806 -707 -605 -541

4. Private Sector -107 -472 -563 -485 -494 -359 -304 -216 -228

C. Non Financial Services -231 -166 -318 -314 -253 -221 -170 -343 -395

D. Transfers 77 147 161 167 219 158 134 150 132

11. LONG TERM CAPITALS 1135 463 565 1194 1384 1189 691 630 793

E. Public Sector 793 371 305 9B9 1431 1392 814 606 664

5. Disbursements 1077 1208 1620 1934 1530 1026 693 495 570
6. Refinancina 0 372 80 109 1024 499 201 0 0

7. Amortization -284 -1203 -1394 -1054 -1145 -1441 -1329 -1453 -1591
B. Other Capitals (1) 0 -6 -1 0 22 1308 1249 1564 1685

F. Private Sector 342 92 260 205 -47 -203 -123 24 129

111. 8ASIC NET ALhANCE 1111) -400 361 -1164 -415 513 968 816 -449 -702

6. Short Tern Capital aid
Errors and Omissions -177 361 660 539 -553 -721 -536 -69 -104

IV. CHANGE IN RESERVES (111+6) 577 -722 504 -124 40 -247 -290 517 806
g3s55=55====5333==55=5==s-5= m== 5==3= ===am -5533 3x::3 ==E=5 :3::: S=S=3 ===5= 3=w==

1- indicates increase)

11) Arrears

Source : Central Bank
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Table 3.1tA) : PERU - BALANCE OF PAYMENTS AS A PERCENT OF GDP, 1975,1980-1987

1975 1980 1981 1982 1983 1984 1985 1986 1987

1. BALANCE ON CURRENT ACCOUNT -9.3 -0.5 -6.9 -6.3 -4.4 -1.1 0.7 -4.3 -4.3

A. Trade Balance -6.7 4.0 -2.2 -1.7 1.5 4.8 6.4 -0.3 -1.3

1. Exports FOB 8.1 19.0 12.9 12.8 15.1 15.0 16.4 10.1 7.5
2. Ieports FOB -14.7 -15.0 -15.1 -14.5 -13.6 -10.2 -9.9 -10.3 -8.8

B. Financial Services -1.7 -4.4 -4.0 -4.0 -5.7 -5.5 -5.6 -3.3 -2.2

3. Public Sectar -1.1 -2.1 -1.8 -2.1 -3.2 -3.8 -3.9 -2.4 -1.6
4. Private Sector -0.6 -2.3 -2.2 -1.9 -2.5 -1.7 -1.7 -0.9 -0.7

C. Non Financial Services -1.4 -0.8 -1.3 -1.2 -1.3 -1.1 -0.9 -1.4 -1.1

D. Transfers 0.5 0.7 0.6 0.6 1.1 0.B 0.7 0.6 0.4

11. LONG TERM CAPITALS 6.9 2.2 2.2 4.6 6.9 5.7 3.8 2.5 2.3

E. Public Sector 4.8 1.8 1.2 3.8 7.2 6.6 4.5 2.4 1.9

5. Disbursements 6.5 5.8 6.4 7.5 7.7 4.9 3.8 2.0 1.6
6. Refinancing 0.0 1.8 0.3 0.4 5.1 2.4 1.1 0.0 0.0
7. Amortization -1.7 -5.8 -5.5 -4.1 -5.7 -6.9 -7.3 -5.8 -4.6
8. Other Capitals (1) 0.0 -0.0 -0.0 0.0 0.1 6.2 6.9 6.2 4.9

F. Private Sector 2.1 0.4 1.0 0.8 -0.2 -1.0 -0.7 0.1 0.4

11]. BASIC NET BALANCE (1+11) -2.4 1.7 -4.6 -1.6 2.6 4.6 4.5 -1.8 -2.0

6. Short Term Capital and
Errors and Omissions -I.i 1.7 2.6 2. I -2.8 -3.4 -2.9 -0.3 -0.3

IV. CHANGE IN RESERVES (111+6) 3.5 -3.5 2.0 -0.5 0.2 -1.2 -1.5 2.1 2.3

Source : Central Bank and National Statistical Institute.

Note : 6DP converted into $US at trade weighted nominal average exchange rate.
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Table 3.2: PERU - NERCHANDISE EXPORTS BY COMiMODITIES ,Il75,1980-1987

1975 1910 1981 1992 1993 1984 1985 1996 1987

FISHHEAL Value (i million) 169 195 141 202 90 137 1I1 206 229
Voluse (thous. tons) 781 417 315 616 205 401 509 716 742
Price (S per ton) 215.8 469.4 448.0 329.5 396.7 342.4 232.6 297.7 308.4

COTTON Value (S oillion) 53 72 63 95 44 23 51 39 19
Volume (thous. quintals) 737 702 685 1287 670 246 624 474 190
Price (S per quintal) 71.9 101.8 92.9 66.1 66.4 92.5 82.6 91.6 103.2

SU6AR Value (S sillion) 269 13 0 20 35 49 23 22 15
Volume ithous. tons) 422 53 0 59 89 116 64 55 33
Price (S per quintal) 29.3 11.4 0.0 15.2 17.9 19.4 16.8 18.5 20.5

COFFEE Value (S million) 49 140 107 114 116 126 151 275 143
Volume (thous. tons) 42 44 46 43 55 52 60 74 71
Price (5 per quintall 53.8 146.9 107.4 1i9.4 96.8 112.7 115.9 169.1 94.2

COPPER Value (S million) (a) 183 750 529 460 442 442 476 449 516
Volume ithous. tons) 156 350 324 335 292 337 363 347 351
Price (US cents per lb.) 53.2 97.4 74.1 62.3 68.9 59.5 59.3 58.7 66.5

]RON Value (S million) 52 95 93 109 75 58 76 60 58
Volume ithous. tons) 5 5.8 5.3 5.7 4.3 4.2 5.2 4.2 4.3
Price (S per ton) 10.4 16.5 17.7 19.1 17.5 13.9 14.6 14.4 13.7

SOLD Value ($ million) (b) 0 40 74 56 69 67 43 7 1
Volume ithous. troy ounces) 0 65 157 149 164 183 135 20 2
Price 15 per troy ounce) 0 616.5 472.7 375.6 420.9 366.7 320.6 353.! 363.6

SILVER Value (S sillion) 92 315 312 205 391 227 140 107 93
Volume Ithous. troy ounces) 20.7 16 29 26 32.7 26.8 22.3 19.1 13.9
Price (S per troy ounce) 4.5 19.7 11.1 7.9 11.9 9.5 6.3 5.6 6.7

LEAD Value (S million) (a) 99 394 218 215 294 234 202 172 251
Volume ithous. tons) 142 152 146 177 191 191 174 136 146
Price (US cents per lb.) 31.6 114.4 61.0 55.2 69.6 58.7 52.7 57.4 78.3

ZINC Value IS million) 163 211 267 269 307 340 268 246 234
Volume (thous. tons) 358 468 477 491 522 511 459 477 427
Price (US cents per lb.) 20.6 20.4 25.4 24.8 26.7 30.2 26.4 23.4 24.9

PETROLEUM Value (S million) 41 792 690 719 544 619 645 232 274
Volume ithous. barrels) 4 22.4 19.9 22.8 20.5 23.5 27.1 21.6 17.9
Price (S per barrel) 10.1 35.2 34.6 31.6 26.6 26.3 23.9 10.8 15.4

OTHER TRADITIONAL PRODUCTS Ic) 65 64 54 79 63 100 71 71 56

NON TRADITIONAL PRODUCTS 96 945 70J 762 555 726 714 645 716

TOTAL MERCHANDISE EXPORTS, 1330 3916 3249 3293 3015 3147 2979 2531 2605
F.0.8. (i million)

(a) Includes a portion of silver.
Ib) Does not include gold concentrate in other mineral products.
ic) Includes mostly small mtals.

