DOCUMENT OF INTERNATIONAL MONETARY FUND
AND NOT FOR PUBLIC USE FOR

AGENDA

EBS/83/236

CONFIDENTIAL

November 3, 1983

Tos Members of the Executive Board

From: The Secretary

Subject: Peru - Staff Report for the 1983 Article IV Consultation

Attached for consideration by the Executive Directors is the
staff report for the 1983 Article IV consultation with Peru, which has
been tentativelv scheduled for discussion on Monday, November 28, 1983,

If Executive Directors have technical or factual questions

relating to this paper prior to the Board discussion, they should centact
Mr. Flickenschild, ext. 7308l.

Ates (1)



CONFIDENTIAL

INTERNATIONAL MONETARY FUND
PExU

Staff rReport for the 983 Article LV Consultation

Prepared by tne wWestern Hemisphere and the Exchange and lrade
Relations Departments

(In consultation witn the Fiscal Affairs, Legal,
and Treasurer's Departments)

Approved by E. Wiesner and l{anuel Guitian

November 2, 1983

The Article IV consultation discussions with Peru were held in

Lima in the period September 6-20, 1983. Represenratives of Peru in

these discussions lncluded the Ministers of Economy, Finance, and

Commerce; Agriculture; Labor; Industry, Tourism, and Integration;

and Energy 4and HMines; tne Vice Ministers of Lconomy and of Finance; the

President, Vice President, and General HManager of the Central Reserve
. Bank of Peru; and tne President of the Wational Bank and tne External

Debt Committee. The mission chief was received by the President of

tne Republic. The staff representatives were ilessrs. van liouten (dead),

Flickenschild, Jaramillo-vallejo, Leimone (all WHD), Sheeny {(ETR), and

ls. Fuentes (Secretary — BLS8). Additional discussions with a Peruvian

team headed by the Hinister of Economy, Finance, and Commerce were

held at neadyuarters during the period september 26-Uctober 5, 1983.

Peru has accepted the obligations of Article VIII, Secticns 2, 3
and 4, The previous Atrticle IV consultations were conducted in Lima
in August 1982 and were concluded by the Executive Board on bDecember 1,
1982,

L. Performance under the Extended Arrangement, Recent Economic
Developments, and Short-Term Prospects

On June 7, 1982 Peru obtained financial support from the Fund in
the form of an extended arrangement amounting to SDR 650 wmillion, or
the equivalent of 264 percent of Peru’s quota, for a period extending
through May 1985, As of Seprember 30, 1983 Peru had purchased SDR 265
million, the full amount it was entitled to under the phasing provisions
of the extended arrangement.

The program underlying the arrangement, including the quantitative

. performance clauses for the period through February 248, 1983, was
discussed in the document on use uof Fund resources——Extended Fund

Facility (EBS/82/77). Performance during the first program year and



the quantitative performance clauses for the period llarch 1, 1983- .
February 29, 1934 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 of
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 managzement, 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.

During the first programming period, running through February 23,
1983, the performance of the Peruvian economy was mixed in terms of
progress toward attaining the basic objectives of the program. Real
GDP rose by less than | percent and the lL2-month rate of inflation
remained unchanged at 73 percent. The overall balance of payments
registered a small surplus, however, principally because net capital
inflows to the public sector were considerably higher than had been
expected. Recourse 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 detficit of the
nonfinancial public sector in 1982 tnat was considerabply in excess of
the planned level (8.6 percent of GDP compared with 4.2 percent).i/

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 1Y82 to 5.2 percent in 1983
{(Table 1).2/ To help achieve this reduction, the program contemplated
continued FlexiDiLity 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 1982 to close to 4.U percent.
Prudent demand management and wage policy were to hold inflation in
check.

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

2/ Excluding US$5146 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 GLUP.
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le Performance under the extended arrangement in 1983

Faced with the sericus difficulties caused by natural disasters,
in early 14983 the Peruvian authorities cut public spending, tightened
credit and interest rate policy, and increased the rate of depreciatioun
of the sol to a pace somewhat faster than the rate of change of domestic
prices. official data initially indicated that the performance criteria
as of HMarch 31, 1983 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 March 31,
[9533 and the net indebtedness of the nonfinancial public sector exceeded
the limit set for that date (Table 2).

vuring the second quarter of 1983, rfiscal management became more
difficult. Central administration revenues ran below projection; thne
upward adjustnent of a number of controlled prices lagged behind what
had been planned; emergency spending in the stricken regions was under-
taken; and special wage increases for the domestic security forces were
sranted. Again, official data initially indicated that the pertormance
criteria for June 3J, 1963 had opeen met. dowever, subseguent revisions
oI the data revealed that tne limit on the net indebtedness of tne non-
financial public sector had been exceeded. The relatively small devia-
tion from the limit understated che extent of the fiscal problem as
domestic payments arrears (the only type of "financing” not explicitly
taken into account in calculating the total of net indebtedness of the
nonfinancial public sector under the 1Y43 program) rose by 3/. 130 bil-
lion {equivalent to U.5 percent of GUP) during the second quarter of
1983, Resort to such financing meant that the prodram ceiling was less
effective than had been intended.

3 Recent developments and short—term prospects

The economic situation of Peru during the first nine months of 1983
was characterized by a deep recession and an acceleration of inflation.
I'ha most visible factors accounting tfor the recession and the increased
rate of inltlation were the natural disasters which have plagued Peru
this vear., The combination of flooding in the coastal regions of
nortnern Peru and drought conditions in the southern highlands resulted
in large losses of agricultural output. HMud slides interrupted communi-
cations and electricity supplies, causing declines in mining and petrol-
eum output and contribucing to a drup in mauufacturing production. 1In
addiction, a shift in vcean currents resulted in a precipitous drop in

tho tien ra
g Tlsh <a

teh,
The decline 1n productilon stemming trom the natural disasters com-—

pounded a situation characterized by weak external demand for Peruvian

e¥ports, 4 miarked LighCening of external capital marxets, and an inflex-

ible domestiec productive apparatus on account of rigidities in the

labor and capital markets, inadequate lepislacion governing land tenure,

and conflicting signals to the export sector. As a consequence, real




Table 2. Peru: Performance Under Extended Fund Arrangement

1983 1/
tar. 31 June 3Q
(In billions of soles)

