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The Article IV consultation discussions with Peru were held in 
Lima in the period September 6-20, 1983. Representatives of Peru in 
these discussions included the I‘linisters of Economy, Finance, and 
Commerce; Agriculture; labor; Industry, Tourism, and Integration; 
and Energy and i4ines; tne Vice Ministers of iconomy and of Finance; the 
President, Vice President, and General I.lanager of the Central deserve 
bank of Peru; and tnr PrrsidenL of the idational Bank and tne External 
Debt Committee. The mission chief was received by the President of 
tne &public. ‘The staff representatives were i4essrs. van tiouten (tiead), 
tilicKenschild, Jaramillo-Jallejo, Leimonr (all WHU), Sheehy (ETK), and 
14s. Fuentes (Secretary - BLS). Additional discussions with a Peruvian 
team headed by the Minister of Qonomy, Finance, and Commerce were 
held at wadquarters during the period September 26-October 5. 1983. 

Peru has accepted the obligations of Article VIII, Sections 2, 3, 
and 4. The previous Article IV consultations were conducted in Lima 
in August 1982 and were concluded by the Executive r(oard on December 1, 
IYhE. 

I. Performance under the Extended Arrangement, &cent Economic 
Developments, and Short-Term Prospects 

0” June 7. 198: Peru obtained financial support from the Fund in 
the form of an extended arrangement amounting to SL1R 650 million, or 
the equivalent of 7h4 percent of Peru’s quota, for a period extending 
through May 1Y85. As of September 3u, 1983 Peru had purchased SDR 2ti5 
million, the full amount it was entitled to under the phasing provisiuns 
of the extended arrangement. 

The program underlying the arrangement, including tnr quantitative 
performance clauses for the period through February 28, 1983, was 
discussed in the document on use of Fund resources--Extended Fund 
Facility (tii~~/8~/77). Performance during the first program year and 



the quantitative performance clauses for the period [larch 1, IY83- 
February 29, 1984 were discussed in the documents on consultation under 
extended arrangement (EBS/83/85, and Sup. 1). 

1. Objectives and policies of the extended arrangement 

The medium-term plan supported by the extended arrangement aimed at 
achieving a viable external payments position with a satisfactory growth 
performance and declining inflation. The achievement of these goals was 
based in large part on the improvement of resource allocation through 
the strengthening of market mechanisms. Emphasis was to be placed on 
removing the impediments to private investment in the basic sectors uf 
the economy, designing a more efficient public investment program, 
opening up the economy, and eliminating price distortions. The balance 
of payments and inflation objectives were to be achieved through a 
flexible exchange rate policy, improved domestic demand management, in 
particular by reducing the fiscal deficit, and realistic interest rates. 
Inflation was expected to decline only gradually over the program period, 
principally because of the need to eliminate remaining consumption sub- 
sidies and the widespread de facto indexation in the economy. 

Luring the first programming period, running through February 28, 
lY83, the performance of the Peruvian economy was mixed in terms of 
progress toward attaining the basic objectives of the program. Keal 
GDP rose by less than I percent and the I?-month rate of inflation 
remained unchanged at 73 percent. The overall balance of payments 
registered a small surplus, however, principally because "et capital 
inflows to the public sector were considerably higher than had been 
expected. Kecourse to short-term foreign borrowing, which had not 
specifically been limited by the quantitative performance criteria of 
the first year program because they had not been resorted to on any 
significant scale earlier, provided the financing for a deficit of the 
nonfinancial public sector in lY82 that was considerably in excess of 
the planned level (8.6 percent of GDP compared with 4.2 percent).l/ 

The financial program for the second programming period, ending 
February 29, 1984, was designed to deal with the deviations of the 
previous year and return Peru to the adjustment path envisaged under 
the extended arrangement. Peru's external current account deficit was 
projected to drop from 8.3 percent of GDP in IY8.Z to 5.2 percent in lY83 
(Table I).! To help achieve this reduction, the program contemplated 
continued flexibility in interest rate and exchange rate management and 
a decline in the overall financing requirements of the nonfinancial 
public sector from 8.6 percent of GDP in 1Y82 to close to 4.U percent. 
Prudent demand management and wage policy were to hold inflation in 
check. 

11 Such borrowing has been brought under the ceiling on net indebted- 
ness of the nonfinancial public sector in the second program year. 

/ Excluding LlSS146 million of interest payment obligations resched- 
uled by the Paris Club and socialist countries, the current account 
deficit in 1983 was programed to be 4.4 percent of GDP. 
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_. &rfnrmancr under the extended arrangement in 1983 

Faced with the serious difficulties caused by natural disasters, 
in early lYY3 the Peruvian autnorities cut public spending, tightened 
credit and interest rate policy, and increased the rate r~f drprrciatiun 
of the sol CO d pace somewhat faster than the rate oi change of domestic 
prices. iJfiici.31 data initially indicated that the performance criteria 
as of March 31, 1953 had been met. Subsequent revisions of data revealed 
small deviations from the programed path; the net international reserves 
of the monetary authorities fell short of the target set for Harch 31, 
lY8Ll and thr net indebrrdness of tnr nonfinancial public sector exceeded 
the limit set for rhat date (Table 2). 

tiurlng the second quarter of lY83. fiscal management became more 
difficult. Central administration revenues ran below projection; tne 
#upward adjustnrnt of a number uf controlled prices lagged behind what 
had been planned; emergency spending in the stricken regiuns was under- 
taken; and special wage increases ror the domestic security fllrces were 
,eranted. .Again. official data initially indicated that tne performance 
criErrid for June JIJ, IYoJ hdd nren met. d~xdrvrr, sunsequent rrvislons 
~)t the data revealed that tne limit on the net indebtedness of tne non- 
financial public sector nad been exceeded. The relatively small drvia- 
tion from the limit understated the exrent oi the fiscal problem as 
domestic payments arrears (the only type of “financins” not explicitly 
taken into account in calculating the total of net indebtedness of the 
nonfinancial public sector under tne lYd3 prograo) rose by Sl. 130 bil- 
lion (equivalent to 11.5 percent of GDP) during the second quarter of 
1983. Kesort co such financing meant chat the program ceiling aas less 
effective than had been intended. 

3. Recent developments and short-term prospects 

The economic situation of Peru durin,< the first nine months of lY83 
was charactrrized by a deep recession and an acceleration of inflation. 
The most visible factors accounting for the recession and the increased 
rate of inklation wet-r the natural disasters which have plagued Peru 
this year. The combination of floodin:< in the coastal regions of 
northern Peru and drought conditions in the southern highlands resulted 
in lar:<e lossrs of agricultural output. Mud slides interrupted communi- 
cations and electricity supplies. causing declines in mining and prtrol- 
rum aoutput and contributing to a drup in manufacturing production. In 
addition, a shift in ~cedn currents resulted in a precipitous drop in 
the r~sn catcl~. 