Source: Central Bank.
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Table 3.3 : PERU - MERCHANDISE EXPORTS DY COMMODITIES ,1975,1980-1987
__________

(Million 1978 USA DolIarSi

1975 1980 1991 1982 1983 1984 1985 1986 1997

FISHMEAL 220.5 157.0 109.9 156.5 60.6 102.8 90.4 134.0 134.0

COTTON 69.6 5B.0 49.1 65.8 33.3 17.3 39.1 25.4 11.1

SUGAR 353.0 10.5 0.0 15.5 26.5 36.8 17.6 14.3 9.9

COFFEE 64.3 112.7 83.3 98.3 87.9 94.5 115.7 178.9 93.7

COPPER 240.2 603.9 412.0 356.3 334.8 331.6 364.8 292.1 301.9

IRON 68.2 76.5 72.4 83.7 56.8 43.5 5B.2 39.0 33.9

SOLD 0.0 32.2 57.6 43.4 52.3 50.3 33.0 4.6 0.6

SILVER 120.7 253.6 243.0 158.8 296.2 170.3 107.3 69.6 54.4

LEAD 129.9 309.2 169.8 166.5 222.7 175.5 154.8 111.9 146.9

ZINC 213.9 169.9 207.9 207.6 232.6 255.1 205.4 160.1 136.9

PETROLEUM 53.8 637.7 537.4 556.9 412.1 463.6 494.3 150.9 160.3

OTHER TRADITIONAL PRODUCTS 85.3 51.5 42.1 61.2 47.7 75.0 54.4 46.2 32.8

NON TRADITIONAL PRODUCTS 126.0 680.4 546.0 590.2 420.5 544.6 547.1 419.6 419.0

TOTAL MERCHANDISE EXPORTS, 1,745.4 3,153.0 2,530.4 2,550.7 2,284.1 2,360.8 2,282.0 1,646.7 1,524.3
F.O.B. (S sillion)

Source: Derived froe Table 3.2
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Table 3.4: PERU - MERCHANDISE IMPORTS,1975, 1980-1987

- (Million USA Dollars)

1975 1980 1981 1982 19B3 1984 1985 1986 19B7

1. CONSUMER GOODS 216 372 558 445 335 240 112 378 405

Publit Sector 42 108 169 29 82 23 11 142 153
Private Sector 174 264 389 417 253 217 101 236 252

11. INPUTS 1173 1172 1401 1321 1025 949 841 1242 1450

Public Sector 596 420 448 395 441 325 296 346 497
Private Sector 577 752 953 926 584 624 545 896 953

Ill. CAPITAL 600&5 796 1087 1454 1411 900 771 558 761 923

Public Sector 425 426 511 518 457 400 169 15B 143
Private Sector 371 661 943 893 443 371 3B9 603 780

IV. OTHER AND ADJUSTMENTS 242 459 389 545 462 IO 295 215 290

Public Sector 208 398 324 480 362 110 227 159 234
Private Sector 34 61 65 65 100 70 68 56 56

V. TOTAL 2427 3090 3802 3722 2722 2140 1806 2596 3068
_ _ __ _ _ __ _ == = == = == =- === = == == == == == ==

Public Sector 1271 1352 1452 T421 1342 858 703 805 1027
Private Sector 1156 1738 2350 2301 13BO 1282 1103 1791 2041

MEMO : Principal food products 313 423 503 371 431 295 204 386 414

Wheat 137 141 167 156 151 143 104 114 92
Corn 57 65 50 55 61 18 32 33 36
Rice 33 93 60 17 40 11 0 31 36
Sugar 0 32 99 0 63 34 0 46 59
Milk products 39 44 55 60 39 29 22 50 60
Soya oil 40 35 44 39 55 39 33 40 50
Heat 7 13 28 44 22 21 13 72 81

Source: Central Bank
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Table 3.5: PERU - MERCHANDISE IMPORTS,1975, 1980-1987
__________

(Million 1978 USA Dollars)

1975 1980 1981 1982 1983 1984 1985 1986 1987

1. CONSUMER SOODS 283.5 299.5 434.6 344.7 253.8 180.0 85.8 245.9 237.0

Public SectDr 55.1 87.0 131.6 21.7 62.1 17.3 8.4 92.4 89.5
Private Sector 228.3 212.6 303.0 323.0 191.7 162.8 77.4 153.5 147.5

II. INPUTS 1,539.4 943.6 1,091.1 1,023.2 776.5 711.9 644.4 808.1 B48.4

Public Sector 782.2 338.2 348.9 306.0 334.1 243.8 226.8 225.1 290.8
Private Sector 757.2 605.5 742.2 717.3 442.4 468.1 417.6 583.0 557.6

Ill. CAPITAL 800D5 1,044.6 875.2 1,132.4 1,093.0 681.8 578.4 427.6 495.1 540.1

Public Sector 557.7 343.0 398.0 401.2 346.2 300.1 129.5 102.8 83.7
Private Sector 486.9 532.2 734.4 691.7 335.6 278.3 298.1 392.3 456.4

IV. OTHER AND ADJUSTMENTS 317.6 369.6 303.0 422.2 350.0 135.0 226.1 139.9 169.7

Public Sector 273.0 320.5 252.3 371.8 274.2 82.5 173.9 103.4 136.9
Private Sector 44.6 49.1 50.6 50.3 75.8 52.5 52.1 36.4 32.8

V. TOTAL 3,185.0 2,487.9 2,961.1 2,883.0 2,062.1 1,605.4 1,383.9 1,689.0 1,795.2

Public Sector 1,668.0 1,088.6 1,130.8 1,100.7 1,016.7 643.7 53B.7 523.7 600.9
Private Sector 1,517.1 1,399.4 1,830.2 1,782.3 1,045.5 961.7 845.2 1,165.3 1,194.3

MEMO : Principal food products 410.8 340.6 391.7 287.4 326.5 221.3 156.3 251.1 242.2

Wheat 179.8 113.5 130.1 120.8 114.4 107.3 79.7 74.2 53.8
Corn 74.8 52.3 38.9 42.6 46.2 13.5 24.5 21.5 21.1
Rice 43.3 74.9 46.7 13.2 30.3 8.3 0.0 20.2 21.1
Sugar 0.0 25.8 77.1 0.0 47.7 25.5 0.0 29.9 34.5
Milk products 51.2 35.4 42.8 46.5 29.5 21.8 16.9 32.5 35.1
Soya oil 52.5 28.2 34.3 30.2 41.7 29.3 25.3 26.0 29.3
Heat 9.2 10.5 21.8 34.1 16.7 15.8 10.0 46.8 47.4

Source : Derived froe Table 3.4
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Table 3.6 : PERU - EXPORT,IMPDRT AND TERMS OF TRADE INDEXES ,1975,1980-1987

(1978 100)

1975 1980 1981 1982 19B3 1984 1995 1986 1987

Export Price Index 91.4 189.5 160.4 133.0 146.0 134.6 11B.2 101.4 109.2

leport Price Index 76.2 124.1 129.4 129.1 132.0 133.3 130.5 153.7 170.9

TermS of Trade Index 119.9 152.7 124.9 103.0 110.6 101.0 90.6 66.0 63.9

Pertsnta;e Change 27.3 -18.2 -17.5 7.4 -8.7 -10.3 -27.2 -3.1

Source: Central Bank

Note Terms of trade differ from those presented in Table 111-16 of report,due to methodological differences.
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Tables 4.1: PERU - TOTAL EXITERNAL DEBT OUTSTANDING AND DISBURSED,1975, 1980-1987

(Million USA Dollars)

1975 1980 1981 1982 1983 1984 1985 1986 1987

MEDIUM AND LONG TERM DEBT 4,352 8,126 8,090 9,197 10,925 11,976 12,629 13,200 14,050

Non financial Public Sector 3,066 6,043 6,127 6,825 8,256 9,648 10,462 11,068 11,732
Central Bank 0 710 455 707 1,089 862 825 788 870
Private Sector 1,286 1,373 1,508 1,665 1,580 1,466 1,342 1,344 1,448

SHORT TERM ,PUBLIC AND PRIVATE 1,905 1,469 1,516 2,268 1,520 1,362 1,092 1,277 1,391

800eercial & Financial Cred 1,553 902 920 1,842 1,134 978 760 789 901
Banking Systes 352 567 596 426 386 384 332 488 490

IMPUTED INTEREST ON
ARREARS (accumulated) 0 0 0 0 1 77 249 494 919

TOTAL EXTERNAL DEBT 6,257 9,595 9,606 11,465 12,446 13,415 13,970 14,971 16,360

MEMO

ACCUMULATED ARREARS 0 0 0 0 22 1,330 2,494 4,208 6,140
- PRINCIPAL 0 0 0 0 0 778 1,464 2,653 4,141
- INTEREST 0 0 0 0 22 552 1,030 1,555 1,999

Source: Central Bank and World Bank estimates



- 252 -

Table 4.2 : PERU - SERVICE PAYMENTS,DISBURSEMENTS AND DUTSTMNDINS AMOUNTS OF EXTERNAL PUBL

(Million USA Dollars)

1980 1981 1982 1983 1994 1995 1986 1987

Disbursements (1) 1,580 1,700 2,043 2,554 1,525 894 475 480

Service Payments 1,695 1,919 1,605 1,791 2,275 2,067 2,059 2,107
- Principal (1) 1,203 1,394 1,054 1,145 1,441 1,329 1,453 1,591
- Interest 492 525 551 646 834 738 606 516

Other Capitals (2) 0 0 0 22 1,308 1,164 1,714 1,932

Adjustments (68) (368) (298) n.a n.a n.a n.a n.a

Outstanding External
Public Debt (3) 6,043 6,127 6,825 8,256 9,648 10,462 11,068 11,732

(1) Includes refinancings
(21 Arrears ; it does not include interest on arrears
(3) Excludes Central Bank and excludes imputed interest on arrears.