Total net indebtedness of

nonfinancial public sector
Limit (adjusted)2/ 11,054.0 11,295.0
Actual - 11,073.0 11,308.0 3/
Margin -19.u -13.0
Net domestic assets of the

monetary authorities 4/
Limit (adjusted)2/ 1,219.u 1,209.4
Actual - 1,205,2 9Ub.
Margin 13,8 363.v

(In millions of U.5. dollars)

Net internaticonal reserves of

the monetary authorities 4/
Target {(adjusted)2/ -210.0 -176.U
Actual - ~241,3 48.6
Margin -3l.3 224.6
Contracting of foreign debt
1-5 years

Limit 300,0 300.0

Actual Bl 86.8

Margin 292.0 213.2
=10 years

Limit 1,250.0 1,250.0

Actual 23.0 948.3

Margia t,227.0 301.7

1/ Accounts denominated in foreign currency valued at US31=§/. 1,250,

E/ In accordance with the program provisions.

3/ Domestic payment arrears were not explicitly included in the
program definition of the stock of net indebtedness and hence are
not included here. [he identified increase in such arrears amounted

to 5/. 130 billion during the second quarter of 1983,
j/ Central Reserve bank and Banco de la Hacion.



GDP for 1983, which in January 1983 was projected to rise by about
1/2 percent, was revised downward progressively to show a decline of
about 7 percent (Table 3).

Table 3. Peru: Rates of Change of sSelected Economic Indicators

{In percent)

Proj.
1979 1980 1981 1982 1983

Real GDP 3.8 3.0 3.1 Ue 7 -0.8
Nominal GDP B3.6 6l.7 bY.7 63.4 97.3

Consumer price index
(becember—-December) bbe?7 oU. 8 12.7 72.9 132.3

Exchange rate depreciation 1/
(December-December) 27.6 36.6 4343 95.3 129.5

Terms of trade index 40.7 9.7 -15.3 -13.6 4.7

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

i/ In terms of soles per U.5. dollar.

Inflation during the first nine months of 1983 rose to an annual
rate of 130 percent, up from 73 percent in 1982. In the early menths
of 1983, the acceleration of inflation retflected 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. fRevenues continued
to lag because of the drop in production, emergency outlays were ini-
tiated in the northern regions of the country, and defense and douwestic
security expenditures were raised in response to provincial unrest.
While 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 indexation 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 1983 the .
private sector was permitted to import and trade wheat. Iiowever, because




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. IHonthly increases in the
price of rice were introduced only in May 1983, instead of in January

as programed. The retail price of regular gasoline was increased in
February 1983 to the equivalent of US$l.10 per gallon and kept at
approximately that level until September; prices of other petroleum
derivatives were raised proportionately. In september, as part of a
plan to slow inflation, prices of diesel fuel, kerosenc, and liquified
Zas were frozen until the end ot Y83, and the increase in the price

of gasoline, other oil derivatives, and electricity rates was limited

to approximately one halt the rate of change of rhe immediately preced-
ing months.

During the third quarter of 1943, the deviation of the public fi-
nances from the programed path became substantial. In the absence of
corrective policy actions, it is projected that the overall deficit ol
the public sector in 1983 will exceed Y percent of GDP, more than double
the programed level (Table 4).l/ 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 of lower tax revenues,
emergency spending on disaster relief, additional outlays for defense
and domestic security, and higher interest payments. The deterioration
in the rest of the public sector's financial performance arises fronm
delayed price increases, higher wages and salaries as well as investuent
outlays., The increase in the overall deficit is projected to be [inanced
mainly by larger than programed external refinancing from socialist
countries and the banks, use of the counterpart of the debt relief
obtained from the Paris Club by the nonfinancial pupliec sector,2/ and
larger than programed disbursements of suppliers credits. -

The net domestic assets of the monetary authorities, whicn were
generally kept below the program ceiling during the first quarter of
1983, began to expand quite rapidly in day and June. Hevertheless, the
net domestic assets were held below the prograwm ceiling oa .June 30
thanks to the disbursement to the vovernment of US$2UU million in
bridge financing from foreign banks. LlUuring the first semester two
financial institutions in Peru experienced difficulties and were lijul-
dated or absorbed by other financial instictutions. “These difficulties
reportedly led to some unease on the part of the general puplic that
was reflected in a drawdown of dollar certificates of deposit by about
L0 percent in the first four montns of L1Y43, contributing to a lower
than expected growth in bank liapilities to the private sectur {Table >).
since midyear, tne net domestic assets of the munecary duthorities

1/ Hore than 1/2 percent of GDUP of che deterioration results frow
the decrease in the denominator of the ratio.

2/ The ovriginal prugram had foreseen thdt Paris vlup relief would
accrue to the monetary authorities. Appropriation of that reliet by the
nontinancial puplic sector constitutes a depdarture from tile originagl
understandings reachned.



Taole 4. veru: uperations of tne Jonfindncial Public Sector

(As percent of GDP)

1979 1930 1981 1982 Prog. Proj.

