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ABSTRACT 

OVERVALUATION OF THE EXCHANGE RATE 

THE PERUVIAN CASE 1968-1975 

Valdemaro J. Mendoza 

Between 1968 and 1975 the exchange rate became 

increasingly overvalued in Peru. During the same period.the 

government began to participate increasingly in the economy 

implementing a massive investment program. Expansionary 

fiscal and monetary policies supported its activities and 

resulted in an increase in the level of domestic demand over 

the production possibilities of the country. The current 

account balance deteriorated progressively reaching in 1975 

a deficit of a magnitude never before experienced by the 

economy. Both, the overvaluation of the exchange rate and 

the overspending policy contributed to the formation of the 

trade disequilibriums. In 1975 international reserves were 

depleted and the first of a series of devaluations -which 

would continue during 1976 and 1977- took place. 

The analysis of the effects of the overvaluation and 

the devaluation of the exchange rate is undertaken in terms 

of a two goods model of tradables and non-tradables under 

the small country assumption. An overvalued exchange rate 

favors the absorption of tradables while resources are shifted 

towards the sectors of production of non-tradables. 
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To improve the balance of trade, a devaluation will have 

to reduce the domestic absorption of tradables and increase 

their level of production, if full employment of resources 

or short run inmobility of factors exist, devaluation will 

have to rely in the reduction in the level of domestic 

absorption to improve the balance of trade. In the long 

run, devaluation will favor a composition of absorption 

compatible with domestic production. 

The main conclusions of the analysis of the effects 

of the overvaluation and the devaluation in Peru areî 

i) The overvaluation by itself could not explain . either the 

significant Increase in the demand for imports, . or the 

increase in the domestic demand for exportables; ii) The 

nature of the Peruvian imports and exportables permits the 

conclusion that the trade disequilibriums resulted princi¬ 

pally from the increase in domestic demand; iii) The principal 

effect of the overvaluation was manifested in the allocation 

of resources; iv) The initial effects of the devaluations 

was not strong enough to significantly improve the trade 

balance. However, exports increased and imports were reduced 

in the short run due to the reduction in the level of domestic 

absorption; v) This reduction resulted also in a decrease 

in the absorption of non-traded goods which determined a 

decrease in the level of domestic output. 



TABLE OF CONTENTS 

PAGE 

LIST OF FIGURES  v 

LIST OF TABLES . vi 

LIST OF TABLES (APPENDIX) vii 

INTRODUCTION   1 

CHAPTER I THEORETICAL FRAMEWORK   3 

CHAPTER II AN OVERVIEW OF THE PERUVIAN ECONOMY, 

1968-1975   18 

CHAPTER III THE OVERVALUATION AND THE DEVALUATION OF 

THE EXCHANGE RATE IN PERU, 1968-1977 . . 28 

CONCLUSIONS 50 

BIBLIOGRAPHY   52 

APPENDIX 56 



LIST OF FIGURES 

FIGURE PAGE 

1.1 The Overvaluation and the Devaluation 

of the Exchange Rate in a Small Country 6 

1.2 The Initial Effect of Devaluation in a 

Small Country (in domestic currency) 10 

1.3 The Effects of Devaluation on the Manu¬ 

facturing Sector as an Import Competing 

Activity 15 

114 The Effects of Devaluation on the Manu¬ 

facturing Sector as an Activity Pro¬ 

ducer of Home Goods 15 



LIST OF TABLES 

TABLE PAGE 

2.1 The Demand-Production Gap. Peru 1968-1975 
(billions of soles; 18 

2.2 Real Rates of Growth of Domestic Output and 
Domestic Demand. Peru 1968-1975 (%) 19 

2.3 Composition of the Gross Domestic Product 
by Type of Expenditure. Peru 1968-1975 {%) 21 

2.4 Composition of the Gross Domestic Product by 
Sectors of Production. Peru 1968-1975 (%; 22 

2.5 The Balance of Payments. Peru 1968-1975 
(millions of U.S.$; 24 

2.6 Rate of Growth of the Consumer Price Index 
of Peru and the Industrial Countries. 25 

3.1 The Purchasing Power Parity Exchange Rate. 
Peru 1968-1975 (1960=100; 30 

3.2 Economic Deficit of the Public Sector. 
Peru 1971-1975 (billions of soles; 32 

3.3 Share of the Peruvian Principal Exports in 
World Exports, 1967 and 1973 M 35 

3.4 Imports and the Index of Quantum of Imports. 
Peru 1968-1975 37 

3.5 Composition of Merchandise Imports According 
to Uses. Peru 1968-1975 38 

3.6 Exports FOB and the Index of Quantum of 
Exports. Peru 1968-1975 40 

3.7 Percentage of the Production of the Peruvian 
Principal Exportables that is Exported 42 



LIST OP TABLES 

(Appendix) 

TABLE PAGE 

I. Gross Domestic Product (billions 

of soles).    57 

II. Gross National Product (billions 

of soles of 1970)  58 

III. Gross Domestic Product (billions 

of soles of 1970)  59 

IV. Gross Domestic Product By Sectors 

of Production (billions of soles 

of 1970)  60 

V. Imports CIP (millions of U.S.S). . . 61 

VI. Exports FOB (millions of U.S.$). . . 62 

VII. Production of Export Products.. . . 63 

VIII. Volume of Exports of Principal 

Products   64 

IX. Summary Accounts of the Banking 

System (billions of soles-end of 

the year)  65 

X. The Exchange Rate of the Peruvian 

Sol Per U.S. Dollar, 1968-1977. . . 66 

XI. International Reserves (millions 

of U.S.$)  67 

XII. The Balance of Payments. Peru, 1968- 

1977(millions of U.S.$)  68 



INTRODUCTION 

Between 1968 and 1975 the Peruvian economy moved 

gradually from a situation where the level of domestic pro¬ 

duction of goods and services exceeded its domestic demand 

to another where domestic production fell short of satis¬ 

fying such demand which resulted in trade deficits of a 

magnitude never experienced before. These trade deficits 

resulted in outflows of international reserves since 1975 

and induced a series of devaluations that began in Septem¬ 

ber of that year and continued throughout 1976 and 1977. 

These years were characterized by a slowdown in the general 

level of economic activity and by a decrease of the rate of 

growth of domestic output. 

The disequilibriums in the trade balance were caused 

by an overvalued exchange rate and an overspending policy. 

This thesis will concentrate on the analysis of the effects 

of the overvaluation on domestic absorption and resource 

allocation. The interactions between overvaluation and 

overspending will be considered. Finally, the effects of 

a devaluation after a long period of overvaluation will be 

examined. 

The study is divided into three chapters. Chapter 

I presents the theoretical framework that will guide the 

analysis of the overvaluation and the devaluation of the 

exchange rate. Chapter II is devoted to an overview of 
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the Peruvian economy between 1968 and 1975. Chapter III 

analyzes the effects of the overvaluation and the deval¬ 

uation of the exchange rate. Finally, the conclusions 

are presented. 



CHAPTER I 

THEORETICAL FRAMEWORK 

The purpose of this section is to present a theo¬ 

retical framework for the study of the overvaluation and 

the devaluation of the exchange rate in Peru. First, some 

international trade features of small countries are exam¬ 

ined. The small country assumption is a usefull and rea¬ 

sonable simplification for the analysis of the Peruvian 

economy. It permits to base the analysis in terms of a 

two goods model where traded and non-traded goods are con¬ 

sidered. Then the effects of the overvaluation of the 

exchange rate together with an overspending policy on the 

composition of domestic absorption and on the allocation 

of resources are presented. Finally, the traditional 

theory of devaluation according to the absorption approach 

of Alexander and an extension for a small country are 

analyzed• 

Some distintive characteristics arise when ana¬ 

lyzing the overvaluation and devaluation of the exchange 

rate in small countries. The definition of a country as 

small, in an economic sense, that it does not enjoy any 

power in international markets neither as a buyer nor as 

a seller. This means that the price of its imports and 

exports in terms of foreign currencies are to be taken as 

given and that its actions do not generate foreign retal- 
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iation. Small countries then, are faced with an elastic 

demand for their exports and an elastic supply of their 

imports. Given that this country is unable to affect the 

world prices of its imports and exports, any domestic 

policy undertaken will not alter its terms of trade. This 

allows one to group exportables and importables as a com¬ 

posite commodity of tradables whose relative prices within 

the group are fixed. Under these circumstances, the 

analysis of the overvaluation and the devaluation can be 

undertaken in a two goods model of tradables and non¬ 

tradables where the relative price between them is the 

only one that can be affected, by domestic policy. 