Source : Central Bank and World Bank estimates
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Table 5.1: PERU - NON FINANCIAL PUBLIC SECTOR OPERATIONS, 1975,1980-1987

(N21]ion Intis)

1975 1980 1981 1982 1983 1984 1985 1986 1997

CURRENT REVENUES 201 2,700 4,108 7,022 13,991 28,213 85,400 122,125 195,954

1. Taxes 83 947 1,392 2,272 3,401 8,083 25,450 42,531 65,328
2. Social Security Contrib. 17 110 216 319 502 1,125 3,251 6,948 15,291
3. Other Revenues 101 1,642 2,500 4,431 10,074 18,980 56,687 72,646 115,135
4. Transfers 0 1 0 0 14 25 12 0 200

CURREhI EXPENDITURES 201 2,549 4,059 7,031 14,707 27,571 79,194 121,972 214,529

1. Remunerations 60 4B7 922 1,655 3,082 6,505 15,826 32,063 66,161
2. Purchases of good and services 103 1,321 2,002 3,531 7,540 10,946 33,878 44,940 75,305
3. Interests 16 284 504 780 1,855 4,041 10,789 12,013 19,617
4. Transfers 22 457 631 1,065 2,230 6,079 18,701 32,956 53,446

LURRENT ACCOUNT BALANCE 0 151 49 (9) (716) 642 6,206 153 (18,575)

CAPITAL REVENUES 0 32 72 202 273 438 1,000 1,134 2,284
1. Repayments of loans 0 4 1 1 2 5 12 25 41
2. Other 0 28 71 201 271 433 988 1,109 2,243

CAPITAL EXPENDITURES 54 418 838 1,508 2,744 5,557 11,943 19,969 33,104

I.Capital Foreation 49 361 771 1,484 2,703 5,411 11,634 18,597 29,579
2. Financial Investment 1 14 12 24 15 128 190 310 8
3. Other 4 43 55 0 26 18 119 1,062 3,517

OVERALL DEFICIT (54) (235) (717) (1,315) (3,187) (4,477) (4,737) (18,682) (49,395)

FINANCINE (NET) 54 235 717 1,315 3,187 4,477 4,737 18,682 49,3?5

1. External 28 102 180 1,033 1,808 3,307 7,831 9,261 10,456
1.1 Long Term 28 103 235 671 2,313 3,707 8,223 7,545 11,341

Utillzati3n 39 329 583 1,322 4,080 8,486 21,895 26,926 36,537
Amortization 10 226 348 651 1,767 4,779 13,672 19,381 25,196

1.2 Short Term n.a (1) (55) 362 t505) (400) 1392) 1,716 (885)

2. Internal 26 133 537 282 1,379 1,170 (3,094) 9,421 38,939

Source Central Bank
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Table 5.1(A) : PERU - NON FINANCIAL PUBLIC SECTOR OPERATIONS, 1975,1980-19B7
__________

(As a percent of GDP)

1975 1980 1981 1982 1983 1984 1985 1986 1987

CURRENT REVENUES 30.21 45.24 38.54 39.12 42.96 38.73 42.73 32.05 25.78

1. Taxes 12.47 15.87 13.06 12.66 10.44 11.10 12.73 11.16 B.59
2. Social Security Contrib. 2.55 1.84 2.03 1.78 1.54 1.54 1.63 1.82 2.01
3. Other Revenues 15.18 27.51 23.46 24.6B 30.94 26.06 2B.37 19.07 15.15
4. Transfers 0.00 0.02 0.00 0.00 0.04 0.03 0.01 0.00 0.03

CURRENT EXPENDITURES 30.21 42.71 38.08 39.17 45.16 37.85 39.63 32.01 28.22

1. Remunerations 9.02 8.16 8.65 9.22 9.46 8.93 7.92 8.41 8.70
2. Purchases of good and services 15.48 22.13 19.76 19.67 23.15 15.03 16.95 11.79 9.91
3. Interests 2.40 4.76 4.73 4.35 5.70 5.55 5.40 3.15 2.5B
4. Transfers 3.31 7.66 5.92 5.93 6.85 8.35 9.36 B.65 7.03

CURRENT ACCOUNT BALANCE 0.00 2.53 0.46 -0.05 -2.20 0.88 3.11 0.04 -2.44

CAPITAL REVENUES 0.00 0.54 0.68 1.13 0.84 0.60 0.50 0.30 0.30
1. Repayments of loans 0.00 0.07 0.01 0.01 0.01 0.01 0.01 0.01 0.01
2. Other 0.00 0.47 0.67 1.12 0.83 0.59 0.49 0.29 0.30

CAPITAL EXPENDITURES 8.12 7.00 7.86 8.40 8.43 7.63 5.98 5.24 4.35

I.Capital Formation 7.36 6.05 7.23 8.27 8.30 7.43 5.82 4.88 3.89
2. Financial Investment 0.15 0.23 0.11 0.13 0.05 0.1B 0.10 0.08 0.00
3. Other 0.60 0.72 0.52 0.00 0.08 0.02 0.06 0.2B 0.46

OVERALL DEFICIT -8.12 -3.94 -6.73 -7.33 -9.79 -6.15 -2.37 -4.90 -6.50

FINANCING (NET) 8.12 3.94 6.73 7.33 9.79 6.15 2.37 4.90 6.50

1. External 4.21 1.71 1.69 5.75 5.55 4.54 3.92 2.43 1.38
1.1 Long Term 4.21 1.73 2.20 3.74 7.10 5.09 4.11 1.9B 1.49

utilization 5.71 5.51 5.47 7.36 12.53 11.65 10.96 7.07 4.81
Asortization 1.50 3.79 3.27 3.63 5.43 6.56 6.84 5.09 3.31

1.2 Short Term 0.00 -0.02 -0.52 2.02 -1.55 -0.55 -0.20 0.45 -0.12

2. Internal 3.91 2.23 5.04 1.57 4.23 1.61 -1.55 2.47 5.12

Source : Central Bank and National Statistical Institute
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Table 5.2: PERU - CENTRAL GOVERNIMENT OPERATIONS ,1975,1980-1987

(Million Intis)

1975 1980 1981 1982 1993 1994 1985 1996 19B7

CURRENT REVENUES B8 1,019 1,523 2,485 3,738 9,554 27,963 45,191 66,424

CURRENT EXPENDITURES 91 898 1,504 2,456 5,065 10,306 27,255 47,755 91,23B

CURRENT ACCOUNT BALANCE (3) 121 19 29 11,327) (752) 708 (2,564) (24,814)

CAPITAL REVENUES 0 0 0 9 3 92 272 140 0

CAPITAL EXPENDITURES 28 263 439 595 1,019 2,360 5,052 10,968 17,064

OVERALL DEFICIT (31) (142) (420) (557) (2,343) (3,020) (4,072) (13,392) (41,878)

FINANCINE (NET) 31 142 420 557 2,343 3,020 4,072 13,392 41,878

1. External 17 35 124 409 1,257 2,312 5,003 4,957 5,817
1.1 Long Term 17 42 114 400 1,213 2,098 4,878 4,479 5,458

Utilization 23 224 388 925 2,676 6,188 15,627 19,604 25,860
Amortization 6 182 274 525 1,463 4,090 10,749 15,125 20,402

1.2 Short Tera n.a (7) 10 9 44 214 125 478 359

2. Internal 14 107 296 14B 1,086 708 (931) 8,435 36,061
2.1 Bankinq System 15 90 312 444 1,207 1,131 53 10,652 31,991
2.2 Others 11) 17 (16) (296) (121) (423) (984) (2,217) 4,070

Source : Central Bank



- 256 -

Table 5.2(A): PERU - CENTRAL GOVERNMENT OPERATIONS ,1975,1980-1987.