Central administration current

revenues Ld.0 20.5 i8.1 18.1 lée.u 13.5
[ncome tax TN Gl 3.9 3.7 3.0 2.4
Tax on goods and services 7.4 740 7.3 8.5 Be7 7.1
Import tax 2.2 3.2 3.8 3.5 3.1 2.7
Export tax z. 2.5 1.4 Ve a3 Ue3
Dther tax and nontax 1.5 l.1 1.5 1.5 U.Y l.u
Central administration current

expenditures Lasd 13.1 L7.4 13.0 15.0 17.1
Wages and salaries 4.0 4.8 543 5.2 4.5 4.5
Gouonds and services Ut U.7 Ued U3 1.1 V.8
Hilitary outlays 1/ 3.2 4.7 4.4 5.4 3.8 4.4
Interest (o 4,3 4.5 4.1 G0 4.7
Transters 2a1 3.0 3.1 2.5 2.2 2.7
central administration current

account surplus or deficit (-) 3.6 2.4 U, 2 U.l Ja5  —=3.b
Rest of public sector current

account surplus or deficit {(-) Uo7 —Ued Us7 Ul 2.3 U.5
Puplic sectur current account

surplus or deficit (- 4.3 2.0 U.9 Us 2 2.8 -3.1
Capital expenditures

{net of capital revenue) ba.l) B Y,.3 J.98 ) 3
ventral administration 3.2 5.3 5.1 3.0 3.1 2.
Rest of public sector L. 3.1 4.2 48 3.8 4.0
uverall public sector

defiCit (_) _107 bl $ Y —6.4 -8.0 _"l'ol _904
Central administration —iJ.b -2.9 —4.9 -3.9 =-2.0 -b.U
Rest of public sector l.l  =3.5 -3.35 -—4.7 =l.5 =3.3
Financing 1.7 b« Ba4 Beb 4.l 9.4
External neb 2.1 1.1 7.8 3.2 3.3
Internal -4.9 4. 7.3 Ue8 0. Y 0.6
flemorandum item
Total expenditures 51.5 bi. ] 99.7 57.5 e -

Sources: Central teserve sank of Peru; and rund staff estimates.

1/ Includes wages and salaries of military personnel,



. Tabhle 5. Peru: Changes In Monetary Indicators

(In percent, or as indicated)

Dec. 1978~ Deec. 1979- Dec. 1980- Dec. 1981- Dec., !981- Dpec. 1982-
Dec. 1979 Dec. 1980 Dec. 198] Dec. 1982 June 1982 June 1983

A. Monetary Authorities 1/

Net 1international reserves
(in millions of USS) 1,577 771 =611 184 -60 -261 2/

Net domestic assets 3/ -259 -11 79 17 16 3s

Liabilities to the private
sector 87 96 16 35 6 -

B. Banking System

Net international reserves
(in millions of USS} 1,564 707 =590 134 -85 =752 4/

Net domestic assets 3/ -7 58 68 42 19 24

Net c¢redit to the nonfinan—
cial public sector 5/ =33 n/ 60 77 -— -9 4

et credit to the private
sector 57 77 91 53 33 28

Liabilities to the private
sector an 8b 51 45 15 4

Memorandum item
Consumer price index 67 61 73 73 in 56

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

1/ Central Reserve Bank and Banco de la Nacion.

2/ 1Includes 1'S579 million increase in external liabilities of the Banco de la Nacion on account
nf a shift from guarantees of foreign short-term debt into direct indebtedness as provided by Peru's
ref inancing arrangement with foreign banks.

gj In relation to the stock of liabilities to the private sector outstanding at the beginning of
the period.

4/ Includes US5923 million increase in external liabilities for the same reason as given in foot-
note 2.

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

6/ Includes reduction of outstanding net bank credit to the public sector as a result of the
assumpt ion by the public sector of part of the forelgn debt by the Banco de la Nacion.
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have exceeded the program limits, mainly reflecting sharply higher banx
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 %3 per-
cent per annum.l/ Notwithstanding the higher nominal rates, the growth
of bank liabilities 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 1982 period despite the much
more rapid rate of inflation--a development that is only partly explained
by the sharp contraction in economic activity. Real 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 accel-
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.S5. dollar denominated certificates of deposit. &dven though reflecting
the rapid pace of exchange rate depreciation, U.S5. 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 l1). 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 6 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 authorities announced that, starting September 1983, the
rate of depreciation of the sol would be reduced substantially below
the rate of inflation along a preannounced path.2/ 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.

L/ The corresponding effective loan rate is 102 percent. On
September 1, 1983, maximum rates on nonindexed deposits were raised
from 55 percent to 60U percent, implying an increase in the effective
annual rate from 71 percent to 80 percent for monthly compounding,

2/ The August 1983 depreciation and the subsequeat change in exchange
rate policy were described in E8S/83/179,
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The current account deficit of the balance of payments in 1Y83 is
projected at 6.6 percent of GDP, lower than the 8.3 percent deficit reu-
istered in 1982 but considerably above the program target (Table o).

The trade balance is projected to shift to a surplus of uU.8 percent of
GLP in 1983, from a deficit of 2 1/2 percent in 1982, mainly reflecting
a drop of 25 percent in iwmports. UJespite the first, small improvement
in the terms of trade since 1980, rhe value of exports in (Y83 is ex-
pected 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 oI agreements have been concluded wicth
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 snhort-term exposure of for-
eign banks to Peru at the level existing on March 7, 1933, and the ex-
tension of a large mediumterm loam to the Government of Peru covering
US$380 million in principal payments falling due in the 12-month period
ending March 6, 1984, and new money of US$450 million to be disbursed in
three tranches before the end of 1943. The first tranche of U3$250 mil-
lion was disbursed in early August. In anticipation of this disburse-
ment, the foreign banks provided the Government of Peru with a US§2uh)
million bridge loan on June 3U, 1983,

With the 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-month period from tlay 1, 1983 to reb-
ruary 28, 1985, The net debt relief accruing to Peru in 1Y¥3 under
this arrangement is estimated at Us3$440 million. The autnorities also
have approached several socialist c¢reditor countries with a request to
reschedule principal and interest payments due in 1983 (totaling Uss2lu
million) and beyond.l/ Even with these arrangements in place, the net
official reserve loss is expected to amount to US$209 million, compared
with the U53179 million deficit that had been programmed..!/ The deficit
may well turn out to be larger because projected disbursements of US§2u0
million from the Foreign banks and US5120 million under a structural
adjustment loan from the World Bank may be delayed until 1984,

II. Report on discussions

The authorities were seriously <cuncerned about the depth o the re-
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.

1/ Details of the renegotiations are described in Appendix VII of
the accompanying report on Recent Lconomic Developments. The terms of
the Paris Club rescheduling are also described in EsS/83/145.