‘The decline in productlo” strmminl: rrom the natural disasrrrs com- 
puunded a situation charactrrizrd D’, weak external demand for &ruvian 
YXpUrtS, .a InarKed tigntenin,$ ui rxtrrndl capital mar~r~s, and an inilrs- 
iblr domestic productive apparatus on account of rigidities in the 
IdbaIt- and capital marKets, inadequate lrgislacion +,vrrnin:< land tenure. 
and conflicting signals to tile e:<porc sector. As a co”sl2que”ce, real 
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Table 2. Peru: Performance Under Extended Fund Arrangement 

1Y83 I/ 

hr. 31 June JO 

(In billions of soles) 

Total net indebtedness of 
nonfinancial public sector 

Limit (adjusted)z/ ll,lU54.U 

Actual ll.lj73.U 
Margin - I 9 . 0 

Net dolnestic assets of the 
monetary authorities 41 

Limit (adjusted)L/ - 1.219.U - 
Actual 1.2c15.2 

Margin 13.8 

(In millions of U.S. dollars) 

11,2Y5.(J 

11,3U8.lJ 3/ 
-13.Ij - 

1,Zbg.U 

9Ub.o 

363.0 

Net international reserves of 
the monetary authorities 41 - 

Target (adjusted)/ 
Actual 

I.largin 

-LIO.O -17b.U 
-241.3 48.6 

-31.3 224.6 

Contracting of foreign debt 

1-5 years 

Limit 
Actual 
Ma rg1n 

l-11, years 

Limit 
Actual 

Margin 

300.0 
8 . U 

LYL.0 

1,25U.C 
73.0 

I . ?7,IJ - 

3ou. 0 
8b.8 

213.2 

1,250.u 

948.3 

301.7 

I/ Accounts denominated in foreign currency valued at US$I=S/. 1,250. - 
21 Ln accordance with the program provisions. 
xl Domestic payment arrears were not explicitly included in the 

program definition of the stock of net indebtedness and hence are 

not included here. The identified increase in such arrears amounted 
co Sl. 13V billion during the second quarter of IY83. 

a/ Central Reserve dank Jnd dance de la Nation. - 
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GDP for 1983, which in January 1983 was projected to rise by about 
l/2 percent, was revised downward progressively to show a decline of 
about 7 percent (Table 3). 

Table 3. Peru: Kates of Change of Selected Economic Lndicators 

(In percent) 

Proj. 
1979 198U lY81 lY82 lYM3 

t&al GDP 3.8 3.0 3.1 u.7 -0.8 

Nominal GDP 113.6 61.7 6Y.7 63.4 Y7.3 

Consumer price index 
(December-December) bb.7 611.8 72.7 72.Y 13L.J 

Exchange rate depreciation I/ 
- (December-December) 27.6 36.6 48.3 95.1 129.5 

Terms of trade index 4c1.7 9.7 -15.3 -13.6 4.7 

Sources: Central Keserve Bank of Peru; and Fund staff estimates. 

11 In terms of soles per U.S. dollar. 

Inflation during the first nine months of 1983 rose to an annual 
rate of 130 percent, up from 73 percent in LY82. In the early months 
of 1983, the acceleration of inflation reflected shortages of basic 
foodstuffs caused by the abnormal weather conditions as well as correc- 
tive adjustments of controlled prices. Subsequently, inflation was 
fueled by the expanding deficit of the nonfinancial public sector. 

Notwithstanding the adjustment measures mentioned earlier, the 
public sector finances came under increasing strain. &zvenues continued 
to lag because of the drop in production, emergency outlays were ini- 
tiated in the northern regions of the country, and defense and dolnestic 
security expenditures were raised in response to provincial unrest. 
tihile wage increases for most categories of civil servants were held 
below inflation as had been programed, wages of military personnel and 
police were increased sharply, and the indexacion clauses in the wage 
contracts of workers in the large public sector enterprises caused 
wages in these sectors to rise much faster than planned. 

Fiscal problems were compounded by delays in the adjustment of a 
number of controlled prices and utility rates. In February lYL(3 the 
private sector was permitted to import and trade wheat. However, because 

. 
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the price of flour and bread remained controlled at levels that resulted 
in inadequate margins, the importation of wheat effectively remained in 
the hands of ENCI , the state marketing agency. l~lonthly increases in the 
price of rice wet-r introduced only in May lYtr3, instead of in January 
as programed. The retail price of regular gasoline was increased in 
February LY83 to the equivalent of US$:l.lC per @lion and kept a~ 
approximately that level until September; prices of other petroleum 
derivatives were raised proportionately. In jrptraber, as part of a 
plan .to slow inflation. prices of diesel furl, kerosene, and liquified 
gas were frozen until the end ot IYrjJ, and the increase in Che price 
of gasoline, other oil derivatives, and electricity rates was limitrd 
to approximately one half the rate oi change of the imnmrdlatrly prrced- 
ing months. 

Uuring the Khird <quarter of lYd3. the deviation 01 the public ii- 
nances from the programed path became substantial. In the absence of 
corrrccivr policy acEions, it is projected that the overall deficit uf 
the public sector in 1983 will exceed Y percent of GDP, more than double 
the programed lrvrl (Table 4j.11 About two thirds of the deterioration 
of the overall deficit is accounted for by slippages in the performance 
of the Central Administration, mainly as a result uf lower tax revenues, 
emergency spending on disaster relief, additional outlays for defense 
and domestic security, and higher interest payments. The deterioration 
in the rest nof the public sector’s financial performance arises from 
delayed price increases, hidher wages and salaries as well as investment 
outlays. The increase in the overall deficit is projected to be financed 
mainly by larger than programed external refinancin# from socialist 
countries and the banks, use of the counterpart of the debt relief 
obtained from the Paris Club by the nonfinancial puolic sector,?/ and 

- larger than programed disbursements of suppliers credits. 

The net domestic assets of the monetary authorities, which were 
generally kept below the program ceiling during the first quarter of 
1983, began to expand quite rapidly in play and June. IGzvertnelrss, the 
net domestic assets were held below the program ceiling on .June 3lJ 
thanks to the disbursement to the Government of USs;LUtJ million in 
bridge financing from toreign banks. Wring the first semester two 
financial institutions in Peru experiencea difficulties and wer? 11q”l- 
dated or absorbed by uther financial institutions. ‘These dif ilcultirs 
reportedly led to some unease on the part of the general puolic that 
was reflected in a drawdown of dollar certificates of deposit by about 
1U percent in the first four moncns of LYYJ, concributin< to a Lower 
than expected growth in bank liaoilities to the private sf.!ccur (‘l’aole 3). 
Since midyear, tne net domestic assets of the monetary authorlcies 

11 !lorr than II? percent Iof 2l~P of the deterioration results from 
th; decrease in the denoainaror of the ratio. 

if ‘ihe (original pru,gram had iorearerl tlidt Paris iluo relief would 
accr”r to the monetary authnrities. Appropriation of that relief my the 
nonfinancial puolic sector constitutes a departure frum the origilldl 
understandings reached. 



central administration current 
revenues 

Lncome ta:.: 
Tax on goods and services 
Import tax 
Export tax 
utl,er tas and nontax 

Lentral administration current 
rrpe~lditures 

Wages and salaries 

Goods and services 
Ililitdry outlays l-1 
1ritrrrst 
‘rransfers 

Central administration current 

account surplus or deficit (-) 

Rest of public sector current 
account surplus or deficit (-) 

uvrrall public sector 

deficit (-1 
Qntral administration 
Krst of public sector- 

Internal 

ilemorandun item 

Total expenditures 

ld.IJ 

0.L) 
7.; 
2.2 
2.Y 
1.5 

14.4 
4.u 
0. b 
3.2 
!. 
-. L , 

3.6 - 

u.7 - 

4.3 - 

b . IJ - 
4.2 
l.n 

-1.7 
-1J.b 

1.1 

1.7 
Tz 

-4.9 

51.5 

LIJ.> 

b.1 

7.b 

3.2 

” 5 L. 
1.1 

1n.1 

4.8 

u. 7 
4.7 
4.3 
3.6 

17.Y 1X.0 15.0 
5.3 5.’ 4.5 
U.8 IJ. 8 1.1 
4.: 5.4 3.n 
4.5 4. I 4.u 

3.1 2.5 2.2 

2.4 - II. 2 - 

-11.4 U. 7 U. 1 - - 

?.U - 

8.4 - 
5.3 

3.1 

U.Y - 

Y.3 - 
5.1 
4.1 

-0.4 
z 

-3.5 

-8.4 -6.b 4.1 
-4.Y -3.Y -2.b 

-3.5 -L.7 -1.5 

b.& n.4 - - 
2. I 1. I 
4.3 7.3 

b3.j 59.7 

ln.l 16.~ 
3.7 3.u 
8.5 n.7 
3.5 3.1 

U. Y V. 3 
1.5 0.Y 

u.1 U. 5 - - 

‘! 3 z!- 

U.' - 2.6 - 

Y.J - 
i.lJ 

4.n 

6.Y 
xi 
3.n 

ts.6 
7.8 
n.n 

57.5 

4.1 - 
3.2 

0.Y 

. . . 