(As a percent of GDP)

1975 1980 1981 1982 1983 1984 1995 1986 1987

CURRENT REVENUES 13.23 17.07 14.29 13.84 11.48 13.12 13.99 11.86 8.74

CURRENT EXPENDITURES 13.68 15.05 14.11 13.68 15.55 14.15 13.64 12.53 12.00

CURRENT ACCOUNT BALANCE -0.45 2.03 0.18 0.16 -4.07 -1.03 0.35 -0.67 -3.26

CAPITA;L REVENUES 0.00 0.00 0.00 0.05 0.01 0.13 0.14 0.04 0.00

CAPITAL EXPENDITURES 4.21 4.41 4.12 3.31 3.13 3.24 2.53 2.88 2.24

OVERALL DEFICIT -4.66 -2.3B -3.94 -3.10 -7.19 -4.15 -2.04 -3.51 -5.51

FINANCIN6 (NET) 4.66 2.3B 3.94 3.10 7.19 4.15 2.04 3.51 5.51

1. E^ternal 2.55 0.59 1.16 2.28 3.86 3.17 2.50 1.30 0.77
1.1 Long Term 2.55 0.70 1.07 2.23 3.72 2.88 2.44 1.18 0.72

Utilization 3.46 3.75 3.64 5.15 8.22 8.49 7.82 5.15 3.40
Amortization 0.90 3.05 2.57 2.92 4.49 5.61 5.38 3.97 2.68

1.2 Short Tere n.a -0.12 0.09 0.05 0.14 0.29 0.06 0.13 0.05

2. Internal 2.10 1.79 2.78 0.82 3.33 0.97 -0.47 2.21 4.74
2.1 Banking Systee 2.25 1.51 2.93 2.47 3.71 1.55 0.03 2.80 4.21
2.2 Others -0.15 0.28 -0.15 -1.65 -0.37 -0.58 -0.49 -0.58 0.54

Source: Central Bank and National Statistical Institute.
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Table 5.3: PERU - NON FINANCIAL PUBLIC ENTERPRISE OPERATIONS, 1975,1980-1987

(million Intis)

1975 1980 19B1 1982 1983 1984 1985 1986 1987

CURRENT REVENUES 95 1,510 2,271 4,048 9,429 16,852 52,184 66,496 106,919

1. Sales of goDds and services 86 1,453 2,135 3,825 8,963 16,051 49,491 62,207 97,450
2. Current Transfers 5 5 3 1 0 0 0 1,057 1,115
3. Other Revenues 4 52 133 222 466 801 2,693 3,232 8,354

CURRENT EXPENDITURES 99 1,519 2,283 4,110 8,820 15,656 47,775 66,353 105,071

1. Remunerations 13 117 208 460 828 1,849 4,680 8,847 15,837
2. Purchases of good and services 77 984 1,445 2,397 5,699 8,923 27,085 33,495 55,980
3. Interests,Comaissions 6 6b 111 198 409 920 2,436 3,070 6,015
4. Taxes 1 273 343 668 1,318 3,148 11,953 16,656 18,824
5. Others 2 79 176 387 566 816 1,621 4,285 8,415

CURRENT ACCOUNT BALANCE (4) (9) (12) 162) 609 1,196 4,409 143 1,848

CAPITAL REVENUES 8 80 80 199 331 587 819 1,406 2,406
1. Capital Transfers 7 53 21 29 86 225 172 508 255
2. Other 1 27 59 170 245 362 647 898 2,151

CAPITAL EXPENDlTURES 33 180 359 860 1,664 3,197 6,273 8,177 12,900

I.Capital Formation 32 153 352 845 1,638 3,007 6,025 7,669 12,900
2. Financial Investment 1 6 5 12 14 125 186 304 0
3. Capital Transfers and others 0 21 2 13 12 65 62 204 0

OVERALL DEFICIT (29) (109) (291) (723) (724) (1,414) (1,045) (6,628) (8,646)
___________ ______

FINANCING INET) 29 109 291 723 724 1,414 1,045 6,328 8,646

1. External 11 65 47 621 492 qOO 2,615 4,077 4,403
1.1 Long Tern 11 61 115 261 1,041 1,511 3,151 2,870 5,600
1.2 Short Term n.a 4 (681 360 (549) (611) 1536) 1,207 (1,197)

2. Internal 18 44 244 102 232 514 (1,570) 2,251 4,243

Source : Central Bank
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Table 5.3(A) : PERU - NON FINANCIAL PUBLIC ENTERPRISE OPERATIONS, 1975,1980-1987

(As a percent of 6DP)

1975 1980 1981 1982 1983 1994 1985 1986 1987

CURRENT REVENUES 14.28 25.30 21.31 22.55 28.95 23.13 26.11 17.45 14.07

1. Sales of goods and services 12.92 24.34 20.03 21.31 27.52 22.03 24.76 16.33 12.92
2. Current Transfers 0.75 0.08 0.03 0.01 0.00 0.00 0.00 0.28 0.15
3. Other Revenues 0.60 0.87 1.25 1.24 1.43 1.10 1.35 0.85 1.10

CURRENT EXPENDITURES 14.88 25.45 21.42 22.90 27.09 21.49 23.91 17.41 13.82

1. Remunerations 1.95 1.96 1.95 2.56 2.54 2.54 2.34 2.32 2.08
2. Purchases of good and services 11.57 16.49 13.56 13.35 17.50 12.25 13.55 8.79 7.36
3. Interests,Coeeissions 0.90 1.11 1.04 1.10 1.26 1.26 1.22 0.81 0.79
4. Taxes 0.15 4.57 3.22 3.72 4.05 4.32 5.98 4.37 2.48
5. Others 0.30 1.32 1.65 2.16 1.74 1.12 0.81 1.12 1.11

CURRENT ACCOUNT BALANCE -0.60 -0.15 -0.11 -0.35 1.87 1.64 2.21 0.04 0.24
__ _______________________

CAPITAL REVENUES 1.20 1.34 0.75 1.11 1.02 0.81 0.41 0.37 0.32
1. Capital Transfers 1.05 0.89 0.20 0.16 0.26 0.31 0.09 0.13 0.03
2. Other 0.15 0.45 0.55 0.95 0.75 0.50 0.32 0.24 0.28

CAPITAL EXPENDITURES 4.96 3.02 3.37 4.79 5.11 4.39 3.14 2.15 1.70

I.Capital Formation 4.81 2.56 3.30 4.71 5.03 4.13 3.01 2.01 1.70
2. Financial Investeent 0.15 0.10 0.05 0.07 0.04 0.17 0.09 0.08 0.00
3. Capital Transfers and others 0.00 0.35 0.02 0.02 0.04 0.09 0.03 0.05 0.00

OVERALL DEFICIT -4.36 -1.83 -2.73 -4.03 -2.22 -1.94 -0.52 -1.74 -1.14
__________________

FINANCING lNET) 4.36 1.83 2.73 4.03 2.22 1.94 0.52 1.66 1.14
__________________

1. External 1.65 1.09 0.44 3.46 1.51 1.24 1.31 1.07 0.58
1.1 Long Tere 1.65 1.02 1.08 1.45 3.20 2.07 1.58 0.75 0.74
1.2 Short Term 0.00 0.07 -0.64 2.01 -1.69 -0.84 -0.27 0.32 -0.16

2. Internal 2.71 0.74 2.29 0.57 0.71 0.71 -0.79 0.59 0.56

Source : Central Bank and National Statistical Institute.
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Table 5.31B) PERU - NON FINANCIAL PUBLIC ENTERPRISE OPERATIONS DY COMPANY, 11B7.