2/ Including a US%79 million 1increase in forei n liapilities of the
Banco de la Nacion previously counted among external loan guarantees.




Table 6, Peru:

Summary Ralance of Payments

(In millions of U.5. dollars)

1983
1979 1980 1981 1982 Prog. Proij.
Current account 953 -101  -1,728 -1,649 -929 -1,09¢%
Merchandise trade 1,722 826 -553 -494 244 128
Exports, f.o.b. (3,676) (3,916) (3,249) (3,293) (3,n30) (2,953)
Imports, f.o.b, (-1,954) (-3,090) (-3,802) (-3,787) (-2,786) (-2,R25)
Investment income -931 -909 -1,019 -1,012 -1,271 -1,196
Public sector (-490) (-479) (-533) (-618) ({(-860}1/ (-740)
Private sector (-441)  (-430)  (-486)  (=394)  (-411Y  (-456)
Other services 10 -165 -317 -310 =102 -266
Transfers 152 147 161 167 2no 238
long-ternm capital 656 462 648 1,199 1,199 1,578
Public sector 617 371 388 994 1,130 1,600
Nonfinancial 2/ (758) (363) (325) (877 (715  (1,468)
Disbursements /1,035/ /1,155/ /1,%22/ /1.872/ /1,895/1/ /2,619/
Amortization /-277/ /-792f /-1,197/ /-995/ /-t,180/ /-1,151/
Financial (-141) (8) (63) (117) (415) (132)
Private sector 39 91 260 205 69 ~22
Direct investment (71) (27) (125) (48) (43 (31)
Loans (-32) (64) (135) (157) (26) (-53)
Basic balance 1,609 36l -1,080 =450 270 479
Short-term capital and
errors and omissions (net) ~67 323 4h9 585 -893 3/ -1,239 3/
Allocation of SDRs 22 23 21 - - -
Overall balance 1,564 707 -590 135 =623 3/ -760 3/
Monetary movements
Nonof ficial reserves 13 63 =21 49 444 49]
Assets (increase -) (h4Y (25) (-44) {-45%) (...) (vae)
Liabilities (-51) (38) (23) (94) (.o (...)
Official reserves -1,577 =770 611 -184 179 3/ 269 3/
Assets (increase =) (-1,315) (-703) (847) (-143) (...) (...)
Liabilities (-262) (-67) (-236) (-41) Cerd) (o)
Memorandum items
As percent of GDF
Current account balance 6.9 0.6 -8.7 -8.3 -5.2 -6,
Exports 26.6 22,7 16.4 16.7 17.0 17.7
Imports 14,2 17.9 19,2 19.2 15.6 16.9
Sourca: Central Reserve Bank of Peru.

1/ 1ncludes US5146 million of interest payments expected to be rescheduled.
2/ Tncludes rescheduling of public sector deht,
3/ oricinal overall balance target of deficit of USSI0N millien In 1983 has
been adjusted to reflect US5523 million of nonbank external debt assumed by the

banking system in the first half of 1983,

0f this amounr, US$79 million is

shown as an official reserve liability and USS444 million is a nonefficial reserve

liability.

The overall pavments deficit resulting from other transactions is

estimated at USS$237 million in 1983, of which 055190 million represents a loss

of official reserves.

target.

The latter figure is directly comparable with the original
The decline in net official

reseves may be larper if US$120 million in
disbursements from a World Bank structural adjustment loan and USS20() million
in disbursements from foreign commercial banks are delayed until 1924,




lhe discussions centered on the factors that led to the present ditfficul-
ties and on policies to bring the economy's performance into line witn
the objectives of the extended arrangement.

The authoricies were of the view thnat the recession in Peru in 1483
was due largely to factors beyond their control. The weakness of foreign
demand, low prices for Peru's principal exports, and tight foreign 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 1983. The continuation of inflation beyond mid-1983
at a very high rate was attributed by the authorities to the widening
of the deficit of the nonfinancial publiec sector and the de facto in-
dexation to past intlation of a number of key prices, including the
exchange rate, interest rates, controlled prices, and certain wage
contracts, The authorities initially had placed most emphasis on the
indexation element in explaining the persistence of inflation. This
analysis had led them to anncunce 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, atter additional data on the size of
the emerging fiscal disequilibrium for 1983 became available, the
authorities reassessed their earlier analysis and have attributed che
exacerbation of the problem to the shortcomings in demand management.

It was noted in this connection that the adjustment of demand policies
had been delayed because of an inadequate data reporting system.

L. Fiscal policy

The increase in the projected overall deficit to 9.4 percent of
GUP is more than accounted for by a deterioration in the current account
performance 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)., UCompared with this deterioration, the
reduction of J.b6 percent of GDP in net capital expenditures over pro-
gramed levels is minor. According to the autheorities, the principal
causes of the larger than programed deficit in 1983 are the adverse
effect on revenues of tihe unexpectedly deep recession, the need to under-
take reconstruction of the basic infrastructure in tne northern regions
affected by floods and mudslides, and the increased expenditures for the
defense and police forces called ftorth by the domestic security situa-
tion.

Since late september, after new information had pointed to the
emeryence of a major widening of the public sector deficit, the authori-
ties have undertaken an in depth review of the fiscal situation, and
have been studying measures to return the public finances to the path
of the extended arrangement in 1984. The measures under study include



a major revenue effort (including increases in sales taxes and wealcth
taxes) eguivalent to 3 percent of GDP, a return to a realistic public
sector pricing policy, and expenditure restraint.

a. Central Administration

Central administration revenues for 1Y¥3 are projected at
13 1/2 percent of GDP, compared with lb 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 of taxpayers had delayed their
payments undoubtedly because of economic hardships. Hevertheless, tax
amnesties granted to the stricken regions during 1983 and past periodic
amnesties may have created expectations that another one might be
granted in the near tuture. The authorities told the mission they were
not considering another amnesty put 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 6U0 largest corporate taxpayers in the Lima-Callao area.
Although this office nas not yet reached tihe stage of reviewing tax
returns and assessing tax liabilities, it has been instrumental in
creating an awareness of stricter control. [n addition, the General
Directorate of Revenues has initiated a system of frequent visits to
companies and auditing on the spot to enforce compliance with the
general sales tax. Lastly, a computerized system of cross checking
information to d4ssess 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 1983. 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 intlation, as had been planned. dowever, certain sec-—
tors of the Central Administration, including teachers, health workers,
police, and the defense 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.