Given a fixed exchange rate and assuming that there 

is no change in tariffs and quantitative trade controls, 

the overvaluation of the exchange rate introduces a dis¬ 

equilibrium between the relative price of the tradable and 

non-tradable goods. Its effect is shown in Figure 1.1.* 

Curve TT ’ shows the production possibility frontier of a 

small country. Tradables are grouped in the vertical axis 

and non-tradables in the horizontal axis. Point A shows 

equilibrium between production and absorption. External 

balance (equality of demand and supply of traded goods) 

and internal balance (equality of demand and supply of 

non-traded goods at full employment) are reached and 

income equals expenditure. Quantity OHa of non-traded 

goods is produced and consumed. Distance OFa represents 

both some mixture of production and absorption of export- 
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ables and importables, these mixtures are not necessarily 

the same if we assume that trade takes place. The slope 

of line 1 shows the relative price between non-traded and 

traded goods. At point A the trade balance is in equilib¬ 

rium, the market of home goods clears and income equals 

expenditure. An overvaluation of the exchange rate will 

increase the slope of the price line and the new relative 

prices will be given by the slope of price line 2, which 

shows that the price of the non-traded good has increase 

relatively to the price of the traded good. 

Domestic demand will respond to the new relative 

price by shifting from the relatively higher priced non- 

traded good to tradables, the absorption point will move 

to C, where a substitution effect (from A to G) and an 

income effect (from G to C) have taken place. Resources 

will be reallocated towards the production of non-traded 

goods, shown by the movement from A to B. This situation 

is not sustainable. There is an excess supply of non- 

traded goods shown by BK and a trade deficit shown by CK. 

Either the price of non-traded goods decreases or its 

production is reduced. In the first case, relative prices 

would return to their initial value and in the second case 

domestic production would take place at an unemployment 

level. To avoid any of these the government may allow 

domestic expenditure to rise over income to a point such 

as D where the market of non-traded goods clears at the 

full employment level and where the trade deficit has 
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Figure 1.1 The Overvaluation and the Devaluation 
of the Exchange Rate in a Small Country 
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increased to DB. This deficit reflects a combination of 

an overspending policy and an overvalued exchange rate. 

Until 1950 the discussions of the effects of a 

devaluation on the trade balance was based upon the strict 

partial equilibrium elasticities approach. In 1952 it was 

suggested by Alexander that a more fruitful approach to 

analyze the effects of devaluation on the balance of trade 

was one which focused on the effects of devaluation on 

output, expenditure and prices. This model, however, was 

criticized because it did not include elasticity effects 

which were implicit in it. In 1959 the elasticities and 

absorption approaches were synthesized by Alexander in a 
2 

two stage analysis of the effects of devaluation. 

In the first stage, the initial impact of deval¬ 

uation on the trade balance depended upon the conventional, 

constant money income, supply and demand elasticities. If 

the relevant elasticities favored the improvement of the 

balance of trade, income in the devaluing country would 

increase. This change in income set in motion a variety of 

income effects whose outcome was a tendency to reverse the 

initial improvement in the trade balance of the devaluing 

country. The adjustment of the initial balance of trade 

impact by these so called reversal factors was the second 

stage of the analysis of Alexander. 

If the elasticities are such that the initial effect 

of a devaluation on the balance of trade is favorable and 

underemployment of resources exist, then the devaluation 



will lead to an expansion in domestic output. A succesful 

initial effect will determine that exports will expand 

relative to imports and when the multiplier effects of 

this initial increase in income are considered, total 

income will rise by a larger amount. The increase in real 

income will generate an increase in absorption that will 

tend to reverse the initial favorable effect of the deval¬ 

uation on the balance of trade. Given that the balance of 

trade is the difference between total domestic production 

and expenditure, the devaluation will improve it as long 

as income increases by a larger proportion than the induced 

increase in expenditure. 

If there is full employment.of resources, output 

cannot increase and the devaluation will have to rely on 

the reduction of absorption to be succesful. This reduction 

may be brought about either by a deliberate expenditure- 

reducing policy introduced along with the devaluation or 

by the inflationary consequences of the devaluation itself 

in the assumed full employment conditions. Inflation may 

work towards improving the trade balance through several 

factors which will tend to reduce absorption even when real 

income has remained constant. These factors constitute the 

"direct effects" of devaluation on absorption in the approach 

of Alexander. One way in which absorption is directly 

affected by an increase in the price level is through the 

cash balance effect. If individuals hold cash balances in 

order to make real purchases in such a way that the volume 

of intended real purchases determines the desired holdings 
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of cash, then with an increase in prices and no change in 

real income individuals would attempt to build up their 

real balances. However, if the monetary authorities main¬ 

tain the real money supply fixed, the desire to increase 

cash balances is frustrated and therefore absorption will 

fall. 

Another possible direct effect of devaluation on 

absorption can arise if devaluation redistributes income 

between different groups. If income is redistributed 

towards groups with lower propensity to absorb, devaluation 

could improve the trade balance. Other effects that could 

lead to a decrease in absorption are the effects of inflation 

on money illusion and price expectations. 

In summary, it can be said that if the initial 

effect of devaluation is succesful and resources are not 

fully employed, the final effect on the trade balance will 

depend mainly on the marginal propensity to absorb. If the 

increase in income is relatively greater than the increase 

in absorption, the balance of trade will improve. If the 

economy is fully employed the improvement of the trade 

balance will be possible only if absorption is depressed, 

which will depend solely on the "direct effects" that the 

devaluation exerts on absorption. 

The initial effect of a devaluation for a small 

country is illustrated in Figure 1.2. When both foreign 

elasticities are infinite, a devaluation will increase 

the price in domestic currency of imports and exports by 
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the full percentage of the devaluation, keeping the terms 

of trade constant. In the traditional theory the initial 

effect of devaluation determined a change in the terms of 

trade which was the mechanism required to induce a reallo¬ 

cation of resources. The only type of reallocation con¬ 

sidered by Alexander was from unemployment towards the 

production of exports. In the small country case, the 

mechanism required to trigger off a desired reallocation 

of resources between tradables and non-tradables is given 

by the variation in their relative price. 

The aforementioned figure shows also that even 

though the initial effect of a devaluation in a small 

country will inevitably improve the trade balance (or at 

worst leave it unchanged) the improvement may be small 

because of the impossibility of the country to increase 

its domestic supply of exportables and importables (which 

ultimately determines the demand for imports). 

If we return to Pigure 1.1. we can observe the 

effects of a devaluation in a small country under full 

employment of resources. Overvaluation and overspending 

had lead the economy to an absorption point represented 

by D and to a production point showed by B. There is an 

excess demand for tradables represented by distance DB 

which corresponds to the trade deficit. The market for 

non-tradables is cleared. There is internal balance and 

external imbalance, which is possible either by drawing 

down international reserves or borrowing abroad. 
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If the authorities decide to devalue in order to 

reach the general equilibrium point A, not only expenditure 

in tradables and non-tradables must be reduced from Fd and 

Hd to Fa and Ha, but resources must be reallocated from B 

to A. The substitution effect of devaluation would shift 

absorption from D to E. To eliminate the trade deficit, 

absorption must be reduced from E to A. This may be 

achieved either by the "direct effects" of devaluation on 

absorption or by the introduction of expenditure-reducing 

policies along with devaluation. 