(Million Intis)

------------------------------ … ----------------------------------

PETRO ENCII ELECTRO NINERD CENTROhIN SIDER PESCA RESTO TOTAL
PERU ECASA PERU PERU ECASA PERU PERU

CURRENT REVENUES 33,107 19,939 3,721 3,521 B,658 4,000 2,607 31,366 106,919

1. Sales of goods and services 31,640 17,846 2,664 3,206 8,457 3,869 2,117 27,651 97,450
2. Current Transfers 0 1,115 0 0 0 0 0 0 1,15
3. Other Revenues 1,467 978 1,057 315 201 131 490 3,715 9,354

CURRENT EXPENDITURES 32,294 23,689 2,951 3,169 7,471 5,033 3,092 27,382 105,071

1. Reeunerations 2,596 493 1,043 525 1,993 957 360 7,970 15,837
2. Purchases of good and services 12,717 15,668 1,135 2,145 4,242 3,555 2,400 14,118 55,980
3. Interests,Cosuissions 890 1,056 630 138 918 273 113 1,997 6,015
4. Taxes 15,372 698 63 IOB 318 128 159 1,778 IB,B24
5. Others. 719 5,574 80 253 0 120 50 1,619 8,415

CURRENT ACCOUNT BALANCE 813 (3,750) 770 352 1,187 (1,033) (475) 3,984 1,949

CAPITAL REVENUES 529 0 959 0 0 419 0 600 2,406
1. Capital Transfers 255 0 0 0 0 0 0 0 255
2. Other 274 0 859 0 0 419 0 600 2,151

CAPITAL EXPEN5ITURES 1,914 113 5,431 200 478 67 13 4,694 12,900

I.Capital Formation 1,914 113 5,431 200 478 67 13 4,684 12,900
2. Financial Investaent 0 0 0 0 0 0 0 0 0
3. Capital Transfers and others 0 0 0 0 0 0 0 0 0

OVERALL DEFICIT (572) (3,8633 (3,803) 152 709 (6811 488) (100) 18,646)

FINANCING (NET) 572 3,963 3,803 (152) (709) 681 489 100 9,646

1. External 576 511 2,958 59 (510) (46) (9) 864 4,403
1.1 Long Term 949 512 2,938 64 298 (11) 5 955 5,600
1.2 Short Term (273) (1) 20 (5) 1798) 135) (14) (91) (1,197)

2. Internal (4) 3,352 845 (211) l199) 727 497 (764) 4,243

Source : Central Dank
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Table 5.4 : PERU - CURRENT REVENUE OF THE CENTRAL GOVERNMENT BY SOURCE,1975,1980-1987

(million Intis)

1975 1980 1981 1982 1983 1984 1985 1986 1987

TAX REVENUES 82 1,022 1,480 2,423 3,647 8,617 26,878 43,748 66,788

1. Income Taxes 24 298 303 480 649 1,422 3,459 7.853 13,126
Taxes on 16 263 237 369 435 931 2,602 9,726 13,020
Persons 5 16 41 34 n.a n.a n.a n.a n.a
Corporations 11 247 196 335 n.a n.a n.a r,.a n.a

Wages & Salary Taxes 3 34 65 109 211 487 846 120 106
Other 5 1 1 2 3 4 11 7 0

2. Wealth Taxes 4 33 61 96 135 281 666 2,064 2,759
Business Assets 2 23 46 71 101 226 636 2,057 2,759
Stamps,RegistratiDn I 8 14 23 32 37 0 v n.a

1 2 1 2 2 1B 3v 7 0

3. Import Taxes 18 158 321 475 714 1,779 5,592 8,757 14,067

4. Export Taxes 2 123 116 119 98 81 576 653 239

5. Taxes on Production
and Consumption 32 379 629 1,170 1,933 4,51B 15,479 21,236 34,670
bood and Services 22 250 409 674 914 1,797 4,785 5,228 7,973

Internal 15 159 223 327 469 922 2,496 3,079 5,193
External 7 91 186 347 445 875 2,2B9 2,149 2,780

Fuel and Gasoline 3 91 156 309 676 1,780 8,088 10,B08 13,001
Other 7 38 64 190 343 941 2,606 5,200 13,696

6. Other Tax Revenues 2 31 50 83 1I8 536 1,106 1,185 1,925
Amnesties 1 2 16 9 39 272 532 231 96
Revaluation of asseti 0 25 27 53 53 119 159 107 b
Other 1 4 7 21 26 145 415 B47 1,823

NON TAX REVENUES 8 78 141 236 377 1,597 3,201 4,391 4,476

FISCAL CREDIT DOCUMENTS (2) (91) (98) (174) (286) (660) (2,116) (2,948) (4,840)

TOTAL CURRENT REVENUES 9B 1,019 1,523 2,485 3,738 9,554 27,963 45,191 66,424

Source : Central Bank
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Table 5.4t) : PERU - CURRENT REVENUE OF THE CENTRAL SOVERNNENT BY SOURCE,1975,1980-1987

(As a percent Df GDP)

1975 19B0 1981 1982 1983 1984 1985 1986 1987

TAX REVENUES 12.32 17.12 13.89 13.50 11.20 11.83 13.45 11.48 8.79

1. Intome Taxes 3.61 4.99 2.84 2.b7 1.99 1.95 1.73 2.59 1.73
Taxes on 2.40 4.41 2.22 2.06 1.34 1.28 1.30 2.55 1.71
Persons 0.75 0.27 0.39 0.19 n.a n.a n.a n.a n.a
CorporatiDns 1.65 4.14 1.84 1.87 n.a n.a n.a n.a n.a

Wages & Salary Taxes 0.45 0.57 0.61 0.61 0.65 0.67 0.42 0.03 0.01
Other 0.75 0.02 0.01 0.01 0.01 0.01 0.01 0.00 0.00

2. Nealth Taxes 0.60 0.55 0.57 0.53 0.41 0.39 0.33 0.54 0.36
Business Assets 0.30 0.39 0.43 0.40 0.31 0.31 0.32 0.54 0.36
Stasps,Registration 0.15 0.13 0.13 0.13 0.10 0.05 0.00 0.00 0.00
Other 0.15 0.03 0.01 0.01 0.01 0.02 0.02 0.00 0.00

3. ImpDrt Taxes 2.71 2.65 3.01 2.65 2.19 2.44 2.80 2.30 1.85

4. Export Taxes 0.30 2.06 1.09 0.66 0.30 0.11 0.29 0.17 0.03

5. Taxes on Production
and Consumption 4.81 6.35 5.90 6.52 5.94 6.20 7.75 5.57 4.56
Good and Services 3.31 4.19 3.84 3.75 2.81 2.47 2.39 1.37 1.05

Internal 2.25 2.66 2.09 1.82 1.44 1.27 1.25 0.81 0.68
External 1.05 1.52 1.75 1.93 1.37 1.20 1.15 0.56 0.37

Fuel and Gasoline 0.45 1.52 1.46 1.70 2.08 2.44 4.05 2.84 1.71
Other 1.05 0.64 0.60 1.06 1.05 1.29 1.30 1.36 1.80

6. Other Tax Revenues 0.30 0.52 0.47 0.46 0.36 0.74 0.55 0.31 0.25
Asnesties 0.15 0.03 0.15 0.05 0.12 0.37 0.27 0.06 0.01
RevaluatiDn of assets 0.00 0.42 0.25 0.30 0.16 0.16 0.08 0.03 0.00
Other 0.15 0.07 0.07 0.12 0.08 0.20 0.21 0.22 0.24

UON TAX REV'ENUES 1.20 1.31 1.32 1.31 1.16 2.19 1.60 1.15 0.59

FISCAL CREDIT DOCUMENTS -0.30 -1.36 -0.92 -0.97 -0.88 -0.91 -1.06 -0.77 -0.64

TOTAL CURRENT REVENUES 13.23 17.07 14.29 13.84 11.48 13.12 13.99 11.86 8.74

Source Central Dank
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Table 5.5 : PERU - CURRENT EXPENDITURES OF THE CENTRAL GOVERNMENT ,1975,1980-1987

(million Intis)