13.5 
2.4 
7.1 
2.7 
U. 3 

l.u 

-3.b 

U.5 - 

-3.1 

b.3 - 
2.3 
4.U 

-Y.4 

z-z 

-3.: 

9.4 
Kx 
il. 6 

. . . 

suursrs: &211tral iirsrrvr tunk or Peru; and Fund staff estimates. 

I/ Includes wages and salaries of military personnel. - 
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Table 5. Peru: Changes In Monetary Indicators 

(In percent, or as indicated) 

Dec. 1978- Dec. 1979- Dec. 1980- rec. 19Rl- Dec. 19RI- Dec. 1982- 

Dec. 1979 Dec. 1980 Dec. 1981 Dec. 19R2 June 1982 June 1983 

Net international reserves 
(in millions of USS) 

Net domestic assets 31 - 

Liabilities to the private 
*ectnr 

Net International reserves 

(in millions of OSS) 

Net domestic assets 31 - 

Net credit to the nonfinan- 
cial pllblic sector A/ 

et credit to the private 
sector 

Liabilities to the private 
sector 

Memorandum item 
Consumer price index 

A. 

1.577 

-259 

87 

1,564 

-7 

-33 “/ 

57 

90 

h7 

Monetary Authorities 11 - 

771 -611 184 -60 

-11 79 17 Ih 

96 I6 35 6 -_ 

5. Banking System 

-261 21 - 

35 

707 -590 134 -85 -752 41 - 

58 68 42 19 24 

60 77 -9 4 

77 91 53 33 33 

8h 51 45 15 4 

61 73 73 30 56 

sources: Central Reserve Bank of Pen,; and Fund staff estimates. 

II Central Reserve Bank and Banco de la Nation. 
3 Includes f!SS79 million increase in external liabilities of the Banco de la Nation on account 

of-a shift from guarantees of foreim short-term debt into direct indebtedness as provided by Peru’s 
refinancing arrangement with foreign banks. 

21 In relation to the stock of 1Iabllieies to the private sector outstanding at the beyinninl: of 
the period. 

4/ Includes USS523 million increase in external Liabilities for the same reason as given in fnot- 
nore 2. 

:/ Excludes change in deposits oi the nonfinancial public sector in the Central Reserve Bank on 
account of debt relief operations. 

hl Includes reduction of outstanding net bank credit to the public sector as a result of the 

as~wnption bv the public sector of part <of the forelm debt by the Banco de la Nation. 
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have exceeded the program limits, mainly reflecting sharply higher banK 
financing needs of the public sector, in part because domestic payment 
arrears incurred during the first semester of 1983 were reduced. 

As part of a continuing policy to promote domestic savings, in 
April 1983 the authorities introduced an indexed savings instrument 
denominated in soles with an effective rate of return of about 98 per- 
cent per annum.11 
of bank liabilities 

Notwithstanding the higher nominal rates, the growth 

to the private sector has been below expectations. 
The rate of growth of money and quasi-money in the first semester of 
1983 was below that of the corresponding 1962 period despite the much 
more rapid rate of inflation--a development that is only partly explalned 
by the sharp contraction in economic activity. &al liquidity declined 
substantially in the first half of 1983 and the trend observed since 
1981 toward a contraction of the liquid forms of monetary assets accrl- 
erated. For the first time in many years, real quasi-money declined 
but at a comparatively slower rate so that the share of quasi-money in 
total liquidity continued to rise. As was mentioned already, there was, 
for the first time, a reduction in the dollar value of the holdings of 
U.S. dollar denominated certificates of deposit. ive" though reflecting 
the rapid pace of exchange rate depreciation, U.S. dollar deposits at 
midyear rose to almost 45 percent of money and quasi-money, as against 
39 percent at the end of 1982. 

During the period January-July 1983 the sol was depreciated on a 
daily basis, without preannouncement, at a rate somewhat faster than 
domestic inflation (Chart 1). The real depreciation of the sol against 
trading partner currencies amounted to 4.5 percent in these seven months, 
or 11 percent since the initiation of the extended arrangement in June 
1982 (Chart 2). On August 8, 1983, the sol was depreciated by b percent 
in nominal terms with respect to the U.S. dollar, which contributed to 
raising the cumulative real depreciation against trading partner curren- 
cies in the first eight months to 8.5 percent. Immediately thereafter, 
in a major policy shift ahead of nationwide municipal elections in mid- 
November, the auth"rities announced that, starting September 1983, tne 
rate of depreciation of the sol would be reduced substantially below 
the rate of inflation along a preannounced path.21 The preannounced 
monthly rate of depreciation of the sol decelerated from 3.9 percent 
in September to 3.5 percent in December. This represented a monthly 
rate of depreciation less than one half the average domestic inflation 
rate in the June-August period. 'The new exchange rate policy was accom- 
panied by a slowing of the rate of increase of controlled prices. 

11 The corresponding effective loan rate is 102 percent. On 
September 1, 1983, maximum rates on nonindexed deposits were raised 
from 55 percent to 6~ percent, implying an increase in the effective 
annual rate from 71 percent to 80 percent for monthly compounding. 

/ The August 1983 depreciation and the subsequent change in exchange 
rate policy were described in EG/M3/17Y. 
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The current account deficit ot the balance of payments in IY83 is 
projected at 5.6 percent of GDP, lower than the 8.3 percent deficit r-q- 
istrred in 1YdL but considerably above the program target (‘Table b). 
The trade balance is projected to shift to a surplus of U.3 percei~c <if 

CUP in lYd3, from a deficit of ? l/Z percent in lYU2, mainly reflectin:: 
a drop of 25 percent in imports. &spite the first, smell improvement 
in the terms of trade since lYt(\I, the value of exports in lYn3 is e:i- 
petted to fall by 10 percent, somewhat more than had been projected 
because of lower than expected mineral prices and smaller export volumes 
in the wake of the climatic disturbances. To help finance tne external 
current account deficit, a number of agreements have been concluded with 
Peru’s foreign creditors, including the! commercial banks, official bilat- 
eral creditors under the Paris Club, and socialist countries. With the 
international banking community the authorities have reached an agree- 
ment that calls for the maintenance of the short-term exposure of for- 
eign banks to Peru at the level existing on March 7, IYdIJ, and the ex- 
tension of a large mediuwterm loan Lo the Government of ?eru covering 
lJSS3tN million in principal payments falling due in the 12-month period 
ending March 6. lY84, and new money of USS45U million tn be disbursed in 
three tranches before the end of 13~43. ‘rnr first tranche 0f usS25u mil- 
lion was disbursed in early August. In anticipation of this disbursr- 
ment, tne foreign banks provided the Government of Peru with a iJS$Ellll 
million bridge loan on June 3U, 1983. 