In April 1983 a medium-term reconstruction program was ananounced
for the northern region, calling for total outlays of US$5520 million.
Emergency spending under this program already nas been initiated, [i-
nanced in part by mandatory bond purchases equivalent to 10U percent ot




earnings of salaried werkers, and in part by delaying less urpgent in-
vestment projects. It is expected that emergency expenditures will

total approximately U.4 percent of GUP in 1983.

b. Publi¢ enterprises

The autnorities noted that, despite the supstantial progress nade
in 1983 in raising the prices of goods and services markered 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 outlays of the enterprises did not alwavs conforinm to the
approved investment plan. For these reasons, the authorities intend to
extend centralized spending controls to cover the operations of state-
owned enterprises. Since August 198 the Ministry of Economy, Finance,
and Commerce has been empowered tv implement direct supervision over
public enterprise operations. However, no special supervisors have
been appointed vet. WNevertheless, in Aupust 1983 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 the prices of goods and services subjecr
to control to realistic levels have tallen short of propram projections.
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! certain goods such
as soybeans, sorghum, and sugar, important items suclt as milk, wheat
flour, bread, petroleum derivatives, dand rice remain subject to price
control. In February 19453 the price of regular gasoliune wds raised to
the equivalent of Us$l.10 per gallon and, until September, tne price was
adjusted monthly to maintain this level approximately in terms of U.S.
dollars. The prices of other petroleum products were raised according-—
ly. Political opposition delayed the planned monthly increases in the
price of rice until May 1483. The delay, together with a slowing of

the rate of price increase from September 1Y813, has resulted in a pro-
jected deficit of the state rice marketing agency (ElAbA) of 0.7 percent
of GDP, compared with a zero deficit programed. Similarly, the failure
to implement the free commercialization of 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

U.4 percent of GDP instead of a balanced position as had been programed.

The policy of adjusting controlled prices with intlation, or faster
than inflaticn in those cases requiring corrective price increases, came
under strong criticism in 1983 as contributing to tne maintenance of a
high rate of inflation., As was mentioned above, in August 1933, in a
ma jor policy change, tne price increases tor regular gsasoline, electri-
city, and controlled food items were slowed substantially below the on-

going rate of intlation, and the prices of kerosene, Jdiesel, and liqui-
fied gas were frozen unctil December 1943. This policy shirct was a sig-
nificant factor in the larger than expected financing requirenent of the

state trading companies.
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[lonetary policy during lY¥3 was aimed at protecting the balance of
payments, 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 1983, and by the subsequent divergence of
fiscal policy from the program. The authorities noted that the overalil
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-

mediariegs or their conversion into commercial banks were encouraved
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through tax concessions. On 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 tnese special credits constituted tempo-
rary relief measures that did not run counter to their objective of de-
veloping a unified financial markert,

Deposit interest rates in Peru have become increasingly negative
in real terms in 1983, notwithstanding substantial increases in nominal
interest rates. ioreover, up until september 1933, the policy of depre-
clating the sol at least in line with domestic inflation resulted in
higher returns on U.S5. dollar denvminated assets. As a consequence,
the ctrend toward dollarization of domestic financial savings continued
during 1933, The authorities are concerned about this trend as foreig
currency deposits at domestic banks represent a potential claim on
Peru's international reserves. They noted that in April 1983, 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 authorities aimed to restore confidence by
bulstering the level of gross international reserves of the Central
Reserve Bank through sales of silver (U5567 million) accumulated in the
1979-80 period and by borrowing from the Andean Reserve Fund (US$195
million). The authorities were of the view that these operations,
together with the purchases under the extended arrangement, had helped

to stabilize tne market for dollar deposits in Peru after April 19Y3J.

]
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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 under thelr policy of setting interest rate ceilings on the basis
of projected inflation., To avoid setting unrealistic interest rate
ceilings in the future, the authorities have been reassessing their
strategy with the objective of giving market forces a greater role in
the determination of interest rates,

3. Wage policy

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 emploved 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 polieyv 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
defense forces have received substantially higher wage increases in
1983.1/

Vage policy for the nonunionized private sector in 1983 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 to avoid unplanned budgetary expenses, As a
substitute, wages in the nonunionized private sector have been guided
since February [98) 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 19383,

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 account the financial situation of the firm and the wage level of
the employees and attempts to avold substantially divergent wage settle-
ments among industries. In addition, the Ministry has attempted, with
little apparent success, Lo restrain wage increases in firms considered
pacesetters hy using moral suasion during the negotiation process.

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

1/ 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 Lssued
stipulatiag that all increases in salary or supplemental pay of public
enterprises, whether or not subject to collective bargaining, had to be
submitted for approval to the Ministry of Economy, Finance, and Commerce
and instructing the Ministry of Labor to reject any collective bargain-
ing agreement in the public sector not approved by the dinistry of
Economy, Finance, and Commerce. The authorities expected that the
August 1983 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 poliey up to the end of August
1983 had involved depreciation of the sol at least in line with domestic
inflation. This policy had not been conducive to achieving 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 8 a new exchange rate policy to take effect on September 1,
1983, The sol was depreciated by & percent and a preannounced path of
the exchange rate of the sol with respect to the U,8. 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 favor of domestic
interest rates, which at the same rtime 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. IHowever, in Harch 1933,
the temporary import surcharge imposed in early 1982 was changed from
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 that 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 teruw. However, they
plan to continue reducing the tariff disparity through the elimination
of duty exemptions. .