1975 1980 1981 1982 1983 1984 1985 1986 1987

CURRENT EXPENDITURES 91 B98 1,504 2,456 5,065 10,306 27,255 47,755 91,238

1. Wages and Salaries 32 239 448 732 1,368 2,928 7,412 14,750 29,955
2. Goods and Services 6 36 65 96 234 579 1,741 3,367 4,987
3. Transfers lB 165 237 285 708 1,683 3,460 10,195 21,463
a) Non Financial
Public Enterprises n.a 5 3 1 0 0 0 2,062 991

b) Public Institutions
k Local Governsents n.a 55 90 127 266 54B 1,047 2,649 6,629

c) Pensions and other n.a 105 144 157 442 1,135 2,413 5,484 13,843
4. Interest Payments 9 214 382 557 1,411 3,060 8,140 8,723 13,131
a) Internal Debt 4 92 204 259 492 724 2,255 2,n1B 6,473
b) External Debt 5 122 178 298 919 2,336 5,885 6,705 6,658

5. Defense 26 244 372 786 1,344 2,056 6,502 10,720 21,702

CAPITAL EXPENDITURES 28 263 439 595 1,019 2,360 5,052 10,968 17,064

1. Capital FDreatiDn 16 178 351 541 901 2,075 4,579 8,335 11,024
2. Transfers 12 85 86 43 106 279 443 2,539 4,290
a) Non financial
Public Enterprises 7 53 21 29 86 225 172 508 255

b) Financial Public
Enterprises 4 22 52 0 0 0 57 335 97B

c) Public Institutions,
Local Governments and
Dthers 1 10 13 14 20 54 214 1,696 3,057

3. Other 0 0 2 11 12 6 30 94 1,750

SUB TOTAL 119 1,161 1,943 3,051 6,084 12,666 32,307 58,723 108,302

AMORTIZATION 13 211 335 582 1,578 4,298 12,007 17,962 22,678
1. Internal Debt 7 29 61 57 115 208 1,25B 2,837 2,276
2. External Debt 6 182 274 525 1,463 4,090 10,749 15,125 20,402

TOTAL EXPENDITURES 132 1,372 2,278 3,633 7,662 16,964 44,314 76,685 130,9BO

Source : Central Bank
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Table 5.5(A): PERU - CURRENT EXPENDITURES OF THE CENTRAL SOVERNNENT ,1975,1980-1987
__________

( As a percent of 6DP)

1975 1980 1981 1982 1983 1984 1985 1986 19B7

CURRENT EXPENDITURES 13.68 15.05 14.11 13.68 15.55 14.15 13.64 12.53 12.00

1. Wages and Salaries 4.81 4.00 4.20 4.08 4.20 4.02 3.71 3.87 3.94
2. Goods and Services 0.90 0.60 0.61 0.53 0.72 0.79 0.87 O.BB 0.66
3. Transfers 2.71 2.76 2.22 1.59 2.17 2.31 1.73 2.69 2.B2
a) Non Financial
Public Enterprises n.a 0.08 0.03 0.01 0.00 0.00 0.00 0.54 0.13

b) Public Institutions
k Local Governsents n.a 0.92 0.84 0.71 0.82 0.75 0.52 0.70 0.87

ci Pensions and other n.a 1.76 1.35 O.B7 1.36 1.56 1.21 1.44 1.92
4. Interest Payeents 1.35 3.59 3.58 3.10 4.33 4.20 4.07 2.29 1.73
a$ Interpal Debt 0.60 1.54 1.91 1.44 1.51 0.9° 1.13 0.53 M.85

b. External Debt 0.75 2.04 1.67 1.66 2.82 3.21 2.94 1.76 0.86
5. Defense 3.91 4.09 3.49 4.38 4.13 2.82 3.25 2.81 2.B5

CAPITAL EXPENDITURES 4.21 4.41 4.12 3.31 3.13 3.24 2.53 2.88 2.24

1. Capital Formation 2.40 2.98 3.29 3.01 2.77 2.85 2.29 2.19 1.45
2. Transfers 1.80 1.42 0.81 0.24 0.33 0.38 0.22 0.67 0.56
a) Non financial
Public Enterprises 1.05 0.89 0.20 0.16 0.26 0.31 0.09 0.13 0.03

b) Financial Public
Enterprises 0.60 0.37 0.49 0.00 0.00 0.00 0.03 0.09 0.13

c) Public Institutions,
Local Governments and
others 0.15 0.17 0.12 0.08 0.06 0.07 0.11 0.45 0.40

3. Other 0.00 0.00 0.02 0.06 0.04 0.01 0.02 0.02 0.23

SUB TOTAL 17.88 19.45 18.23 17.00 18.68 17.39 16.17 15.41 14.25

AMORTIZATION 1.95 3.54 3.14 3.24 4.85 5.90 6.01 4.71 2.98
1. Internal Debt 1.05 0.49 0.57 0.32 0.35 0.29 0.63 0.74 0.30
2. External Debt 0.90 3.05 2.57 2.92 4.49 5.61 5.38 3.97 2.68

TOTAL EXPENDITURES 19.84 22.99 21.37 20.24 23.53 23.29 22.17 20.13 17.23

Source : Central Bank
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Table 5.6: PERU - FISCAL COST OF EXEMPTIONS ON IMPORT TARIFFS,BY SECTORS,198b6-19B7.

(million Intis)

SECTOR i ITEM 1986 1987 iJan.-June)

AGRICULTURE 464.5 321.3
Capital goods 242.0 1B2.6
Soya and yellow corn 150.1 90.5
Inputs and fertilizers 46.9 36.7

Others 25.5 11.5

FISHIN6 44.9 36.6
Capital goods 37.9 36.6
Others 7.0 0.0

MINING 71.7 26.8
Capital goods 71.7 2b.8

PETROLEUM 0.5 8.4
Capital goods 0.5 8.4

MANUFACTURING 547.9 331.4
Imports for Editors and Newspapers 276.7 176.4
Machinary fDr Cement Industry 137.9 43.1
imports for Paper Factories 108.6 101.6
Autooobile parts 4.B 2.9
Others 19.9 7.4

ELECTRICITY 4.9 0.0

WATER 14.6 1.4

TRANSPORTATiON 148.8 70.9
Equipment for Ports and Storages 25.1 2.1
Iaports fDr Television and Broadcasting
Corporations 70.4 25.8
Others 53.3 43.0

CENTRAL,LOCAL AND RE610NAL GOVERNMENTS 1,481.6 1,181.1

DIPLOMATICS 444.6 405.8

BRANTS
Public Sector 273.2 136.9
Private Sector 185.9 107.0

OTHERS 532.9 369.1

TOTAL 3,756.9 2,752.8

Source: Ministry of Finances (IEF).



Table 6.1 : PERU - SUIMARY ACCOUNTS OF THE CONSOLIDATED FINANCIAL SYSTEM ,1975,1990-1987

(Million Intis)

1975 1980 1981 1982 1983 1994 1985 1996 1987

S. NET INTERNATIONAL RESERVES 5.2 436.1 391.1 886.9 1,943.9 6,281.9 19,278.0 12,074.1 1,977.7
a. Assets 21.0 872.3 923.8 2,009.4 4,715.4 13,033.3 34,491.5 29,401.6 46,856.5
b. Liabilities 15.9 436.2 532.7 1,121.5 2,771.5 6,751.4 15,213.5 17,327.5 44,878.8

11. OTHER NET INTERNAT. OPERATIONS (20.0) (119.3) (308.3) (786.7) (2,103.31 (3,763.0) (6,910.0) (5,443.0) (11,209.3) cz

111. INTERNAL CREDIT 251.8 1,035.9 2,304.3 4,126.3 8,247.1 16,641.8 30,248.5 63,430.9 156,997.3
a. Private Sector 138.6 93B.3 1,937.0 3,736.6 7,246.8 16,073.5 33,202.1 57,942.9 117,750.7
b. Public Sector 63.0 474.4 974.4 1,363.5 3,159.9 5,173.1 4,412.9 13,360.7 52,780.0
c. Net Unclassified Assets 50.2 (376.9) (607.1) (973.8) (2,159.6) (4,604.8) (7,366.5) (7,772.6) (13,543.4)