With tne member countries of the Paris Club the authorities have 
reached an agreement for a rescheduling of the bulk of principal and 
interest falling due in the 22-monf.h period from ~hiy 1, lY83 co Krb- 
ruary 28, 1985. The net debt relief accruing to Peru in lYY3 under 
this arrangement is estimated at tISS44iJ million. The autnorities also 
have approached several socialist creditor countries with a request to 
reschedule principal and interest payments due in LYu~ (totaling USS21U 
million) and beyond.L/ Even with these arrangements in place, the net 
official reserve loss is expected tn amount to USSLoY millian, compared 
with the lJS$179 million deficit that had been programmed.?! The deficit 
may well turn out to be larger because projected disburse%nts of LiS$2Ud 
million from the foreign banks and USSl?O million under a structural 
adjustment loan from the World Bank may be delayed until 1984. 

II. Report on discussions 

The authorities were seriously concerned about the depth of tne Te- 
cession and the accompanying large imbalances, including the acceleration 
of inflation to well over LuU percent and the ballooning of the deficit 
of the nonfinancial public sector to more than twice the programed level. 

If Details of the renegotiations are described in Appendix VII of 
the accompanying, report on &cent iconomic Uevrlopments. Tile terms of 
the Paris Club rescheduling are also described in EdS/83/165. 

L/ Including a USSJ9 million increase in foreiLl liabilities of the 
Banco de la Nation previously counted among eittrrnal loan guarantees. 
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Table 6. Pet-U: Summary Ralance of Payments 

(In millions of V.S. dollars_) 

1983 
1979 I980 19RI ,982 ProR. Proi. 

current acC”““e 

Merchandise trade 
Exports, f.0.b. 
Imports. f.o.b. 

,nvestment income 
Public sector 
Pr‘vare sector 

Other services 

Transfers 

,.onz-rem captta1 
Public sector 

Nonfinancial 2/ 

Disbursements 
Alll”t-ti7,.3Ci”” 

Financial 

Private seceor 
Direct invesement 
L”S”S 

Basic balance 

Short-term capital and 

953 -101 -1,728 -1,649 -929 -I,ngg 

1 ,i=z 826 -553 -494 244 128 
0.676) (3.916) (3.249) 0,293) (3,n3n) (2,953) 

(-1.954) C-3.090) (-3.802) (-3.787) (-2.7Sb) (-2.R25) 
-931 

C-490) 
(-441) 

10 
152 

-909 -1 ;n19 
(-479) C-533) 
C-430) (-486) 

-165 -317 

147 161 

-1:012 -1;271. .-1;196. 
(-618) (-86O)lI C-740) 
(-394) c-411)- (-456) 

-310 -102 -266 
167 200 235 

656 
zii 

(75.4) 
/1,n35/ 

i-2771 
C-141) 

2, 
C-32) 

462 648 
m 3% 

(363) (325) 
/L,L55/ /1.522/ 

l-7921 I-1.197/ 

1 199 
994 

1,199 L.578 
1,130 I.fiml 

(877) (715) (I .463) 

11.8721 /1,895/l/ /2;6191 
I-9951 I-t.lEO/- /-1.151/ 

(8) 
(2, 
(64) 

(63) (117) 
260 205 

(125) (48) 
(135) (157) 

(415) (132) 
69 -i2 

(43) (31) 
(26) C-53) 

1.6oy -I,oso 

errors and “missions (net) -67 323 469 585 
Allocation of SDRs 22 23 21 -- 

Overall balance m 707 - -59” 

Monetary mo”e”e”ts 

Nonofficial reserves 
Assees (increase -) $1 

Liabilities C-51) 
Official reserves -I ,577 

Assets (increase -) (-1,315) 
Liabllifies (-262) 

2, 

(38) 
-770 

C-703) 

C-67) 

-21 

C-44) 
(23) 
611 

(R47) 
(-236) 

A 

(94) 
-184 

C-143) 

C-41) 

Memorandum items 
AS percent of GDP 

Current account balance 6.9 
Exports 26.6 

Imp0 rts 14.2 

444 491 

( . . . ) C...) 
( . . . ) C...) 

179 3/ 269 21 

( 
I:::; c:::; 

-!I.6 -0.7 -8.3 -5.2 -6.5 
22.7 16.4 16.7 17.0 17.7 

17.9 19.2 19.2 15.6 16.9 

l 

source: Central Reserve Bank of Peru. 

L/ Includes USSl46 million of interest payments expected to be rescheduled. 
21 Includes rescheduling of public sector daht. 
31 Ori-inal overall balance target of deficit of USSlOli million in 1983 has 

be& adjusted to reflect USS523 million of nonbank external debt assumed by the 

banking system in the first half of 1983. Of this ammunc. USS79 million is 

stnwn as an official reserve liability and USS444 million is a nonofficial reserve 
liability. The overall payments deficit resulting from other transactions is 
estimated at USS237 million in 1983. of which US5190 million represents a loss 
of official reserves. The latter fiGore is directly comparable with the original 
target. The alecllne in net official resev~s may be larger if USSl20 million in 
disbursements from a World Rank scruccural adjustment loan and USS?OD million 

In disbursements from foreign commerciaL banks are delayed until 1994. 

l 
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rhe discussions centrred on the factors that led to the present difficul- 
ties and on policies to bring the economy’s prrforna.nce into line witn 
[he objectives of the extended arrangement. 

The authorities were of the view tnat the recession in Peru in LY83 
was due largely to factors beyond their control. The weakness of foreign 
demand, low prices for Peru’s principal exports, and tight forei,@ capi- 
tal markets were seen as the main causes of the recession. The unusual 
severity of the downturn was attributed to the losses of pruduction re- 
sulting from the climatic phenomena. These production losses, coupled 
with transportation difficulties because of flooding and landslides, 
led to scarcities of basic consumer goods and, along with corrective 
price increases, contributed to the acceleration of inflation in the 
first semester of 19X3. The continuation of inflation beyond mid-19U3 
at a very Ihigh rate was attributed by the authorities to the widening 
of the deficit of the nonfinancial public sector and the de facto in- 
drxation to past inflation of a number of key prices, including tne 
exchange rate, interest rates, controlled prices, and certain wage 
contracts. The authorities initially had placed most emphasis on the 
indesation element in explaining the persistence of inflation. This 
analysis had led them to announce in August the slowing down of the 
rate of change of key prices in the economy as a means of breaking the 
momentum of inflation. However, after additional data on the stze of 
the emerging fiscal disequilibrium for 1983 became available, the 
authorities reassessed their earlier analysis and have attributed the 
exacerbation of the problem to the shortcomings in demand management. 
It OS noted in this connection that the adjustment of demand policies 
had been delayed because of an inadequate data reporting system. 

1. Fiscal policy 

‘The increase in the projected overall deficit to Y.4 percent of 
GuP is more than accounted for by a deterioration in the current account 
perforiuancr of tne nonfinancial public sector, which is now expected to 
record a deficit of 3.1 percent of GDP instead of the surplus of 2.8 per- 
cent programed earlier (Table 4). Compared with this deterioration, the 
reduction of 0.6 percent of GDP in net capital expenditures over pro- 
gramed levels is minor. According to the authorities, the principal 
causes of the larger than programed deficit in 1983 are the adverse 
effect on revenues of tile unexpectedly deep recession, the need to under- 
take reconstruction of the basic infrastructure in the northern regions 
affected by floods and mudslides, and the increased expenditures for the 
drfrnse and police Corers called forth by the domestic security situa- 
tl”“. 