Two special cases of this model may be considered. 

First, if the cross elasticity of substitution in absorption 

between tradables and non-tradables is zero, the preference 

map will be L shaped and the relative price effect of 

devaluation will only induce a reallocation of resources. 

Second, if rigidities in resource mobility exist, the pro¬ 

duction possibility frontier will approach a right angle 

and the relative price effect of devaluation will induce 

only a substitution in absorption. Under this last cir¬ 

cumstance a point consistent with equilibrium in the mar¬ 

kets for trade and non-traded goods although inconsistent 

with full employment, at the relative prices shown by 

line 1, will be point I of Figure 1.1. where domestic pro¬ 

duction and absorption would have decreased. 

Given that under full employment of resources and 

overspending the improvement of the trade balance will rely 

principally on the reduction of the level of domestic 
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absorption, a doser look should be given to the "direct 

effects" of devaluation on absorption mentioned by Alexander. 

These "direct effects are a result of the increase in the 

level of domestic prices due to the devaluation. A deval¬ 

uation in a small country will increase the price of tradables 

in domestic currency by the full amount of the devaluation. 

The effect of this increase on the domestic price level 

will depend on the ratio of traded goods to domestic absorption 
■3 

and the definition of the price index. As Harberger noted, 

this effect on the domestic price level could be only part 

of the total effect: 

If devaluation induces a substantial substitution 
of domestic goods for international goods, there may 
result a substantial induced rise in the price level 
of domestic goods, which may operate to augment the 
total increase in the general price level attributable 
to devaluation. Obviously, if the supply of the domes¬ 
tic goods is completely elastic no rise in price will 
occur; the less elastic the supply of domestic goods, 
the greater will.be the effect of devaluation on this 
class of prices.4 

While the effect of devaluation on the domestic 

price level is evident, some authors have argued that a 

devaluation accompanied by the removal of trade restrictions 

and exchange controls will tend to lower the domestic price 

level.^ If at the existing exchange rate, the demand for 

foreign exchange exceeds its supply, then the scarcity value 

of imported goods will be greater than their value converted 

at the exchange rate. If a devaluation with liberalization 

occurs there is no reason to expect that the domestic price 

of imports will be any higher than it was before the deval¬ 

uation, and it may even be lower. 
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A devaluation of the exchange rate, with restrictions 

to trade remaining unchanged, favors the production of both, 

exportables and import competing goods. The manufacturing 

sector is usually considered as a producer of importables, 

so that a devaluation should favor it. However, when pro¬ 

hibitive import tariffs exist, like in most developing 

countries, it can be considered as a producer of home goods 

rather than importables and thus, the devaluation will 

determine a reduction in the production of these goods. 

Figures 1.3. and 1.4. illustrate the effects of 

a devaluation on the manufacturing sector under both cir¬ 

cumstances, when it can be considered as an import com¬ 

peting activity and when it behaves as a producer of home 

goods • 

Consider that there are two types of imports: 

imports of an intermediate good T which cannot be produced 

in the home economy and imports of a consumer good which 

competes with the domestically produced good P. In Figure 1.3 

at a given exchange rate (and a level of tariffs,restrictions, 

transport costs), the price in domestic currency of good P 

is OA. The schedules of the domestic demand and the domes¬ 

tic and foreign supplies of P are given by Dp, Sdp and Swp 

respectively. The quantity demanded of P is given by OC, 

of which OB is supplied domestically and BC is imported. 

The domestic production of P will generate a demand schedule 

for the intermediate good represented by Dt which is assumed 

to be inelastic given that there are no substitutes. 
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PRICE 

Figure 1.3 The Effects of Devaluation on Manufacturing 
as an Import Competing Activity. 

PRICE 

Figure 1.4 The gffects of Devaluation on Manufacturing 
as an Activity Producing Home Goods 
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Swt represents the foreign supply of good T. Production 

of OB requires of OD of intermediate goods. A devaluation 

will displace Swp and Swt to S'wp and S'wt. Sdp will also 

move to S'dp because of the increase in cost of the inter¬ 

mediate imported good. In spite of this domestic pro¬ 

duction of good P will increase by BH and imports will be 

reduced by IC. Net import substitution will expand thanks 
7 

to devaluation. 

Figure 1.4. shows the case where prohibitive import 

tariffs are imposed on the consumer good so that domestic 

production supplies completely the demand for good P, at 

price OA. In this case a devaluation will shift upwards 

the domestic supply schedule of P by the same amount of 

the increase in the cost of the imported intermediate good. 

Domestic production of good P will decrease by BD and total 

imports of the intermadiate good will decrease by CE. 

The net effect of devaluation will be to improve the trade 

balance by reducing domestic production. 

In summary, these two cases show two extreme 

situations; one in which a devaluation benefits the import 

competing industry and the other in which a devaluation 

results in a decrease in the level of production of the 

manufacturing sector that depends entirely on imported 

intermediate goods. In countries where an import substi¬ 

tution policy has been implemented through import pro¬ 

hibitions of competing goods, the last outcome is most 

probable. 



17 

FOOTNOTES 

^A similar figure is shown in Richard E. Caves and 
R.W. Jones, World Trade and Payments. (Boston: Little,Brown 
and Company, 1973), p. 411. 

2 
Sidney S. Alexander, "Effects of a Devaluation on 

a Trade Balance", International Monetary Fund Staff Papers, 
Vol. II, N22, April 1952, pp. 263-27$; and "Effects of a 
Devaluation: A Simplified Synthesis of Elasticities and 
Absorption Approaches", American Economic Review, Vol.XLIX, 
N21, March 1959, pp. 22-42. 

^There are at least two concepts of the general 
price level that must be considered. The price level of 
goods consumed and invested within a country (which will 
include imports plus all home produced goods which are not 
exported) and the price level of all goods produced within 
the country (which will include exports but exclude imports). 
See Arnold C. Harberger, "Some Notes on Inflation", Inflation 
and Growth in Latin America, eds. Werner Baer and Isaac 
Kerstenetzky (Homewood, Illinois: Richard D. Irwin Inc. 1964), 
p. 337. 

^Harberger, op. cit. p. 338. 

C 
See for example Richard N, Cooper, "Currency Deval¬ 

uation in Developing Countries", Essays in International 
Finance, Princeton University, N286, June 1971; and Harberger, 
op. cit. 

6 
These figures were used by Carlos Diaz Alejandro, 

Exchange Rate Devaluation in a Semi-Industrialized Country, 
(Cambridge, Massachusetts:”!Fhe M.I.T, Press, 1965)»pp.33,34. 

7As shown by (ONJH-OKLM) greater than (OAEB-OGFD). 



CHAPTER II 

AN OVERVIEW OF THE PERUVIAN ECONOMY, 1968-1975 

The objective of this section is to uotline the 

main features of the Peruvian economy during the period 

between 1968 and 1975 during which a fixed exchange rate 

was maintained. A brief analysis^" shows that a demand- 

production gap (or a savings-investment gap) developed in 

the early 1970*s and resulted in a situation where the 

economy depended heavily on the foreign sector to satisfy 

its internal demand for goods and services and to finance 

its domestic investment. The presentation of the behavior 

and composition of domestic demand and output, of the 

balance of payments and of domestic prices will give a 

background for the later analysis of the overvaluation of 

the exchange rate in the Peruvian economy. 

Table 2.1 shows the values of the domestic product 

and the domestic demand for the years between 1968 and 1975. 