IV. LIABILITIES TO PRIVATE SECTOR 153.2 1,353.7 2,387.1 4,226.5 8,087.7 19,160.7 42,616.5 70,062.0 147,755.7
a. Currency 42.4 272.7 432.6 624.7 1,104.3 2,487.9 8,099.1 16,174.5 41,939.9
b. Demand Deposits 36.3 251.4 331.2 424.0 897.7 2,049.1 6,846.4 14,775.3 32,500.0
c. Tise Deposits 15.7 111.1 211.2 426.3 846.6 1,756.8 6,047.5 12,837.0 23,708.7
d. Savings Deposits 20.5 176.9 434.2 822.9 1,396.0 2,676.6 6,905.2 13,337.5 24,527.2
e. Foreign Currency Deposits 0.5 380.1 653.8 1,480.8 3,264.8 9,392.4 12,928.9 7,988.2 15,199.9
f. Mortgage Bonds 17.6 106.3 241.5 321.5 421.2 540.0 1,101.3 1,962.1 3,693.3
9. Others 20.2 55.2 82.6 126.3 167.1 258.0 69B.1 2,987.4 6,196.8

Source : Central Bank



Table 6.2 : PERU - SUMMARY ACCOUNTS OF THE CONSOLIDATED BANKING SYSTEM ,1975,1980-1987

(Million Intis)

1975 1980 1981 1982 1983 1984 1985 1986 1907

1. NET INTERNATIONAL RESERVES 5.2 436.1 391.1 886.9 1,943.9 6,291.9 19,279.0 12,074.1 1,977.7
a. Assets 21.0 872.3 923.9 2,008.4 4,715.4 13,033.3 34,491.5 29,401.6 46,856.5
b. Liabilities 15.8 436.2 532.7 1,121.5 2,771.5 6,751.4 15,213.5 17,327.5 44,878.9

11. OTHER NET INTERNAT. OPERATIONS (14.7) 176.8) (197.2) (418.2) (1,245.6) (1,712.9) (2,594.3) (1,409.9) (1,166.4)

111. INTERNAL CREDIT 139.3 884.5 2,002.7 3,357.9 6,834.4 13,862.8 24,319.0 52,914.2 132,631.0
a. Private Sector 108.6 749.9 1,586.6 3,106.2 6,274.5 14,299.9 28,790.3 48,408.4 97,611.9
b. Public Sector 52.2 385.9 772.0 951.4 2,349.1 3,246.4 (209.9) 8,118.4 41,944.6
c. Net Unclassified Assets (21.5)1 (250.3) (355.9) (699.7) (1,789.2) (3,683.5) (4,261.5) (3,612.6) (6,925.5)

IV. LIABILITIES TO PRIVATE SECTOR 129.8 1,243.9 2,196.6 3,826.6 7,532.7 18,431.8 41,002.7 63,578.4 133,442.3
a. Currency 42.6 273.4 436.2 627.6 1,114.4 2,502.3 9,133.0 16,244.0 42,094.6
b. Deuand Deposits 37.2 268.5 367.8 464.1 969.9 2,176.8 9,318.6 17,079.9 35,893.0
c. Time Deposits 9.7 60.9 114.5 223.2 526.6 1,167.8 4,014.9 7,735.2 14,534.0
d. Savings Deposits 15.0 137.8 355.7 684.5 1,154.9 2,227.7 5,900.5 11,136.4 19,493.6
e. Foreign Currency Deposits 0.7 387.0 666.4 1,484.9 3,314.7 9,758.6 13,215.6 8,230.4 15,974.1
f. Mortgage Bonds 18.2 107.1 242.4 322.3 422.6 540.3 1,101.3 1,963.9 3,693.4
g. Others 6.4 9.2 13.6 20.1 29.6 58.3 318.8 1,189.6 1,759.6

Source : Central Bank



lable 6.3 : PERU - SUMMARY ACCOUNTS OF tHE CENTRAL RESERVE BANK ,1975,1980-1987

(million Intis)

1975 1980 1981 Iq82 1983 1984 1985 1986 197

1. NET INTERNATIONAL RESERVES 19.3 505.9 402.1 904.7 2,019.6 6,406.2 20,813.8 13,351.9 1,422.5
a. Assets 19.2 756.9 644.8 1,642.9 3,966.1 11,347.2 31,931.5 25,942.6 37,290.5
b. Liabilities 0.9 251.0 242.7 738.2 1,946.5 4,939.0 11,017.7 12,590.7 35,868.0

11. OTHER NET INTERNAT. OPERATIONS (1.0) (7.4) (13.81 (68.7) (576.5) (63?.7) (2,093.7? (1,269.0) (1,684.9) 0

111. INTERNAL CREDIT 36.1 248.3 759.4 1,002.1 2,473.0 4,262.0 10,844.4 29,093.5 88,034.2
a. Public Sector 9.3 200.9 365.1 539.0 1,403.3 908.0 (2,277.3) 1,319.0 22,378.1
b. Private Sector 0.0 0.0 0.7 3.0 11.0 31.1 136.4 166.7 243.4
c. Banking Sector 30.3 152.6 367.9 387.0 1,164.5 3,099.5 6,999.1 14,220.1 37,346.9

Banco de Ia Nacion 5.9 35.3 139.6 (25.0) 24.0 226.8 846.8 1,667.1 4,132.4
Coeeercial banks 10.0 9.8 39.6 60.6 259.1 972.0 2,660.2 4,000.4 10,553.7
Development Banks 14.4 107.5 188.7 351.4 881.4 1,900.7 3,492.1 8,552.6 22,660.9

d. Capital and Reserves 1.7 5.7 3.5 4.6 54.6 233.4 42.3 70.1 216.7
c. Net Unclassified Assets (1.8) (99.5) 29.2 77.7 (51.2) 376.8 6,028.5 13,457.8 28,292.5

IV. LIABILITIES TO PRIVATE SECTOR 53.4 746.9 1,147.7 1,839.1 3,916.1 10,030.5 29,564.5 41,176.4 87,771.8
a. Currency 48.4 318.3 526.2 734.0 1,333.1 2,838.3 9,304.3 18,415.0 46,724.8
b. Bank Deposits 4.7 217.8 262.8 189.9 405.3 665.3 12,789.6 18,898.7 32,020.8
e. Foreign Currency Deposits 0.3 200.1 352.0 895.2 2,056.7 6,386.6 7,274.8 3,682.3 7,869.8
e. Foreign Currency Certificates 0.0 10.6 6.7 19.0 41.0 140.3 195.8 180.4 1,157.4

Source : Central Bank



Table 7.1: PERU - AGRICULTURAL PRODUCTION ,1975,1980-1987

(Thousand Tons.)

1975 1980 1981 1982 1983 1984 1985 1986 1987

COTTON 226 256 286 256 105 203 291 304 202
RICE 537 420 712 776 798 1,156 B78 726 1,169
COFFEE 65 95 95 90 91 11 91 96 98
SUGAR CANE 8,958 5,598 5,129 b,509 6,381 6,989 7,329 6,273 6,099
BEANS 49 39 44 43 35 45 46 54 59 °o
MAIlE 634 453 587 631 585 776 703 876 914 1
POTATOES 1,640 1,380 1,705 1,800 1,200 1,463 1,557 1,659 1,709
SORGHUM 29 35 44 38 12 44 23 38 24
SOYA 2 11 14 8 2 2 2 4 6
WHEAT 126 77 119 101 76 94 92 121 133

POULTRY 130 144 183 205 206 162 201 230 281
SHEEP 21 21 19 20 21 19 17 17 19
PORK 55 55 59 59 58 55 54 59 65
BEEF 86 84 90 91 111 103 101 90 107
EGGS 50 60 64 65 68 65 78 95 97
FRESH NILK 813 780 785 805 752 780 809 819 830

Source: Central Bank
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Table 7.2 PERIU - VOUIME INDEX OF MANUFACTURIN6 PRODUCTION 1975,1990-1°B7

(1979 t 100)

1975 1980 1981 1982 1993 1994 1955 1966 1987

TOTAL MANUFACTURIN6 99.2 105.1 109.7 103.4 94.0 90.4 96.0 113.1 127.5

Food and Others 103.3 105.6 106.8 105.1 94.2 98.7 100.7 124.1 140.2

Processed Products 106.9 100.3 102.9 101.4 86.3 96.5 95.9 106.5 117.1
Suaar Industry 148.3 80.7 72.0 97.0 63.3 86.1 102.4 nl.a n.a

Beverages 101.7 110.7 114.1 110.8 110.7 102.8 115.5 171.2 207.2

Textile,Clothing 108.6 99.0 102.6 106.9 90.5 96.1 105.8 114.6 123.2
______________