Since the late 197Us, the authorities have supported nontraditional
exports through a 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 a4 rate up to 22 percent, or up to 32 percent if
the product originates outside the Lima-Callao area. In addition, the
Central Reserve Bank provides concessional financing to exporters of
nontraditional products. In mid-September 1983 textile produccs 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 imposed on such products in early 1983. 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 1981 the contracting of medium- and long-term debr had been
brought under the control of the General Directorate of Public Credit
(GDPC)1/ 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 GUPC
and to obtain GUPC'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 prefinancing)
to GDPC for approval. ©ne of the conditions for such approval is that
new short—term debt way not be canceled tnrough dept consolidation. The
authorities also reported that, thanks to technical assistance financed
by the wWorld Bank, reporting delays on the disbursement of mediumn— 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-1483 amounted
to about US$12.7 billion, equivalent to 706 percent of UDP.2/ Service
payments on public and publicly guaranteed deot have risen considerably
since 1979, and in 1983 are estimated at 55 percent of exports of goods
and services. Proujections of public and publicly guaranteed debt
service on the basis of debt contracted through end-June 1983 and the
expected level of new disbursements over the next five years indicate
that the debt service ratioc will remain approximately at this level
(Table 7). In view of the high external debt burden, the authorities
reaffirmed their intention to reduce Peru's reliance on fureizn burrow—
ing tnrough policies which promote domestic savings, and to shifc
increasingly toward multilateral sources ot finance, which normally
carry wvasier terms tnan toreign mirket borrowing. As to other foreign

1/ For a description of control procedures, see 5if/32/211, pp. 35-5b.

2/ The growth in the debt/GDP ratio in 1Y¥3 is strongly affected by
the drop in real GUP and tne acceleration in the rate of depreciation
of the sol.
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Table 7., Peru: Publlic Sector External Debt Service Payments, 1979-88

(In millions of U.S5. dollars)

Projected
1979 1980 1981 1982 1983 1984 1985 1986 1987 1988
Amortization 1,135 1,511 1,520 1,106 1,258 1,446 1,285 1,387 1,937 1,965
Public and publicly
guaranteed 1,006 1.209 1,312 1,048 1,164 1,326 1,108 1,161 1,754 1,786
Central Reserve Bank 129 302 208 58 94 120 177 226 183 179
IMF (79 (119) (46) (48) (94) (87) (112) (161) (151) (179)
Other (50) (183) (162) (10) (--) (33) (65) (65) (32) (-
Interest 1/ 544 667 721 713 824 1,068 1,222 1,212 1,178 1,114
Public and publicly
guaranteed 384 492 525 530 661 903 1,047 1,048 1,033 988
Central Reserve Bank 90 93 87 83 89 95 105 94 75 56
IMF (19 (34) (42) (48) (52) (66) (79} (69) (55} (41}
Other (71} (59 (45) (35) (37 (29) (26) (25) (20) (15
Banco de la Nacion 70 B2 109 100 74 70 70 n 70 70
Total 1,678 2,178 2,241 1'819 2,082 2,514 2,507 2,599 3,115 3,079
Public and publicly
guaranteed 1,390 1,701 1,837 1,278 1,825 2,229 2,155 2,209 2,787 2,774
Central Reserve Bank 219 395 295 141 183 215 282 320 258 235
IMF (98) (153) {88) (96) (146) (153) (191} (230) {206) (220)
Other (121) (242) (207) (45) (37) (62) {91) (90) (52) (15)
Ranco de la Nacion 0 2 109 100 74 70 70 70 70 70
Memorandum items .
As percent of exports of
goods and services
Total debt service 39.5 45,1 53.1 63,4 55.3 58.9 53.5 52,0 58.7 53.8
Amorrization (26.7) (31.3) (36.0) (26.4) (33.4) (33.9) (27.4) (27.8) (36.5) (34.3)
Interest (12.8) (13.8) (17.1) (17.0) (21.9) (25.0) (26.1) (24.2) (22.2) (19.5)
As percent of GDP
Total debt 2/ 67.8 84,2 48,5 56.0 82.3 . . . e e
Interest payments 4.0 3.9 3.6 3.6 4.9 s res .o . oo

Sources: Data provided by the Peruvian authorities; and Fund staff estimates.

1/ Tncludes interest on short-term public debt.
2/ Includes private sector debt,




craditors, the authorities intend to seek debf relief on maturities
Falling due in 1934, Agreements in principle have already been reached
with the Paris Club and the USSR.

S. Elements of structural adjustment

A major aim of the program under the extended arrangement is the
improvement ot the efficiency of the Peruvian economy. 3Sc far progress
toward this objective has been uneven, Sizable corrective increases
in relative prices have been implenwented, put since September 1983
slippages have occurred, as described in previous sections of this
report. Significant advances nave been made in exposing the Peruvian
economy to foreign competition, but the imposition of a 15 percent
tenporary tariff surchnarge in early 1442 and its subsequent conversion
into a L4 percent import tax in flarch 1Y8) were steps backward,

Recent developments in Peru have brought into focus the need for
greater etfficiency as a means of fostering economic growth. In this
regard, the authorities noted with concern that a number of rigidities
in the labor market, including certain aspects of the legislation
covering employment stability and participation of labor in management
and profits, have hampered manufacturing enterprises in achieving tne
desree of operational flexibility that seems needed. The authorities
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 the staft's view that to enhance dowmestic saving and capital
formation required not only the re-establishment of financial stability,
but alsu the progpressive elimination of structural rigidities in the
economy. ence, they have embarked on a full review of existing laws
daffecting industry and agriculture with the intention of introducing
corrective action.

The guthorities' commitment to structural changes forms the basis
tor a structural adjustment loan from the World Bank that is expected to
be discussed by the Bank's Executive doard in the coming months. The
structural policies supported by this loan are fully consistent with
the proaram under the extended arrangement and include the elimination
of subsidies on publicly provided goods and services; mutually consistent
interest rate and exchange rate pulicies that rely on market mechanisms
and ensure competitiveness; continued trade liberalization; improved
ggricultural pricing pulicies coupled with clear land tenure laws and
an enhanced flow of unsubsidized credit; and a shift to mure labor-
intensive aethods of production by reducing the anti-labor bias of the
current system,
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[II. Staff Appraisal

Civen the slippages in policy implementation in 1¥8!, the program
for 1983 was designed to return to the path contemplated in the extended
arrangement. The adjustment in 1933 was to be carried out at a time of
unfavorable external conditions. Export earnings were projected to pe
affected by weak world demand, and access to world capital markets was
expected to remain limited. In early 14983, Peru's economic prospecrs
deteriorated further as unexpectedly severe weather conditions led to
sharp declines in production in agriculture, EFishing, mining, and petro-
leum extraction. 1t is currently estimated that real CDP may drop by
7 percent this vear, whereas a modest increase had been projected
earlier.