Table 2.1 The Demand-Production Gap. Peru,1968-1975 
 (billions of soles)  

1968 1969 1970 1971 1972 1973 1974 1975 

Domestic Product 186 209 241 264 295 359 448 556 
Domestic Demand 183 203 231 262 293 361 472 610 
Exports-Imports 3 6 10 2 2 -2 -24 -54 

Source: Appendix Table I 

From 1968 to 1970 the former exceeded the latter determining 
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an improvement in the trade "balance. However, in 1971 the 

trade balance began to deteriorate and from 1973 on the 

level of domestic demand exceeded domestic product generating 

an excess of imports over exports which in 1975 represented 

almost ten percent of gross domestic product. The deficit 

in the goods and service balance was made possible by net 

capital inflows which complemented domestic savings in the 

investment process. 

The analysis of the rates of growth of both, domestic 

supply and domestic demand, should shed some light on their 

relative performance and therefore, on the determinants of 

the demand-production gap. Table 2.2 shows the real rates 

of growth of domestic output and domestic demand. 

Table 2.2 Real Rates of Growth of Domestic Output* 
and Domestic Demand. Peru 1968-1975 (%) • 

1968 1969 1970 1971 1972 1973 1974 1975 

Domestic Output 1 4 9 5 6 6 7 3 

Domestic Demand -4 5 9 7 4 11 12 6 

* Prom 1968 to 1970 calculated from real GNP, for the rest 
of the years from real GDP. 

Source: Appendix Tables II and III 

The economic crisis suffered by Peru in 1967-which 

was caused principally by balance of payments and public 

budget deficits- together with the stabilization policies 

undertaken during 1968 and 1969 determined the exceptionally 

low rates of growth of domestic demand and domestic output 

during those years. This changed dramatically in 1970 when 
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the pace of economic activity increased sharply stimulated 

by the external sector. Although foreign and private domes¬ 

tic investment were held back due to the political uncer¬ 

tainty introduced by the government that took the adminis¬ 

tration in 1968, a substantial recovery was noticeable. 

The very good performance of 1970 was not reached 

again during the period analyzed. Exports in real terms 

were constant until 1972 after which they started to decline. 

However, real domestic output increased at an average rate 

of six percent between 1971 and 1974. This satisfactory 

economic growth was determined mainly by the expansionary 

effects of the increasing levels of public investment. 

The government had been undertaking a long terra program in 

which the initiative in investment designed to increase 

exportable production and substitute imported inputs would 

be the direct responsability of the public sector. It was 

not until after 1970 that external financing was obtained 

to initiate the investment program. 

The investment program of the government provided 

a growth factor alternative to exports and sustained the 

rate of growth of domestic production between 1971 and 1974» 

especially by fostering the growth of the manufacturing, 

construction and service sectors. The long term character 

of the investment program implied that it would not increase 

domestic output in the near future, although domestic demand 

would accelerate significantly. 

Even though the rate of growth of domestic output 
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between 1971 and 1974 can be considered as adequate, a 

demand-production gap developed which is attributed to an 

increasingly acceleration of domestic demand. The ex¬ 

pansion of domestic demand and output was severely limited 

in 1975 due principally to the poor performance of the 

external sector, outflows of international reserves, a 

decrease in the rate of growth of public investment and 

the high level of domestic inflation. 

The study of the composition of output by type of 

expenditure and by sectors of production complements the 

analysis of the rates of growth of output and demand 

showing the relative importance of each one in the deter¬ 

mination of those rates of growth. 

Table 2.3 shows the composition of the gross 

domestic product by type of expenditure. Since 1971 con¬ 

sumption, investment and imports represented an increasing 

proportion of output while exports decreased relatively 

and even in absolute terms since 1968. The increase in 

the proportion of output destined to increase the stock of 

domestic capital was not accompanied by a relative increase 

Table 2.3 Composition of the Gross Domestic Product 
by Type of Expenditure. Peru 1968-1975 (%) 

1968 1969-70 1971-72 1973-74 1975 

Consumption 84.5 83.4 84.6 85.4 90.1 
Investment 13.9 13.1 14.6 17.3 19.7 
Exports 20.6 19.7 15.7 15.5 12.3 
Imports 19.0 16.2 14.9 18.4 22.1 

Source: Appendix Table I 
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in domestic savings to finance it. In the past, private 

investment had been the most dynemic component, however, 

between 1968 and 1975 it showed a relative stagnation. The 

relative increase in total investment is explained mainly 

by the high rates of growth of public investment. In 1968 

private investment accounted for 71% of fixed investment 

while in 1975 it represented only 52%. 

Table 2.4 shows the composition of gross domestic 

product by sectors of production. Between 1968 and 1970 

the primary activities {agriculture, mining and fishing) 

accounted on the average for 25.8%, manufacturing for 23.5%, 

construction for 4.0% and services for 46.7%. Since 1971 

these proportions began to vary significantly showing a 

relative deterioration of the primary activities whose 

proportion in gross domestic product in 1975 had been reduced 

to only 19.5% while the manufacturing, construction and the 

service sectors increased their participation. 

Table 2.4 Composition of the Gross Domestic Product 
by Sectors of Production. Peru 1968-1975 (%) 

1968 1969-70 1971-72 1973-74 1975 

Primary Sectors 26.0 25.8 23.7 21.2 19.5 
Manufac turing 23.6 23.4 24.8 25.3 25.7 
Construction 3.8 4.0 4.5 4.9 5.8 
Services 46.6 46.8 47.0 48.6 49.0 

Source; Appendix Table IY 

In general, the changes in the composition of the 

gross domestic product by type of expenditure and sectors 
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of production show that the economy of Peru in 1975 was 

more dependent on the foreign sector than in 1968. The 

higher proportion of investment was accompanied by increasing 

percentages of domestic output being consumed, obstructing 

any relative increase in domestic savings, which determined 

higher requirements of foreign resources. While the partici¬ 

pation in gross domestic product of the primary activities, 

which constitute the principal exporting sectors, was 

decreasing the construction and service sectors, producers 

of non-tradables, were increasing their participation as 

was also the manufacturing sector which depends heavily 

on imports. 

The balance of payments accounts, shown in Table 2.5 

reflect the described process. The stabilization policies 

undertaken during 1968 and 1969 resulted in balance of 

payments surpluses during those years. The boom of the 

external sector in 1970 is reflected in the high value of 

exports that permited a positive balance in current account, 

which traditionally has been negative for Peru. Even though 

the value of exports oscillated since 1970, their volume 

decreased steadily while imports increased. In 1975 imports 

more than doubled their value of 1973 and almost quadrupled 

that of 1968. The current account balance shows increasing 

deficits especially since 1973, due mainly to an increase in 

the service of the foreign debt. Long term capital inflows 

were significant since 1972 reaching a level ten times 

greater in 1975 than in 1972. In spite of the high levels 



T
ab

le
 
2
.5
 

T
he
 B

al
an

ce
 

o
f 

P
ay

m
en

ts
. 

P
er

u
,1

96
8-

19
75
 

(m
il

li
o
n

s 
o
f 

U 

24 

in c- ON 

r- 
ON 

m r- 
o> 

CM o 
ON 

ON 

o t- 
ON 

ON 
VO 
ON 

CO 
VO ON 

rH O ONI ON CO in m o m 
ON ON ON m m m °! in CM 
CM m O in rH rH 1 
rH CM rH| i rH rH i 1 

1 1 1 

m ON vol H M 1 ^ 001 ON 
O O O O O ON col 
in ON CO 1 1 00 CM 1 
H H 

1 
1 1 1 

CM m ONI H CMl 1 ^ Hi in m 
rH m H C- ON 00 ON CM in 
rH O CM H| m H| rH 1 
rH rH 