Since late September. after new information had pointed to the 
emergence of a major widening of the public sector deficit, the authori- 
ties have undertaken an in depth review of the fiscal situation, and 
shave been studying measures to return the public finances to the path 
e>f the extended arranyeoent in 1984. The measures under study include 
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a major revenue effort (including increases in sales taxes and wraltn 
taxes) equivalent to 3 percent of GDP, a return to a rrallscic public 

sector pricing policy, and expenditure restraint. 

a. Central Administration 

Central administration revenues for 1983 are projected at 
13 l/2 percent of GDP, compared with 15 percent in the program. The 
drop reflects smaller import duty receipts because of a shift in the 
composition of imports toward low tariff goods and the erosion of the 
tax base of the income and sales taxes resulting from the shift of 
economic activity from the formal to the informal sector. The authori- 
ties noted that part of the erosion of the base could be considered 
temporary because a significant segment oi taxpayers had delayed their 
payments undoubtedly because of economic hardships. INevertheless, tax 
amnesties granted to the stricken regions during 1983 and past periodic 
amnesties may have created expectations tnat another one might be 
granted in the near future. The authorities told the mission they were 
not considering another amnesty uut strong political pressure existed 
for legislative action along these lines. 

During the past year a program to improve tax administration was 
initiated with the technical assistance of the Fund’s Fiscal Affairs 
Department. An office was created to be in charge of tax collections 
from the 600 largest corporate taxpayers in the Lima-Callao area. 
Although this office nas not yet reached the stage of reviewing tax 
returns and assessing tax liabilities, it has been instrumental in 
creating an awareness of .str=cter control. In addition, the General 
Directorate of Kevenues has initiated a system of frequent visits to 
companies and auditing on the spot to enforce compliance with the 
general sales tar. Lastly, a computrrized system of cross checking 
information to assess and verify tax returns is in an early stage of 
implementation. 

The authorities pointed to a much improved record of central 
administration expenditure control since such control was centralized 
in the budget office at the start of 19d3. In the areas where spending 
exceeded program levels, special factors were involved. Outlays for 
goods and services and investment had been held to less than programed 
levels ( and general wage increases for civil servants were held well 

below the rate of inilation, as had been planned. However, certain sec- 
tors of the Central Administration, including teachers, health workers, 

police, and the delrnse forces received wage increases that exceeded 

inflation, and defense expenditures in general were higher than pro- 
gramed. The larger than expected financing requirement contributed in 
turn to increased interest payments. 

ln April 1983 a medium-term reconstruction pro,gram was announced 
for the northern region, Calling for total OutlayS of USSSLIJ million. 
Emergency spending under this program already nas been initiated, ii- 
nanced in part by mandatory bond purchases equivalent to IV percent ot 
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earnings of salaried workers, and in part by delaying less urgent in- 
vestment projects. It is expected that emergency expenditures will 
total approximately 11.4 percent of GvP in 19113. 

b. Public enterprises 

The authorities noted that, despite the suixtantial progress made 
in 1983 in raising the prices of goods and services marketed by public 
enterprises to realistic levels, these entities had not adjusted cur- 
rent operations in line with the needs of the adjustment program, and 
the investment outldys of the enterprises did not alwavs confor;o to the 
approved investment plan. For these reasons, the authorities intend to 
extend centralized spendin:? controls to cover the operations of state- 
owned enterprises. Since August 1982 the Ministry of Economy, Finance, 
and Commerce has bee11 empowered tl) impletlnent direct supervision over 
public enterprise operations. tiowever , no special supervisors have 
been appointed yet. iNevertheless, in Au);ust lYt(J a step was taken to 
control the enterprises: wage contracts are now subject to approval 
by the Ministry of Economy. Finance, and Commerce prior to registration 
with the Ministry of Labor. 

The advances in increasing tile prices of goods and services subject 
to control to realistic levels have fallen short of program projections. 
L&spite the freeing in early 1983 of the prices (of certain ~ouds such 
as soybeans, sorghum. and sugar, important items such as milk, wheat 
flour. bread, petroleum derivatives, dnd r-Ice remain subject to price 
control. In February 1983 the price oi regular gasoline was raised to 
tile equivalent of U5$l.Il! per gallon and. until September, tne price wds 
adjusted monthly to maintain this level approximately in terms aof i1.S. 
dollars. The prices of other prtroleum products were raised according- 

ly. Political opposition delayed the planned monthly increases in the 
price of rice until Flay lYK3. Tnr delay, together with a slowing oi 
the rate of price increase from September lY83, has resulted in a pro- 
jected deficit of the state rice marketing agency (tXA\sA) of 0.7 percent 
of CL)?, compared with a zero deficit programed. Similarly, the failure 
to implement the free commercialization oi wheat as planned added to 
the delays in the increases of the prices of other goods marketed by 
ENCI that are expected to result in a deficit uf that enterprise of 
il.4 percent of GDP instead of a balanced position as had been programed. 

The policy of adjusting controlled prices with inflation. or faster 
than inflation in those cases requiring corrective price increases. came 
under strong criticism in 11183 as collrributin,: to tile maintenance of d 
high rate <of inflation. As was mentioned above.’ in Auz+sr 1933, in a 
major policy cndn$r, tne price increases for re:+lar iasolinr, elrctri- 
city, and controlled iood items were slowed substantially below the on- 
,<oil,g race 8.8f int Latic:8n, and the prices #,i ~fr~sene, ,liesel. and liqui- 
fird gas were fruzen until Uecember IYtiJ. This policy sniit was a sig- 
nit’icant factor in the larger tildll rxprctrJ financin,< requirement of tllr 
state trading companies. 
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2. Clunetary policy 

I-lonetary policy during lYY3 was aimed at protecting the balance of 
paymttnts, containing inflation, and improving the efficiency of the fi- 
nancial system. Given the setbacks sustained by the economy, the author- 
ities were not able to achieve their objectivies to the extent antici- 
pated. In particular, containment of inflation was made more difficult 
by the sharp increase in prices of basic commodities because of scarci- 
ties in the early months of lYd3, and by the subsequent divergence of 
fiscal policy from the program. The authorities noted that the overall 
balance of payments performance had been more favorable in the first 
semester of 1983. After midyear, however, with public sector financing 
needs increasing sharply, the loss of official reserves had become 
larger than had been programed. 

The authorities called attention to the advances made in developing 
a more efficient financial system. Interest rate ceilings were unified 
and raised substantially, a certificate of deposit with monetary correc- 
tion on the basis of an index published by the Central Reserve Bank was 
created, effective average legal reserve requirements on soles deposits 
were reduced, regulations governing the operations of different types 
of institutions were made more uniform, rules on foreign participation 
in financial institutions were relaxed, and mergers of financial inter- 
mediaries or their conversion into commercial banks were encouraged 
through tax concessions. tin the other hand, a number of sectors that 
had been affected severely by tne economic recession as well as the re- 
gions stricken by the natural disasters were granted credit subsidies. 
The authorities observed that these special credits constituted tempo- 
rary relief measures that did not run counter to their objective of de- 
veloping a unified financial market. 

Deposit interest rates in Peru have become increasingly negative 
in real terms in lY83, notwithstanding substantial increases in nominal 
interest rates. Moreover, up until September lY83, the policy of depre- 
ciating the sol at least in line with domestic inflation resulted in 
higher returns on U.S. dollar denominated assets. As a consequence, 
the trend toward dollarization of domestic financial savings continued 
during 19d3. The authorities are concerned about this trend as foreign 
currency deposits at domestic banks represent a potential claim on 
Peru’s international reserves. They noted that in April lY83, at a time 
when a few local banks experienced financial difficulties, the volume 
of dollar deposits in the banking system declined by 10 percent, with 
a corresponding adverse effect on the level of international reserves. 
In subsequent months, the autnorities aimed to restore confidence by 

bolstering the level of gross international reserves of the Central 
Reserve Sank througn sales of sliver (lJS$b7 million) accumulated in the 
lY7Y-811 period and by borrowing from the Andean Reserve Fund (USS195 
million). The authorities were of the view that these operations, 
together with the purchases under the extended arrangement, had helped 
to Stabilize the market for dollar deposits in Peru after April 1983. 
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l The authorities stated that they intend to continue pursuing poli- 
cies to improve the efficiency of the financial system. They realize 
that the unexpected acceleration of inflation in 1983 gave rise to pro- 
blems sunder their policy of setting interest rate ceilings on the basis 

(IF projected inflation. To avoid setting unrealistic interest rate 
ceilings in the future, the authorities have bren reassessing their 
strategy with the objective of giving market forces a greater role in 
the determination of interest rates. 