Scarcities of basic commodities in the first months of 1983 led to
a sharp increase in the rate of inflation, from 73 percent during 193¢
to an annual rate of 14J percent in the rirst six montns of 1933, Sub-
sequently, the inflationary momentum was sustained by a growing deficit
of the nonfinancial public sector.

The major elements in the projected deterioration of the public
finances in 1983 to more than double the programed level of approximate-
vy 4 percent of GUP are (1) a sharp drop in the ratio of central admin-
istration revenues to GDP, (ii) an increase in defense expenditures in
relation to GUP, (iii} emergency expenditures in the Jdisaster stricken

areas, and (iv) a deterioration of tne financial perfurmance uf 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 19383.

The larger than programed deficit of the nonfinancial public sector
in 1983 nas led to the temporary incurrence of substantial domestic
payment arrears and--especially following their elimination in the
third quarter of this year—--the 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 1Y83, the
monetary authorities kept the yrowth of credit c¢leose to the progran
path by reducing the amount of credit available to the private sector
in real terms. Since midvear, however, the tinancing requirements of
the nonfinancial puplic sector have led to a larger than programed
credit expansion and a loss in net official reserves.

A number of advances have been made this year in developing a more
efficient financial system, including the unification of interest rates,
the creation of an indexed saviag instrument, the reduction of effective
legal reserve requirements, and the relaxation of requirements ror entry
into the domestic financial system. However, these advances were to
some extent offset by an expansion of subsidized credit lines by the
monetary authorities, portfoliov requirements to channel credit to agri-
culture, and the maintenance of negative real deposit rates notwith-
standing substantial increases in nominal rates.




The exchange system has continued to be free from restrictions in
1983 but the level of proutection against imports has incredsed somewhat
as a result of the effective increase in the temporarv import surcharge.
In the January-August 1983 period tne sol was depreciated in real effec-
tive terms by 8.5 percent. However, in a major policy reversal, the
rate of depreciation of the sol was reduced by appruximately one halt
in September 1983 as the exchange rate was preannounced through the
end of 1983. Acr 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 ol intlation. However, the result
has been that subsidies have reappeared and Peru's external coupeti-
i es5s has been endangered.

Tne duthorities nave made further progress in estdablishing control
over external borrowing by the pupnlic sector and in monitoring loan dis-
bursements, They realize that the high debt service burden and inter-
national capital market conditions require increased reliance on douwestic
savings. Beyond efforts to promote such savings, the authorities intend
to rely increasingly on concessional loans from the multilateral devel-

namant hanke and to gppl turtner deht rolisf from thoir orfrnpgr faraion
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creditors. Member countries of tite Paris Club and soclalist countries

already have indicated their readiness to provide debt relief for Peru

in 1984 and the authorities have recently announced that they will also
approach tneir foreign banks creditors.

The root cause of the major deviation from tne program path in [983
is the weak performance of the nonfinancial public sector. [nhe wmagni-
tude of the deterioration of the public finances became known only
with a lag because of the inadequacy of the reporting system. As 4
consequence, the development of remedial measures was delayed, 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 economiec policy. [n this regard, tne
authorities’ requests for tecnnical assistance in the riscal and mone-
tary areas and for the assignment of a Fund resident representative in
Lima are welcomed by the staff.,

Tne staff urzZes the AUuthoTltices to taske strong fiscal action
covering both revenue and expenditure tu contain the fiscal imbalance
looming 1n the remainder of 1983 and tu set tie stage for an iaprovement
in the public finances in 1934. dowever, fiscal measures alone will not

,
be surficient to re-establish the economic prograw. ileasures in this
area need to be accompanied by the pursuit ol a tight menetary policy
geared to the containment of inflation, the return to a redlistic ex-

change rate policy so as tou resteore competitiveness, tne implementation
vf market-oriented interest rate policy, 4nd tue adjustment orf prices
of goods and services sold by the public sector.

These actinns must be complemented oy policies reducing substan—
tially the rigidities that currently constitute impediments to produc—
tion in Peru. These rigidities ineclude laws gudranteeing the stability



of employment and the participation of labor

in profits and management,

arrangements for wage indexation, laws governing agricultural land
property, and extensive state participation in commercial activities.
The efreets of tnese rigidities nave been examined by the World Bani,
and a structural adjustment loan is being contemplated in support ot
measures in these areds in order to improve economic effiiciency.

In view of the need for substantial and
to stabilize the Peruvian ecunomy, the statf
cipal policy actions in the tiscal, exchange
pricing rields shouid be put in place before

far~reaching policy changes
considers that the prin-
rate, interest rate, and
further consideration is

Yiven to continued financial support from the Fund for the program of

tne duthorities.
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Fund Relations with Peru
{(As of September 30, 1933)

Status: Article VIII,

Juota: SOR 240 million. (Proposed ilaxioum guota of
SDR 330.9 million under the Eighth General Review.)

Fund holdings of Millions Percent
Peruvian soles: As of September 30, 1983 of SDKs of Nuota
0f which: under CFF (199,90) {(8l.26)
EFF (211.09) (85.81)
SF¥ (l64,73) (b6.9Y)

EAR {53.491) (21.91)

SDR Department: Holdings: SvR 16.39 million or 17.95 petcent of

net cumulative allocation of SDR Y1.32 million.

Exchange rate: September 3u, 1983, 5/. 2,041.09 per U.5. dollar,
The exchange rate for the sol in the official
market is adjusted on almost a daily basis, and
the regime is classiried as other managed float-
ing. Transactions with certificates of deposit
denominated in dollars pruvide a parallel
market with a freely determined exchange rate.