1 
1 1 1 

in CM ml in CM) | m m| o 
rH ml vo m 1 H col CM in 

ON CO H| rH 1 rH I 
i 1 

O o °I ^*1 CO CM| O VO 
ON m VO ON ml CM vo| 00 VO 
CO rH i 1 I 1 

H ini I 

m CO 
CM 

ml 

O ON ml ^ ON| rH CO CO 
mo ml ^ co CM o| CM CM in 
O r- m| H H| CM I CM 
H • I 

O ON Hi CM rH| ml vo CM in| - - ■* - ^ in in ml co in CM CM 
co vo CM| CM I I I I 

o m M SI JOO 001 CM m M 
t> vol O vo CM| rH H CM| 

CO vo H| CM 1 l M 
1 1 M 

x 
0 

03 o 0 
U 5 rH 
<D 3 JO 

<H H cd 
03 cd rH EH 
P2 PQ H 0 cd 
cd cd a -p « 
U ■p -p « •H 

EH d •H cd P« 
0 P« rH cd S 
o Ti o cd cd o 0 

pq « n d o o PQ 0 P« 
o o cd cd a 6 +> p4 
PH H <d 6 O JH d < 

cd 03 •H 0 0 
03 CQ PQ 0 -p 0 0 EH B •• 
-p «P o d EH cd -p 0 
u u CD •H 0 PQ •P 0 H o 
o o > M fcO U d cd 
p« p< cd u d •P o -p 2 
X 6 U CD 2 o 0 A T5 o O 
H M en CO O f-3 S3 -Ji < EH CO 



25 

of foreign capital inflows the overall balance of payments 

in 1975 registered a deficit of 576 millions of dollars, 

which resulted in a depletion of international reserves. 

Another important feature of the period of analysis 

is the behavior of domestic prices. Table 2.6 shows the 

rate of change of the consumer price index for Peru and 

the industrial countries for comparative purposes. The 

Peruvian rate of inflation is generally higher than that 

of the industrial countries and does not always move with 

it. In 1968 the domestic rate of inflation was of 19% 

which was abnormally high and is explained by the infla¬ 

tionary effect of the devaluation of 1967. between 1969 

and 1972 the annual average rate of inflation was of 6% 

which can be considered as normal, but from then on an 

increasing tendency is noted. Prom 1973 to 1975 world 

inflation was a highly destabilizing factor for Peru as 

for other developing countries. However, the domestic 

inflation cannot be categorized as caused only by external 

factors, certain domestic factors contributed to such out¬ 

come. 

Table 2.6 Rate of Growth of the Consumer Price Index 
of Peru and the Industrial Countries 

1968 1969 1970 1971 1972 1973 1974 1975 

Peru 19.0 6.3 4.9 6.9 7.1 9.5 16.9 23.6 

Industrial 
Countries 3.9 4.8 5.6 5.1 4.5 7.5 13.1 10.8 

Source: International Pinancial Statistics. International 
Monetary Pund, Vol. Xxil, U25, May 1978, pp.42,43. 
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According to a study of the ECLA: 

Among the factors that contributed to the increase 
in domestic prices in addition to the growing multiplier 
effect on the product, which could be ascribed to the 
expansion in investment, mention should be made of the 
persistent increase in prices paid for imports; the 
recognized inelasticity in the supply of agricultural 
foodstuffs...; and the rise in urban employment. 

The acceleration of domestic demand since the early 1970*s 

together with the expansionary monetary policy followed 

during those years pressed over domestic production and 

resulted in domestic price increases. 
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FOOTNOTES 

^For more complete studies of the development of 
the Peruvian economy during the period of analysis see ; 
Economic Commision for Latin America, Economic Survey of 
Latin America, Santiago de Chile: several issues; E.V.ÏT7 
Fitzgerald, The State and Economic Development: Peru Since 
1968, (Cambridge, Cambridge University Press, 197577 
International Bank for Reconstruction and Development,The 
Current Economic Position and Prospects of Peru, (Washington 
D.C. December 1973); lnteramerican Development Bank,Economic 
and Social Progress in Latin America, (Washington D.C. 
several issues/; The~Sconomist Intelligence Unit, Quarterly 
Economic Review-Peru and Bolivia. (London: several issues;. 

p 
Economic Commision for Latin America, Economic 

Survey of Latin America. Santiago de Chile,1975, p. 309. 



CHAPTER III 

THE OVERVALUATION AND THE DEVALUATION OF THE EXCHANGE 

RATE IN PERU 1968-1977 

This chapter will center on the analysis of the 

overvaluation of the exchange rate, the overspending policy 

and the devaluation in Peru. First, the exchange rate and 

tariff policies and the government development policy 

followed during the period between 1968 and 1975 will be 

described. Then, the effects of the overvaluation on the 

composition of domestic absorption and on the allocation of 

resources will be examined. The government policy executed 

during these years resulted in a situation of overspending 

which complemented the effects of the overvaluation in the 

formation of the trade deficits. Finally, the effects of 

the devaluations undertaken since September of 1975 until 

1977 on domestic absorption, the trade balance and domestic 

output will be presented. 

After a devaluation of 44% in October of 1967 foreign 

exchange transactions were handled at fixed exchange rates 

until September of 1975. During this period two foreign 

exchange markets existed: the market of "certificados" and 

the market of "giros". The first one was used for most 

international transactions (85% of the totalj and included 

all transactions involving merchandise imports and exports. 

Its exchange rate was fixed at 38.70 soles per U.S. dollar 

and was under a system of strict exchange controls. 
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The market of "giros was used mainly for invisible tran¬ 

sactions and operated also under a fixed exchange rate of 

43*38 soles per U.S. dollar, it worked free of exchange 

controls until May of 1970 when regulations established 

the government monopoly over all foreign exchange receipts 

and its allocation. 

The tariff policy in Peru has been somewhat over¬ 

shadowed by direct prohibitions to import non-essential 

products and goods competing with domestic manufacturing 

and by the fact that the government controls all the imports 

of food and significant percentages of the imports of raw 

materials and capital goods. 

The tariffs on imports of capital goods and raw 

materials were reduced during this period in order to 

reactivate investment. The incentives ranged from total 

exemption for the imports of the public sector to reductions 

for the private sector depending on the priority assigned 

to the industry and its geographic location. 

Since 1971 control over imports was tightend by the 

introduction of the concept of foreign exchange budget. 

Everybody who required foreign exchange had to submit an 

application to obtain it, if it was aproved he could buy 

foreign exchange to the limit. However, there was no auto¬ 

matic connection between the approval of the application 

and the allocation of foreign exchange to the approved limit, 

if the supply of foreign exchange was not enough the approved 

applications could be reduced at any moment. 
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Since 1971 the current account balance shows 

increasing deficits. The exchange rate was progressively 

overvalued. An index of the overvaluation of the exchange 

rate should be given in order to have a rough approximation 

of its magnitude. The computation of the purchasing power 

parity exchange rate presents several problems,* however, 

it is the only criterion that can be used here to give an 

idea of the magnitude of the overvaluation. Table 3.1 

shows the purchasing power parity exchange rate calculated 

2 
in a previous work. According to these calculations the 

exchange rate was overvalued since 1968 even though the 

devaluation of 1967. The percentage of overvaluation 

fluctuated around 25% between 1968 and 1970 and increased 

since 1971 to reach a level of 59% in 1975. 

Table 3.1 The Purchasing Power Parity Exchange Hate 
Peru 1968-1975 (1960=100; 

1968 1969 1970 1971 1972 1973 1974 1975* 

Official Exchange 
Rate** 38.7 38.7 38.7 38.7 38.7 38.7 38.7 38.7 

PPP Exchange Rate 48.1 48.6 48.2 49.3 51.2 52.8 55.7 61.5 

Overvaluation {%) 24.4 25.6 24.5 27.4 32.3 36.4 43.6 59.0 

* September 
** Of the dollar "certificado” 

Source: Juergen Schuldt, & Cuesta Demasiado el Polar?, 
Universidad del Pacifico, Lima 1978, p. 10. 

The period between 1968 and 1975 is also characterized 

by an increasing intervention by the government in the economy. 