3. Wage policv 

In order to curb pressures from the side of wages. the authorities 
reduced the rate oF increase of salaries of government employees to 
below that of inflation. As a result, the average remuneration of 
civilian personnel employed by the Central Administration is projected 
to decline by 25 percent in real terms in 1983. following a 15 percent 
decline in 1982. At the higher salary levels, the decline was mitigated 
to some extent by a policy of special increases for certain categories 
of skilled civil servants with a view to retaining or attracting quali- 
fied personnel. Moreover, health workers, teachers, police, and the 

dtlfense forces have received substantially higher wage increases in 
lY83.11 - 

Ila,<r policy for the nonunionized private sector in 1Y83 continued 
to emphasize the protection of the purchasing power of the lowest paid 
workers. However. because the salaries of a number of public officials 
are determined as multiples of the minimum wage, the latter has not 
been changed frequently tn avoid unplanned budgetary expenses. As a 
substitute, wazes in the nonunionized private sector have been guided 
since Febtuary 1933 by a unit of reference, fixed at a Level somewhat 
above the minimum wage. This unit of reference has been increased at 
a rate somewhat below the rate of inflation in 1983. 

The authorities have little influence over the outcome of collec- 
tive bargaining. The Ministry of Labor can intervene to resolve con- 
flicts over renewal of contracts. In doing so, the Ministry takes 
into accotunt the financial situation of the firm and the wage level of 
the empLoyees and attempts to avoid substantially divergent wage settle- 
ments among industries. In addition. the Ministry has attempted, with 
little apparent success, to restrain wage increases in firms considered 
pacesetters hy using moral suasion during the negotiation process. 

Hrginninz in October 1982, as part of the effort to control the 
public sector wage bill, the Government instituted controls over new 
hirim: and guidelines for wage incteases. This initiative was reinforced 
ii1 April and June 1983 with decrees requiring that proposals for salary 
increases and promotions be submitted to the Ministry of Economy, 

l/ A detailed analysis of the wage determination process in Peru is 
contained in Appendix I of the accompanying report on Recent Economic 
Developments. 
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Finance, and Commerce for approval. In August a decree was issued 
stipulating that all increases in salary or supplemental pay of public 
enterprises, whether or not subject to collective bargaining, had to oe 
submitted for approval to the Ninistry of Economy, Finance, and Comrrce 
and instructing the Ministry of Labor to reject any collective bargain- 
ing agreement in the public sector not approved by the rlinistry of 
Economy, Finance, and Commerce. The authorities expected that the 
August lY83 decree would provide them with a way of limiting the wage 
increases in public enterprises. Limiting such increases had become a 
high priority as a number of the large enterprises have negotiated wage 
contracts that involve full indexation with respect to past inflation. 

4. External sector policies 

Interest and exchange rate policies are closely linked. The author- 
ities noted that their exchange rate policy up to the end of August 
1983 had involved depreciation oE the sol at Least in Line with domestic 
inflation. This policy had not been conducive to acnieving interest 
rate parity, Largely because inflation exceeded the ceiling maintained 
on domestic interest rates by a substantial margin. Freeing interest 
rates under such an exchange rate regime would have resulted in domestic 
real interest rates higher than those abroad. 

Faced with mounting domestic pressures, the authorities announced 
on August tl a new exchange rate policy to take effect on September 1, 
1983. The sol was depreciated by b percent and a preannouncrd path of 
the exchange rate of the sol with respect to the U.S. dollar, involving 
a slowing of the rate of depreciation by about one half, was established 
for the period September-December 1983. The authorities were of the 
view that the slowing of the rate of depreciation, in conjunction with 
the partial freezing.of controlled prices, would brake inflationary 
expectations and change relative interest rates in favoc of domestic 
interest rates, which at the same time were raised by 5 percentage points. 
In late September 1983, in response to the staff’s misgivings about the 
new exchange rate policy in view of the need to preserve competitiveness, 
the authorities initiated a reassessment of exchange rate policy. 

The authorities have resisted strong pressure to impose exchange 
retrictions and to raise the level of protection of domestic industry. 
The exchange system has remained free, and the authorities have rejected 
demands to ban or otherwise restrict imports. Ilowever, in (larch lY83, 
the temporary impart surcharge imposed in early 1982 was changed frow 
15 percent of the import duty to 10 percent of the c.i.f. value of 
imports, thereby raising the average unweighted tariff from 36 percent 
to 41 percent. The staff concurs with the authorities tnat both the 
original measure and its recent modification were taken for fiscal 
rather than balance of payments reasons. Given the difficult fiscal 
situation, the authorities did not expect that the temporary additional 
duty of 10 percent could be eliminated in the near terul. However, they 
plan to continue reducing the tariff disparity through the elimination 
of duty exemptions. 

l 
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Since the late 1970s. the authorities have supported nontraditional 
exports through d number of incentives. A direct subsidy in the form 
of tax payment certificates is paid on the f.o.b. value of certain non- 
traditional exports at a rate up to 22 percent, or up to J2 percent if 
the product originates outside the Lima-Callao area. In addition, the 
Central Reserve Bank provides conccssional financing to exporters of 
nontraditional products. In mid-September lY83 textile products sold 
to the United States became ineligible to receive these export facili- 
ties in order to induce the United States to withdraw the countervail- 
ing duties iaposed on such products in early lY83. The authorities 
plan to review the system of export incentives with the objective of 
ensuring that support for nontraditional exports is in accord with con- 
ventions under the General Agreement on Tariffs and Trade. 

External debt management is accorded high priority by the Peruvian 
authorities. ‘They noted that substantial progress had been made in 
establishing control over external borrowing by the public sector. 
Since lY81 the contracting of medium- and long-term debt had bea 
brought under the control of the General Directorate of Public ZreJit 
(GDPC)l/ and, in late 1982, GDPC’s control had been extended to short- 
term debt. Public sector enterprises were required to register their 
short-term external indebtedness (except export prefinancing) with GDPC 
and to obtain GOPC’s approval for the renewal, rollover or consolidation 
of such debt. Starting with 1983, public sector enterprises had to sub- 
mit annual short-term borrowing programs (excluding export prrfinancing) 
to GDPC for approval. axle of the conditions for such approval is that 
new short-term debt way not be cancrlrd tnrough deot consolidation. The 
authorities also reported that, thanks to technical assistance financed 
by chr d’orld Bang. reporting delays on the disbursement of medium- and 
long-term loans have been reduced substantially. Considerable efforts 
have also been made to restructure the existing debt in an attempt to 
alleviate the debt service burden, as described above. 