As of August 31, 1983, tnis certificate rate wds
U.l percent above the official rate. The repre-
sentative race for tne sol is the midpoint
between buying and selling rates in the official
market. Since April 30, 1983 tne Fund's noldings
vf soles have been accounted fur at the rate of
SDK U,00Ue3797Y per sol, or 5/. 1,453,53274 per
SDR.

Gold distribution: Peru has received gold amounting to 1U5,266.981
tfine ounces in four distributions.

Direct distribution

of profits from Yeru received a total of UsylY.53n million in the
gold sales: period July 1, 1976-July 31, 198u.
Last cansultation: The 1982 Article LV consultation discussions were

concluded on Lecember 1, 1Y82 (EB4/82/153).
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Peru-—-Basic bData

Ared and populatiuvn

Area L,28u,tniid sq. kiloweters
I'opulation (end of LlYs.2) ld.8 million
Annual rate nf population increase (19Y78-8.2}) J.d percent
Unemplouyment rate (July 19s8!; Lima

Metrapulitan Area) beh percent
GuUP (1982 SUR 17.48 brllion

U33l9Y.73 pillion
S5/« L3,76p.7 bililion

sUF per cdapita (19Y8.} . SDR Y5

Prel. Fruj.

origin of P 1973 1940 1951 1942 1993
(percent)
agriculture « Fishing 14 L3 14 L3 14
dining I k] El 9 Lo
ddanufacturing 24 25 24 L3 22
Lonstruct ton 4 5 5 b 4
sovernment o] o ] 3 hul
L ner Lt wl) S <11 !

Ratlvos to ubp

Lxports of goods and services 3l.9 2i3.9 22,1 220 2h.Y
lmports of foouds and services 25,4 19,5 .8 Jogl B
vurrent account of the palance of

payments 0.4 =t =dd =5. 4 =b.h
Lentral administration revenues l5.u 25 Is.1 ls.1d 13.5 N
Cencral administration expenditures ld.b 2304 23.U AN 1v.4
Nonfinancial public sector savings 3.3 Jel Y el =-3.1
donfinancial public sector overall

surplus or dericic (=) -l.7 ~b.d —Ge -3.0 9.3 .
External public debt (end uf vear) 4l.8 3a.l sl.4 Jua4 Sy :
Lross natlunal saviogs -l.5 1741 13,4 1.7 Yot
uross domestic investment La.n 17.7 Sl i} Lo a
toney and quasi-money (end of vedr) LU 2.1 dnalk 2iaid Ioad r

Annudl cuianges in selected ecoaomic
indicdturs

deal GDY per capita e i3 il e 3 2.1 =Y. 3
real ube J.d J.u 3.l a7 -h.H4
GUF at current prices LR bla.7 nd.7 65 3743
Umpestle eipenditures
4L cuarrent prices) o7.Y Faod Hiew nla/ el
Investment 34.1 9s5.5  Ll2.e d1.7 nl.3
consampt ten LR . 9.3 nn. dh.t
P deflator 70,9 57.0 bua.h n?,3 1ll1,3
tost of living tannual averages) 7.7 59,2 7544 baod L1303
central administration revenues luy, s HBaub 9.5 niJd 4n.0
Central administration expenditures hi.5 113,95 ol.l S 787
Honevy and guasi=money Lo, 1 Y. Fn.7 74.1 F3.0
Jdone 73.5 71.3 wged 3n.d Llaue
s L Tineley Lih.d Ll ) Yi.h E LT nh./
det domestic bauk dssets 1 =207 YA ERTS 7.0 137,
Uredit o puwlic sectar Laet) =D Ja.H B[P 15.+ 17.7
wredit tu privdte sectur 4247 7.7 ol.a f4.% Llngd

derchandlse exports (teosebe, 10 Jed,

dollars) bl IR ey —L7eu low  —=1u.3
Merciandlse 1mputrts (Faolsbe, in Uos,.

dullara? Slar) a4, 1 S dent “es =l2.u



- 27 -

ATTACHMENT TII

Prel. Proj.
Central administration finances 1979 1980 1981 19y 1983
{billions of soles)
Revenues 952 1,019 1,523 2,493 3,655
Expenditures 570 1,160 1,933 3,038 3,276
Current account surplus
or deficit (-) i1y 121] Iy 5 -9496
Overall deficit (=) -18 -141 =415 =545 -1,021
External financing (net) 46 23 -9 407 ces
Internal financing {net) -28 1138 424 1348 -
Balance of payments (millions of U,S5. dollars)
Merchandise exports, f.o.b. 3,676 3,916 3,249 3,293 2,953
Merchandise imports, f.o.b. -1,95%4 =3,09y ~3,480u2 3,787 -2,4825
[nvestment income {(net) -931 -909 ~1,ul9 -1,912 =-1,196
ther services and
transfers {net) 162 -13 -156 -143 -31
Balance on current and
transfer accounts Y53 -101 ~1,728 -1,049 -1,UY9
Ufficial capital (long-term
net) 617 371 333 yg4  1,b0
Frivate capital (long-term
net) 39 91 260 2U5 =22
short—-term capital and
errors and omissions {(net) =54 J¥o 4438 534 -744
Allocation of SDRs 22 23 21 - -~
Change in net official
reserves (increase -) -1,577 -770 H1l -134 oy 2/
June 3y vec. 3l June 3U
International reserve position 1982 1982 1933
{millions of SUKs)
Monetary authorities {gross) 1,580.6 L,bb0.u 1,916.7
Honetary authorities (net) 534, 3 “7oul2 499.6 2/
Rest of banking system {net) 50.b 15.3 —475.8 2/

1/ In relation to the stock of money and quasi-money at tne beginning
of the period. Excludes contra-entry of 3ud allocations.
¢/ Includes the assuumption of guaranteed nonbank short-ceru foreisgn
debt by domestic banks as provided py the agrement with foreign commer-

cial banks.