This intervention was expressed by a continous reduction in 



31 

the role of the market system as regulator of the economy 

and the introduction of a system in which the price mech¬ 

anism is no longer the indicator of what, how and for 

whom to produce but the decisions of the government based 

on political and social criteria, 

Several reforms, aimed at changing the ownership 

of the means of production, were undertaken. First, the 

agrarian reform, which transfered private ownership of 

large agroindustrial enterprises "into cooperatives; second, 

the exclusion of many of the foreign enterprises established 

in agriculture, mining, basic industry and finance; third, 

the- extension of the state enterprises by expropiation and 

new ventures, particularly in minerals; and finally, the 

introduction of worker participation in the property and 

management of industry. 

The result of these reforms was a reduction of the 

control over the means of production exercised by foreign 

and domestic private capital vis-a-vis the state. The 

creation of public enterprises determined anew economic 

role for the government as a productive agent. The scope 

of the state enterprise sector increased considerably and 

secured its direct control over exports, infrastructure, 
*5 

industry, imports of food and finance. 

The participation of the public sector in the gross 

domestic product increased from 17% in 1968 to 22% in 1975 

due principally to the growth of public investment. In 1968 

public investment was 29% of total fixed investment while 
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in 1975 it had increased to 48%. Public investment grew 

at a mean real annual rate of 22% between 1970 and 1975, 

while private investment grew at only 10% due to the uncer¬ 

tainty introduced by the reforms of the government. During 

all the period public investment was the most dynamic com¬ 

ponent of the domestic demand. 

This increasing participation of the government in 

the economy was made possible by expansionary fiscal and 

monetary policies. Table 3.2 shows the economic deficit of 

the public sector and its financial sources. In 1971, the 

deficit represented 2.4% of the gross domestic product 

while in 1975 it had increased to 10.3%. Central government 

deficits resulted of increasing levels of capital and current 

expenditures which could not be adequately financed by the 

existing tax structure. Since 1973 the deficit of the central 

government was accompanied by increasing deficits of the 

public enterprises, which resulted principally from the price 

Table 3.2 Economic Deficit of the Public Sector 
Peru 1971-1975 (billions of soles) 

1971 1972 1973 1974 1975 

Economic Deficit -6.4 -8.7 -19.7 -28.1 -57.3 

Central Government -8.1 -10.8 -14.0 -14.1 -30.6 
Public Enterprises 0.7 0.4 -7.8 -19.5 -34.0 
Other Institutions 1.0 1.7 2.1 5.5 7.3 

Foreign Finance 1.8 4.5 11.9 25.3 31.4 

Domestic Finance 4.6 4.2 7.8 2.8 25.9 

Banking System 6.0 2.0 10.2 -0.3 25.3 
Others -1.4 2.2 -2.4 3.1 0.6 

Source; Hugo Cabieses and Carlos Otero, Economia Peruana: 
Un Ensayo de Interpretacion. Lima 1978, p.176. 
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control policies aimed at maintaining a low price of the 

goods and services they provided and from their increasing 

levels of capital expenditure. 

Foreign borrowing was significant as a financial 

source for these deficits. As a result, foreign public 

debt steadily increased reaching in 1975 the level of 3.2 

billion dollars which was two times the volume of 1973. 

The increasing levels of foreign public debt determined 

high debt service ratios which reached 3Q% in 1975. Domestic 

finance was maintained at lower levels until 1975 when it 

increased substantially due to the difficulty of obtaining 

additional foreign resources. 

Recourse to the banking system was the principal 

component of domestic finance. The monetary accounts of 

the banking system^- show that during this period the growth 

of domestic credit was rather unstable which was determined 

principally by its function as a source of domestic finance 

of the deficits of the public sector. Net international 

reserves show increasing levels until 1974, which was a 

result of the increasing inflows of foreign capital,through 

the public debt. In 1975 international reserves had to 

finance the balance of payments deficit and were depleted. 

The increase in domestic credit and international reserves 

determined higher ratios of money to gross domestic product. 

Even though the public investment program was fully 

justified, its long range character determined an increase 

in domestic demand without a corresponding increase in output. 
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The productive and savings capacity of the economy were 

overestimated, resulting in an increase in the requirements 

of foreign resources. This policy of overspending resulted 

in trade deficits and high levels of foreign indebtedness 

that compromised Peruvian resources in the future. Even 

though some exogenous phenomenons had direct impact on the 

formation of the demand-production gap, i.e. the behavior 

of international prices of exports and imports, domestic 

economic factors have to be carefully considered. Both 

overvaluation and overspending contributed to the formation 

of trade disequilibriums. 

The theoretical framework developed in Chapter I 

for the analysis of the overvaluation and the devaluation 

of the exchange rate was based upon the small country 

assumption. If the Peruvian share in world exports and 

imports is small, the economy will be a price taker in 

international markets, its temrs of trade will not vary and 

the analysis may be undertaken in terms of tradables and 

non-tradables. 

It cam be safely assumed that the Peruvian demand 

for imports cannot exert market power. Table 3.3 shows 

the share of the principal Peruvian exports in total world 

exports for the years 1967 and 1973, which gives an idea 
5 

of market power. These shares are relatively low^ and 

indicate that the small country assumption is a useful and 

reasonable simplification which permits the assertion that 

any policy undertaken in the home economy will have no 
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effect on the international prices of the Peruvian exports 

and imports. 

Table 3*3 Share of the Peruvian Principal Exports 
in World Exports 1967 and 1973 \%) 

1967 1973 

Copper 4.6 3.7 

Animal Feeding Stuff 12.2 3.0 

Sugar and Honey 2.9 1.9 

Zinc 5.0 8.2 

Cotton 2.9 1.6 

Coffee 1.3 1.4 

Iron Ore 4.1 1.8 

Lead 7.3 7.8 

Silver,Platinum n.a. 2.7 

Source: 1967; Handbook of International Trade and 
Development Statistics. 1976. p. 221. 

1973; Handbook of International Trade and 
Development Statistics. 1973, p. 149* 

Even though difficulties arise when defining goods 

as tradables or non-tradables, it may be useful to classify 

the Peruvian output so as to give an idea of its composition 

in terms of importables, exportables and non-traded goods. 

The clearest picture is given by the importables category. 

In theory, importables are composed of imports and import 

substitutes, however, the high degree of protection that 

was given to the import substitution sector in Peru, cut 

any direct link between the internal prices of import 

substitutes and world prices although they were indirectly 

linked through their imported inputs. This permits the 
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conclusion that importables in Peru are composed only of 

imports, and that the import substitution sector can be 

better categorized as a producer of non-traded goods# 

The classification of the exportable goods is more 

complicated# The primary sectors of production are the 

principal producers of exports. It can be stated that the 

value added of the fishing and mining sectors and a signif¬ 

icant proportion of the agricultural sector are composed of 

exportables. However, domestic comercialization policies 

and price controls of agricultural products tend to cut 

their direct link with international prices, being difficult 

to define their degree of exportability. Finally, the 

manufacturing sector has not been able to develop a signif¬ 

icant level of production of exportable goods due to the 

import substitution policies that hinder the possibilities 

of export lead manufactures. The exception to this-is: given 

by that part of the manufacturing sector which is directly 

related to the processing of some primary exportable product 

and that accounts for a quarter of the whole sector. 

An overvalued exchange rate affects both, the com¬ 

position of domestic absorption and the allocation of 

resources. The effects of the overvaluation on absorption 

will be to increase the domestic demand for importables and 

exportables relative to non-tradables. In production, the 

overvaluation will induce the flow of resources towards the 

sectors of production of non-tradable goods discouraging 

the production of tradables. 
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Given that importables in Peru are composed only of 

imports, the effect of the overvaluation of the exchange 

rate on absorption will be to increase the domestic demands 

for imports and for exportable goods. Table 3.4 shows the 

value of imports and its index of quantum for the years 

between 1968 and 1975. The value of imports accelerated 

notably since 1973. These rates of growth are upward biased 

due to the abnormally high increases in international prices 

during these years. The index of quantum of imports elim¬ 

inates price variation effects and is a better indicator of 

the behavior of the demand for imports. It also shows that 

the demand for imports accelerated especially since 1973. 