The stock of total external deht outstanding in mid-H83 amounted 
to about USSlE.7 billion, equivalent to 76 percent of GDP.21 Service 
payments on public and publicly guaranteed dent have risen considerably 
since 1979. and in 1983 are estimated at 55 percent of exports of goods 
and services. Projections of public and publicly guaranteed debt 
service on the basis of debt contracted through end-June lY83 and the 
expected level of new disbursements over the next five years indicate 
that the debt service ratio will remain approximately at this level 
(Table 7 ). In view of the hi&h external debt burden, the authorities 
reaffirmed their intention to reduce Peru’s reliance 011 fureign burrojl- 
ing cnrough policies wnich pronocr domestic savings, aud to shift 
increasingly toward multilateral sources of finance, which 11urmdl1y 
carry easier terns tnan foreign mrket borrowing. As to otner turrign 

11 For a description of control procedtirrs, see S14/aZ!.!ll, pp. 55-50. 
3 The growth in the debt/GDP ratio in IYtiJ is strongly affected by 

the drop in real Gur and tnr acceleration in the r-ace of depreciation 
of the sol. 
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Table 7. Peru: P”bl,C sector External Debt service Payments. 1979-88 l 
(h millions of U.S. dollars) 

Projected 
1979 ,980 1981 1982 1983 ,984 1985 1986 1987 1988 

1,135 1.511 1,5?n 1,106 1.258 1,387L,937 

1,006 
129 
(79) 
(50) 

1.209 
302 

(119) 
(183) 

1.312 
208 
(46) 

(162) 

1,048 

G"8, 
(IO) 

1.164 
94 

(94) 
c--j 

1,446 

1,326 
120 
(87) 
(33) 

* 

I, 108 
177 

(II?) 
(65) 

I,Lbl 1.754 1,786 
226 183 179 

(161) (151) (179) 
(65) (32) c--j 

544 - 721 - 1 222 

384 

% 
(71) 

70 

492 

(12, 

(59) 
82 

525 

(:I, 
(45) 
109 

713 - 

530 

(48;) 

(35) 
100 

R24 - 

661 

& 

(37) 
74 

1,0h8 

903 
95 

(66) 
(29) 

70 

1,047 
105 

(79) 
(26) 

70 

1,679 ?.178 m 1,819 2,082 * 2.507 

1.390 1,701 1,037 1.578 1,825 2,229 2.155 
219 395 295 141 183 215 282 
(98) (153) (88) (96) (146) (153) (191) 

(121) (242) (207) (45) 07) (62) (91) 
70 R? 109 100 74 70 70 

2.209 2,787 2.774 
320 258 235 

(230) (206) (220) 
(90) (52) (15) 

70 70 70 

39.5 45.1 53.1 43.4 55.3 58.9 53.5 52.0 58.7 

(26.7) (31.3) (36.0) (26.4) (33.4) (33.9) (27.4) (27.8) (36.5) 
(12.8) (13.8) (17.1) (17.0) (21.9) (25.0) (26.1) (24.2) (22.2) 

67.8 54.2 48.5 56.0 82.3 . . . 
4.0 3.9 3.6 3.6 4.9 . . . 

. . . . . . . . . 
. . . . . . 

1.114 

988 

(2:) 
(15) 

70 

53.8 
(34.3) 
(19.5) 

. . . 

. . . 



creditors, tne authorities intend to seek debt relief on maturities 
fallin,: due in 1984. A~rermrnts in principle have already been reached 
with the Paris Club and the USSR. 

5. elements of structural adjustment 

A major aim of the program under the extended arrangement is the 
improvement oi the efficiency of the Peruvian economy. So far progress 
reward this objective has been uneven. Sizable corrective increases 
in relative prices have been implemented, nut since September lY83 
slippages have occurred, as described in previous sections of this 
rt!port. Significant advances nave been made in exposing the Peruvian 
economy to fsrri,qn competition, but the imposition of a 15 percent 
telnporary tariff surcnargr in early 1YSL and its subsequent conversion 
into a 1iJ percent import tax in llarcn lY83 were steps backward. 

t&cent devrlapments in Peru nave brought into focus the nerd for 
greater efficiency as a means of fostering economic growth. In this 
rqard, the authorities noted with concern that a number of rigidities 
ill the labor market, including crrrain aspects of the legislation 
c,,vrring employmrllr stability and participation of labor in managemrnc 
and profits, have hampered manufacturing enterprises in achieving tne 
de:<ree of operational flexibility that seems needed. The authori ties 
also were concerned about the adverse effects of existing policies with 
regard to controlled prices, state marketing, and land ownership on the 
recovery and future growth of the agricultural sector. The authorities 
shared ttle staff’s view that to enhance dolnestic saving and capital 
formation required not only the re-establishment of financial stability. 
but also tile progressive elimination of structural rigidities in the 
~c‘~“o,my. ~lrnce, they have embarked on a full review of existing laws 
dffrctin industry and agriculture with the intention of introducing 
corrective action. 

‘The z.uLhnrities’ commitment to structural changes forms the basis 
tar a structural adjustment loan from the World Bank that is expected to 
be discussed by the Eank’s Lxrcutive 6oard in the coming months. ‘The 
structural politics supported by this loan are fully consistent with 
the pro<ca under the extended arrangement and include tl!e elimination 
of subsidies on publicly provided goods and services; mutually consistent 
inLrrrst rate and exchange fate pulicies that rely on market mechanisms 
and ensure competitiveness; continued trade liberalization; improved 
agricultural priclni: k’ullcies cuuplrd with clear land tenure laws and 
an enhanced flow of unsubaidized credit; and a shift til more labor- 
intrnsivr ;~&?tnods u,f pruJuction by reducing the anti-labor bias of Che 
c-urrent system. 
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111. Staff Appraisal 

Given the slippages in policy implementation in IY82, the program 
for 1983 was designed to return to the path contemplated in the extended 
~rlY~llg~Ol~“t. The adjustment in 1963 was to be carried out ac a time uf 
unfavorable external conditions. Export earnings were projected to oe 
affected by weak world demand, and access t9 world capital nnarkrts was 
expected to remain limited. In early 1Y83, Peru’s economic prospects 
deteriorated further as unexpectedly severe weather cunditions led to 
sharp declines in production in agriculture, fishing, mining, and petro- 
leum extraction. It is currently estimated that real GDP may drop by 
7 percent this year. whereas a modest increase had been proJected 
earlier. 

Scarcities of basic commodities in the first months of IV83 led to 
a sharp increase in the rate of inflation, from 73 percent during 19d: 
to an annual rate of 1Si.l percent in Lhe first six mon~ns of lJd3. Sub- 
sequently, the inflationary momentum was sustained by a growing deficit 
ot’ the nonfinancial public sector. 

The majar elemrn~s in the projeccrd deterioration of the public 
finances in 1933 to more than double the programed level of approximatr- 
1:; 4 percent of GOP are (i) a sharp drop in tile ratio of central admin- 
istration reven”es to GDP. (ii) an increase in defense expenditures in 
relation to MP, (iii) emergency expenditures in the disaster stricken 
areas ( and (iv) a deterioration of tne iinancial periormance “f the 
public enterprises, in part because of the delayed implementation of 
increases in the prices of a number of controlled food items and the 
partial freezing of controlled prices since September 1983. 

The larger than programed deficit of the nonfinancial public sector 
in 1983 has led to the temporary incurrrnce of substantial domestic 
payment arrears and--especially following their elimination in the 
third quarter of this year--t% crowding out of the private sector in 
the financial markets. The result has been that the monetary program 
has come under considerable strain. In the first semester of lYn3, the 
monetary authorities kept the growth aof credit close tti the program 
path by reducing the amo”nt of credit available to the private sector 
in real terms. Since midyear, however, the financing requirements of 
the nonfinancial public sector have led to a larger than progr.>med 
credit expansion and a loss in net ofiicial reserves. 

A tiumber oi advances have been made this year in developing a more 
efficient financial system, inc1udin.s the unification uf interest rates, 
the creation of an indexed saving instrument, the reduction of effective 
legal reserve requirements, and the relaxation UC requirements tar entry 
into the domestic financial system. HOWl?Ver, these advances were t<, 
some extent offset by an expansion #of subsidizrd credit lines by tne 
monetary authorities, p”rtfoliv requirements to channel credit to agri- 
culture. and the maintenance of negative real deposit rates notwitll- 
standing substantial increases in nominal rates. 
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The exchange system has continued to be free from rrstrictlons in 
1983 but the level t,f prutection against imports has increased somewhat 
as a result of the effective increase in the tempornry import surcharge. 
In the January-August 19d3 period tnr sol was depreciated in real rffrc- 
tive terms by 8.5 percent. Howe ve r , in a major policy reversal, the 

rate of depreciation of the sol was reduced by apprtixi#nately one halt 
in September 1983 as the exchange rate was preannounced through the 
end of 19a3. 4t the same time, the adjustment of controlled prices was 
either suspended or slowed substantially. The aim of these measures, 

ostensibly, was to reduce the rate oi inflation. llowevrr , the result 
has been that subsidies have reappeared and Peru’s external competi- 
tiveness has been endangered. 