Textiles 92.5 95.4 100.8 106.1 91.2 97.9 112.4 120.8 132.2
Clothing 126.2 105.9 102.7 115.1 103.0 112.2 102.6 112.0 n.a

Leather goods 139.4 120.2 125.3 102.2 90.0 82.5 77.0 96.2 105.3
Footwear 133.6 111.4 103.7 81.9 60.4 58.3 59.7 65.0 3B.5

Paper Printing 143.2 120.8 120.3 102.8 83.5 90.3 87.6 96.8 120.7

Paper ,Paper Products 100.6 121.9 107.4 78.1 70.6 71.2 65.6 90.1 98.1
Printing 168.7 119.9 133.6 128.3 96.9 110.1 110.4 114.0 n.a

Vhesical Products 97.0 110.8 114.6 108.5 89.9 95.4 98.4 120.8 140.1

Basic Chemicals 74.5 105.5 112.8 107.3 81.2 102.4 102.5 123.2 135.6
Medicines and others 107.3 125.2 132.3 132.4 100.7 72.1 87.5 n.e n.a
Other chesicals 112.7 119.1 114.0 103.3 89.0 76.3 85.1 115.5 150.5
Petroleus refinig 86.6 103.0 111.4 U112.5 104.9 I1B.9 116.3 119.8 130.B

Non Metal lineral Products 108.2 10B.4 115.6 109.0 90.1 78.7 78.8 106.7 136.0

Basic metals 47.8 97.8 91.8 99.0 78.5 67.6 93.6 99.2 91.9

FerrDus metals 99.8 112.2 81.2 67.6 55.3 66.3 74.0 91.6 110.9
Non ferrous metals 40.9 94.5 94.5 94.6 84.6 93.1 98.7 68.6 86.9

Metal Products 127.9 124.1 146.7 115.2 67.7 69.8 92.6 11B.6 153.4

Metal Products 113.9 120.6 121.7 99.4 66.0 70.3 73.9 105.5 155.1
Non Electrical Machinery 111.4 121.2 138.5 105.9 60.6 46.0 57.6 101.3 119.2
Electrical Machinery 128.8 117.5 136.0 116.5 79.7 95.7 104.8 138.4 169.8
Transport Equipment 149.9 154.7 206.9 143.9 53.5 57.0 74.2 114.8 146.6

Source: National Statistical Institute.
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Table 8.1 PERU - CONSUMER PRICE INDEXES FOR METROPOLITAN LINA,1970-1987

I1979 = 100

End of period Period average

Year Rate I change Rate I change

1970 11.7 5.6 12.0 5.0
1971 12.6 7.6 12.9 6.8
1972 13.1 4.3 13.8 7.2
1973 14.9 13.8 15.1 9.5
1974 17.B 19.2 17.6 16.?
1975 22.0 24.0 21.8 23.6
1976 31.8 44.7 29.1 33.5
1977 42.2 32.4 40.2 38.0
1978 73.2 73.7 63.4 57.8
1979 122.1 66.7 100.0 67.7
1980 196.3 60.8 159.2 59.2
1981 339.0 72.7 279.2 75.4
1982 586.3 72.9 459.2 64.5
1983 1,319.6 125.1 969.5 111.1
1984 2,790.4 111.5 2,038.0 110.2
1985 7,206.4 158.3 5,368.2 163.4
1986 11,739.1 62.9 9,551.1 77.9
1987 25,181.9 114.5 17,750.4 85.8

Source National Statistical Institute.
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tabl 1.2 a ERU - ElWSE PATES,1970-1917

I Ratis VS$ 

Official PArkt Fiuncial rwket

El of Wriod Perid ster4q Ed of Weioed eridSawerag

voa Ibte I cante Rte I chaatl te t chage ate I ch"as

1970 0.039 0.039 0.900 0.000
1971 0.039 0.0 0.039 0.0 0.000 0.0 0.000 0.0
1972 0.039 0.0 0.039 0.0 0.000 0.0 0.000 0.0
1973 0.039 0.0 0.039 0.0 0.000 0.0 0.000 0.0
1974 0.039 0.0 0.039 0.0 0.000 0.0 0.000 0.0
1975 0.045 14.3 0.040 4.4 0.000 0.0 0.000 0.0
HUS 0.069 54.2 0.056 31.1 0.000 0.0 0.400 0.v
1977 0.130 17.9 0.004 N0.9 0.000 0.0 0.000 0.0
1973 0.194 50.5 0.156 35.7 I.203 0.0 0.172 0.0
1979 0.250 27.5 0.225 43.7 0.253 21.3 0.221 32.6
9o 0.342 36.6 0.2 25.6 0.344 3.0 0.295 29.6
1M91 0.507 46.4 0.422 44.2 0.510 0.4 0.426 44.4
192 0.no 95.2 0.698 65.2 O.96 5.4 0.707 65.3
1983 2.271 129.5 1.629 133.5 2.307 131.6 1.69 134.9
1914 5.696 150.3 3.147 112.9 5.320 152.3 3.652 120.1
193 1. 144.9 I0.9o 216.7 17.380 l".7 12.620 245.6
196 13. 950 0.0 IS.950 27.0 19.530 12.4 17.760 40.7
193 33.000 13.6 16.707 19.3 63.000 222.6 31.34J 76.5

Uwce: Central Oak
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Table 8.3: REAL EXCHANGE RATE INDEX

(Base Dec.1978 = 1001

Trade leports Exports Parallel
MONTH weighted weighted weighted Narket

12-78 100.00 100.00 100.00 100.00
12-79 121.73 121.73 121.73 127.72
12-80 127.78 127.82 127.73 136.14
12-81 145.8B 145.95 145.83 154.70
12-82 133.08 133.13 133.04 137.71
12-93 126.35 126.61 126.12 130.75
12-84 115.80 115.99 115.74 112.44
7-95 97.84 97.92 97.77 95.22
9-85 91.29 91.73 90.93 79.94
9-85 93.61 94.04 93.24 81.87

10-85 94.97 95.91 94.16 8S.34
11-85 96.61 97.56 95.78 84.88
12-85 98.34 99.31 97.50 86.50
1-B6 102.2B 103.29 101.41 89.92
2-86 103.51 104.95 102.27 91.41
3-86 106.78 108.27 105.51 94.31
4-86 113.04 114.62 111.69 99.72
5-96 115.82 117.44 114.43 102.17
6-86 119.59 121.27 119.16 105.51
7-86 121.49 124.01 119.33 107.95
8-86 123.88 126.69 121.85 109.47
9-86 114.47 107.28 122.92 111.58

10-86 119.33 112.46 128.14 111.66
11-B6 123.9i 116.78 133.06 112.54
12-86 123.43 121.14 127.4B 110.85
I-B7 125.69 123.35 129.81 114.2B
2-87 128.60 126.21 132.82 119.62
3-87 131.66 129.21 135.98 1222.25
4-87 135.24 132.72 139.67 101.29
5-87 139.09 136.50 143.66 B5.20
6-87 138.07 133.10 136.78 88.96
7-87 142.51 144.19 136.37 77.93
8-87 153.00 154.81 14b.42 75.7b
9-87 160.90 162.81 153.98 71.71

10-87 131.56 141.27 122.97 61.19
11-B7 136.01 146.05 127.13 61.51
12-87 97.84 102.74 93.72 44.86
I-BB 106.45 115.98 99.06 52.06
2Ba 112.78 131.01 100.17 51.60
3-88 119.70 136.32 108.18 60.90
4-8 123.42 159.61 102.73 49.74
5-B8 121.35 172.14 96.14 45.75
6-88 110.50 153.34 88.62 50.09
7-88 123.52 144.65 109.34 58.51
8-88 94.44 86.77 102.40 51.61
9-BB 102.11 91.53 113.79 72.68

10-E8 135.02 116.17 157.76 84.19
II-88 9o.85 84.99 96.75 75.04
12-86 98.59 75.35 135.77 44.40

Note: A drop in the indexes means real depreciation. The indexes refer to the
weighted averages of all exchanges rates applicable to the different exports and imports
cattegories,adequately adjusted by the relation between Peru Consumer Price
Index and that of Peru's seven main trading partners.The base is December 1978 = 100.

Source: Norld Bank staff estimates.
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