Real imports in 1975 doubled their respective value of 1972. 

Table 3.4 Imports and the Index of Quantum of Imports 
Peru 1968-1975 

1968 1969 1970 1971 1972 1973 1974 1975 

Imports FOB* 673 659 700 730 812 1033 1909 2390 

Index of Quantum** 92 94 100 116 112 139 157 223 

* millions of U.S.$ 
** 1970=100 

Sources Appendix Table XII and Banco Central de Réserva del 
Peru, Memoria Anual. 

The overvaluation of the exchange rate may have 

contributed to this acceleration of the demand for imports. 

The relative prices introduced by an overvalued exchange 

rate will generate a substitution effect in absorption of 

imports for non-tradables, increasing the imported component 
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of domestic absorption. To analyze this possibility some 

a-priori considerations about the probable response of 

imports to relative price changes will be examined. 

Table 3*5 shows the percentage composition of imports 

according to uses for the period of analysis. The requirements 

of the Peruvian economy of imported raw materials and inter¬ 

mediate goods stand out. Between 50% and 56% of total 

imports correspond to inputs needed for the adequate operation 

of the industrial sector. Imports of capital goods were also 

important and represented between 30% and 37% of total 

imports, while imports of consumer goods ranged only from 

9% to 15%. 

Table 3*5 Composition of Merchandise Imports According 
to Uses. Peru 1968-1975 (%) 

1968 1969-70 1971-72 1973-74 1975 

Total Imports 100 100 100 100 100 

Consumer Goods 15 15 13 11 9 
Raw Materials 52 50 56 51 55 
Capital Goods 33 35 30 37 36 
Others — — 1 1 — 

Source: Appendix Table V 

There are some reasons to believe that a composition 

of imports like the one of the Peruvian economy will not 

determine a high elasticity of demand for imports. In the 

first place, the demand for raw materials and intermediate 

goods is of the nature of derived demand, determined by 

output and thus, is less sensitive to price changes. Second, 

the demand for capital goods depends on the level of domestic 
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investment and thus on the general level of economic acti¬ 

vity. Third, even though the imports of consumer goods are 

more responsive to price variations, they were subject to 

strict control which difficulted any response of domestic 

demand to their relatively lower price. The domestic pro¬ 

duction of substitutes for imported capital goods and raw 

materials is almost inexistent in Peru. In any case, when 

some substitution was possible, strict prohibitions to 

import any good which was produced domestically eliminated 

that possibility. 

In conclusion, around 90% of all imports were com¬ 

posed of raw materials and capital goods which are expected 

to have.low price and cross elasticities of demand, and 

only around 10% were consumer goods which might present 

higher elasticities. However, tighter controls for the 

latter prevented any significant increase in their demand 

as a result of an overvalued exchange rate. These a-priori 

considerations do not encourage the conclusion that the 

overvaluation of the exchange rate by itself, explains the 

significant increase in the demand for imports during the 

period analyzed. However, two considerations should be 

made. First, it is difficult to administer import controls 

so as to completely neutralize any increase in the demand 

for imports. Second, the overvaluation will induce 

investment in projects intensive in imported capital and 

processes of production with relatively larger requirements 

of imported intermediate goods. 
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The second effect generated by an overvalued exchange 

rate on absorption is the substitution of exportables for 

non-tradables. The relatively lower price of exportables 

generates an increase in their domestic demand vis-a-vis the 

demand for non-tradables, resulting in a reduction of exports 

if production cannot increase. 

Observing the value of the Peruvian exports, shown 

in Table 3*6, no clear pattern of growth is found. The 

pattern for individual exports is even more erratic. These 

variations in the value of exports can be explained prima¬ 

rily by variations in international prices. Inatead^. the 

index of quantum of exports, shown in the same table, reflects 

a stagnation of exports until 1972 and a decreasing tendency 

from then on. In 1975 it represented only 70% with respect 
g 

to the index in 1970. This behavior of real exports can be 

explained by the conditions of both, domestic demand and 

supply. The following paragraphs will concentrate on the 

decrease in exports due to an increase in their domestic 

absorption. 

Table 3*6 Exports FOB and the Index of Quantum of Exports 
Peru 1968-1975 

1968 1969 1970 1971 1972 1973 1974 1975 

Exports FOB* 840 880 1034 890 945 1112 1503 1291 

Index of Quantum** 101 92 100 94 101 74 74 70 

* millions of U.S.$ 
** 1970=100 

Source: Appendix Table XII and Banco Central de Réserva del 
Peru, Memoria Anual. 
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On the average, between 1968 and 1975, 50% of the 

Peruvian exports were minerals (copper, lead, zinc, iron, 

silver); 24% were fish products, 22% agricultural products 

and only around 4% were manufactured goods and handicrafts. 

By their very nature, the domestic demand for minerals will 

depend on the level of output of the economy and thus, it 

will not be very sensitive to price changes. The domestic 

demand for fish and agricultural products would be expected 

to be more sensitive to price changes if those products were 

mainly foodstuffs. However around 90% of the fish products 

is composed of fishmeal, whose domestic consumption depends 

on the livestock industry and around 85% of the agricultural 

products is composed of sugar, cotton and coffee. The 

domestic consumption of cotton will depend principally on 

the capacity of the textile industry. The domestic con¬ 

sumption of sugar and coffee may be more responsive to price 

variations although the consumption capacity cannot be 

significantly increased. 

In conclusion, given the nature of the principal 

Peruvian exports it cannot be expected that the overvaluation 

of the exchange rate will generate a significant increase in 

the domestic absorption of exportable goods. However, the 

overvaluation may have favored the development of investment 

projects intensive in the use of exportables as inputs and 

thus, increase the domestic capacity to absorb them. 

Table 3.7 shows the percentage of production of the 

principal exportables of Peru that is exported. The difference 
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of this ratio from one hundred may be considered as a rough 

indicator of the domestic absorption. The percentages 

exported of all products except silver have steadily decreased 

during the period which indicates that their domestic 
7 

absorption has increase. In 1968, copper, lead, zinc and 

iron were exported almost entirely. In 1975, the proportion 

of the production of these goods that was exported had 

decreased significantly. The domestic consumption of sugar, 

cotton and coffee was appreciable in 1968 and reached higher 

proportions in 1975. In conclusion, during the period of 

analysis the domestic consumption of exportables increased 

and contributed to the reduction in exportable surplus. 

Table 3.7 Percentage of the Production of the Peruvian 
Principal Exportables that is Exported 1968-1975 (%) 

1968 1969-70 1971-72 1973-74 1975 

Copper 97 97 94 86 82 

Silver 92 93 92 93 97 

Lead 99 97 86 88 68 

Zinc 105 96 89 92 91 

Iron 101 98 97 89 70 

Sugar 69 59 61 55 46 

Cotton 67 88 67 58 63 

Coffee 80 67 68 63 72 

Source: Appendix Tables VII and VIII 

Even though the overvaluation may have favored the 

development of activities intensive in the use of exportables 

as inputs and thus, increased the domestic capacity to absorb 

them, this cannot be explained only by the overvaluation. 
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In conclusion, the overvaluation of the exchange 

rate cannot explain by itself neither the increase in the 

demand for imports nor the increase in the domestic demand 

for exportables. The previous analyses suggest that these 

domestic demands depend primarily on the general level of 

economic activity. The expansionary fiscal and monetary 

policies undertaken during these years supported the accel¬ 

eration of the domestic demand increasing the level of 

imports and the domestic absorption of exportables. 

The previous pages have examined the effects that 

an overvalued exchange rate generates on the composition of 

domestic absorption. The following paragraphs will discuss 

the probable effects of the overvaluation on the composition 

of the Peruvian output. The exchange rate influences the 

allocation of resources, when overvalued it discourages 

investment in tradable goods and makes it more attractive 

for investing in non-tradables. This leads in time to 

balance of payments difficulties. 