Tne duthoritirs leave (made further prdgrrss in rstdblisiling cuntrul 
over external borrowing: D)’ the puolic sector and in monitoring loan dis- 
bursements. They rrallzr that the hi&h debt service burdrll and intrr- 
national capital market conditions require increased reliance on domestic 
SC3VlIlgS. 6ryond efforts to promore sucn savin,<s, the authorities intend 
to rely increasingly on concessional loans from the multilateral devel- 
opment banks and tu seek iurtner debt relief from their ucner foreign 
creditors. Member countries of tne Paris Club and socialist countries 
already have indicated their rrddiness to provide debt relief for Peru 
in lY84 and the authorities have recently announced that they will also 
approach tnrir fureign banks creditors. 

The root cause of the major deviation from tne program path in IY8J 
is the weak performdncr of the nJnfinancia1 public sector. me magni- 
tude of the deterioration of the public finances became known only 
with a lag because of the inadequacy uf the reporting system. AS d 
c”“seq”e”ce, the development of remedlal measures was delayr.l, and the 
imbalances became very large. The staff recommends that the authorities 
improve the reliability and timeliness of data in order to strengthen 
monitoring and implementation of economic policy. 111 this re<:ard, tnr 
authorities’ requests for tecnnical assistance in the fiscal dnd mone- 
tary areas and for the +issignmellt of a Fund resident representative ill 
Lima are welcomed by the staff. 

Tne staff ur::es t:le duthOrlti.2s to ta&e stfon:: fisCd1 action 
covering both revenue and expenditure KU contain the fiscal imbalance 
loomin in tnr remainder Iof 1963 and t u se2t tile stage for an i.nprdveaent 
in the public finances in 1984. dowever. fiscal measures alone will 110~ 
be suificirnr to rr-establish the economic pro~rd~. iler1surrs in t:llj 
area nerd to be accompanied by the pursuit 01 a tight munecary policy 
geared to tile contHinmel>t e~f inflatif,l~. tl~r recurl, ci> 4 r*Alijtic e’i- 
change rate policy so as to restore competitive!less, tl,e implrmencatlon 
uf marKet-oriented interest rats policy. dnd tile 4dj4stlnent oi prices 
of goods and services sold by the public sector. 

These actions Imust br complemented oy policies rrducin,: substdn- 
tia.lly the riziditirs that currently constitute imprdimrncs to produc- 
cion in Peru. i’hrsr rigidities include laws :<u4rantcring clle stability 



of employment and the participation of labor in profits and management, 
arr~n&ementS for waze indexation, laws governing agricultural land 
property, and extensive State participation in commercial activities. 
Yhe eirects of cnese rigidities nave been examined by the dorld dark, 

and a Structural adjustment Loan is being contemplared in Support of 
measures in these areas in order to improve economic efficiency. 

In view of the need for substantial and far-reaching policy changes 
LO stabilizr the Peruvian ecmomy, the staff considers that the prin- 
cipal policy actions in the fiscal, exchange rate, interest rate, and 
pricing rields Should be put in place before further consideration is 
given to continued financial support from the Fund for the program of 
tne duthorities. 
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Fund Relations with Peru 
(As of September 3U, lJd3) 

ATTACHMENT I 

Article VIII. 

SDK 24” milli,,n. [Proposed ;laxinum e?uota of 
SDR 33U.9 million under the Eighth General &view.) 

:lill ions Percent 
As of September 30, 1983 of SDKs of Iquota 

Total Y30.76 37s. 3b 
Of which: under CFF (199.90) (81.:b) 

EFF (Lll.UY) (d5.81) 
SFF (164.78) ibb.YY) 
E,ut (53.Yl) (Z1.91) 

rloldings: SUK lb.39 million or 17.95 percent of 
net cumulative allocation of SDK Yl.32 million. 

September 3U, 1983. S/. 2.041.09 per U.S. dollar. 
The exchange rate fnr the sol in the official 
market is adjusted on almost a daily Ibasis, and 
the regime is classified as other managed float- 
ing. Transactions wlth certificates of deposit 
denominated in dollars provide a parallel 
market with a freely determined exchange rate. 
As 0i August 31, 1383, tnis certificate rate wds 
1U.l percent above the official rate. The repre- 
sentdtive race Ear tnr sol is the midpoint 
between buying and selling rates in the official 
market. Since April 30, 1963 tne Fund’s holdings 
of soles have been acc”unteJ fur at the rate of 
SDK i~l.WJUbd7Y7Y per sol. or S/. 1,451.53?74 per 
SDK. 

Peru has received gold amounting to IU5.2bb.981 
fine ounces in four distributions. 

Peru received a tot41 “f tJS$lY.>3h million ii1 tile 
period July 1. IY7b-July 31, 1980. 

The IYdL Article iV c,>nsultdcion discussions were 
c”ncludrd on Uecrmbrr 1, lY82 i~Ml/d2/155). 
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Central administration finances 1979 

Prel. Proj. 
1980 IYXI 19MZ 1983 (billionsof soles) -- 

1,019 I.523 2,493 3,655 
I.160 1,938 3,03&i i,27b 

KeVenUeS 
Expenditures 

Current account surplus 
or deficit (-) 

overall deficit (-) 
External financing (net) 
Internal financing (net) 

552 
570 

1lU 
-18 

46 

-28 

121 IY 5 -YY6 
-141 -415 -545 -1,bEl 

23 -9 4?)7 . . . 
118 424 13x . . . 

v (millions of ll.S. dollars) 
Merchandise exports, f.o.b. 3,676 3,916 3,249 3,?Y3 2,953 

-3,OYlJ -J,HU? -3,787 -2,825 Merchandise imports, f.o.b. 

Investment income (net) 
Other services and 

transfers (net) 
8alance on current and 

transfer accounts 
Official capital (long-term 

net) 
Private capital (long-term 

net) 
Short-term capital and 

errors and omissions (net) 
Allocation of SDKs 
Change in net officidl 

reserves (increase -J 

-1.954 

-931 

I52 

Y53 

b17 

39 

-909 -1,!J19 -1,012 

-18 -156 -143 

-101 -1,723 -l,b’+g 

371 38X YY4 

91 .!blJ ?IJ5 

JYb 44x 534 
23 21 -- 

-77u 511 -184 

June JU LEC.ll 

-1.196 

-31 

-l,UJ9 

1 , blJO 

-14 

‘2 

-1,571 

-22 

-7&Y 
-- 

.!bY i!/ - 

International reserve position 

Monetary authorities (gross) 
Monetary authorities (net) 
Kest of banking system (net) 

June JU 
1YML 1YXL IYXJ 

(millions of SlJKs) 

1,580.b l,bblJ.IJ I,Ylb.7 

539.3 7011.' 4W.b .!/ 

51J.b 15.3 -475.8 21 

l/ In relation to the stock of money and quasi-mollry at tne beginnIng 
of~tlv.2 Period. Excludes contra-entry of $01: allocations. 

/ Includes the assumption of guaranteed nonbank short-teru foreign 
debt by domestic banks as provided oy the agrrarnt with foreign commrr- 
cial banks. 
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