The allocation of resources in response to the over¬ 

valuation takes time to develop and can be considered as a 

long run effect. The long period during which the exchange 

rate in Peru has been overvalued suggests that the composition 

of output may have responded to the overvaluation. Kvidence 

on changes in the pattern of production within Peru is con¬ 

sistent with the hypothesis that the exchange rate policy 

undertaken contributed to the expansion of the sectors of 

production of non-tradables and discouraged the production 

of exports. 
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The following section will examine the effects of 

the devaluations that were undertaken in Peru since September 

of 1975 until 1977. Even though in the long run devaluation 

will tend to generate an absorption structure compatible 

with the composition of production, in the short run the 

improvement of the trade balance will have to rely on the 

reduction of domestic absorption. This will result in a 

decrease in the general level of economic activity and a 

reduction of domestic output. 

The disequilibriums developed during the years 

between 1968 and 1975 and which were fully manifested in the 

last year of that period, could not be sustained any longer 

and drastic stabilization policies were introduced. The 

main objectives of these policies were the reduction of 

the balance of payments deficits, the reduction of the eco¬ 

nomic deficits of the central government and the public 

exterprises, the increase in domestic savings and the increase 

in the production of the agricultural sector. The devaluation 

of the exchange rate was the principal measure advocated to 

restore the equilibrium of the balance of payments. 

The increasing deterioration of the trade balance and 

its considerable deficits of 1974 and 1975, and the loss 

of international reserves in 1975 induced the government to 

devalue for the first time in September of 1975 after eight 
O 

years during which the exchange rate was maintained fixed. 

The two markets of foreign exchange were unified under the 

the exchange rate of 45.00 soles per Ü.S. dollar. In 1975 



45 

international reserves decreased to only 115 mmillions of 

dollars and the balance of trade deficit was of 1.1 billions. 

In June of 1976 the exchange rate was devalued again to 

65.00 soles per dollar. This rate was maintained fixed 

until September of that year when a system of more periodic 

devaluations was introduced. In 1976 there was a relative 

improvement in the balance of trade whose deficit decreased 

to 741 millions. In spite of this international reserves 

were exhausted and reached the level of -752 millions. In 

December of 1977 the exchange rate was of 131.00 soles per 

dollar and the trade balance deficit was of 438 millions 

which meant an improvement with respect to the previous 

years, however, the balance of payments showed a deficit of 

350 millions which reduced even more the level of inter¬ 

national reserves to -1.1 billions. 

In Chapter I, were the theoretical effects of a 

devaluation in a small country were analyzed, it was noted 

that it would not affect the terms of trade and that a 

succesful initial effect would depend on the ability of the 

country to increase its supply of exports and decrease its 

demand for imports in the short run. 

In the previous section it has been concluded that 

the domestic demands for imports and exportables cannot be 

expected to respond significantly, in the short run, to 

price changes. The same conclusion can be reached for the 

short run response of the supply of exports. In general, 

significant increases in the production of minerals will be 
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directly related to the level of investment in that sector, 

even though some short run increase in production may result 

from devaluation especially from the small and medium scale 

firms which are more sensitive to these changes. The pro¬ 

duction of agricultural exports could respond more rapidly 

due to the possibility of substitution of one kind of crop 

for another. This is difficult however by the fact that 

the exportable commodities are obtained from crops with 

production processes that last a year or more. A short run 

increase in the supply of fishmeal was severely limited in 

those years by the reduction in the catch of anchoveta. 

In summary, some increase in the production of exports may 

result short after devaluation but it is not expected to be 

significant. 

These considerations permit the assertion that the 

initial effect of a devaluation in Peru will not be strong 

enough to induce a noticeable short run improvement in the 

trade balance. The only possibility of significantly 

improving it will rely in the reduction of the level of 

domestic absorption. This may be brought about by the 

"direct effects" of devaluation on reducing absorption or 

by expenditure-reducing policies introduced along with the 

devaluation. 

These "direct effects" would be induced by the 

inflationary effects of a devaluation. The devaluations 

undertaken during the period of analysis were not accom¬ 

panied by trade liberalization and therefore the possibility 
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mentioned by some authors that a devaluation might actually 

reduce the domestic price level is not relevant in the case 

of Peru, The small country characteristic of the Peruvian 

economy will determine that the price in domestic currency 

of exportables and importables will increase by the full 

percentage of the devaluation. The total effect on the 

domestic price level will depend on the relative incidence 

of tradables in domestic absorption which will not be sig¬ 

nificantly reduced given the short run inelasticities of 

the domestic demand for tradables. 

The theoretical reasons presented, together with 

the facts that imports represented 21% of the gross domestic 

product in 1975, that most exportables were absorb domes¬ 

tically and that the exchange rate was devalued by 16% in 

1975, 54% in 1976 anf 90% in 1977, support the assertion 

that the devaluation was one of the main determinants of 

the rates of inflation experienced during 1976 and 1977 

which were of 34% and 38% respectively. 

Moreover, devaluation was accompanied by restrictive 

monetary and fiscal policies. During 1976 and 1977 the money 

supply grew at a lower rate than prices, and the ratio of 

money to gross domestic product decreased. Interest rates 

which had been fixed during this period were increased. 

Tax rates were increased and new taxes were created. The 

expenditures of the central government were limited and the 

public enterprises increased their prices for the goods and 

services they provided. 
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The inflationary effects of devaluation together 

with the expenditure-reducing policies introduced determined 

a reduction in the level of real absorption. In 1976, the 

real rate of growth of consumption decreased to only 2.6% 

while real investment decreased in absolute terms by 11.2%. 

This was aggravated in 1977 when both, real consumption and 

real investment, decreased by 0.6% and 22.3% respectively. 

This reduction in domestic absorption resulted in an 

improvement of the trade balance. 

The decrease in domestic absorption resulted not 

only on a reduction in absorption of traded goods but also 

of non-traded, which.ultimately determined a decrease in 

the level of domestic output. Real gross domestic product 

increased in 1976 by only 3% while in 1977 it decreased by 

1.2%. The output of manufacturing, construction and serv¬ 

ices was remarkably reduced. The manufacturing sector was 

especially affected not only because of a decrease in the 

demand for its products but also because of the increase in 

the price in domestic currency of its required imported 

inputs sind by the restrictive monetary policy towards the 

private sector. 
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FOOTNOTES 

1For a review of the problems of the purchasing 
power parity theory see Lv Officer, "The Purchasing Power 
Parity Theory of Exchange Rates: A Review Article", Inter¬ 
national Monetary Fund Staff Papers. Vol. XXIII, N21, 
March 197ST 

2 
Juergen Schuldt, Cues ta Demasiado el Polar?. 

Universidad del Pacifico, Lima 1978. 

^An idea of the scope of the state enterprise sector 
is given by E.V.K. Fitzgerald, The State and Economic Devel¬ 
opment: Peru Since 1968. (Cambridge, Cambridge University 
Press, 1976), pp. 47-48. 

^See Appendix Table IX. 

5 
•'Teru did enjoy market power in fishmeal during the 

1960's, however this power was lost after the collapse of 
this activity in the late months of 1972 due to the disap¬ 
pearance of the anchovetas from the Peruvian coast. 

^There are two exogenous factors that contributed 
to this behavior; the collapse of the fishmeal industry 
in 1972 and the world recession of 1975. 

7 
'Domestic consumption grew not only as a percentage 

of total product but also in absolute terms. 

O 

Tables X and XI of the Appendix show the exchange 
rate for the Peruvian sol anf the international reserves 
respectively. 



CONCLUSIONS 

The theoretical framework presented was useful for 

understanding the effects of the overvaluation and the 

devaluation of the exchange rate in Peru. 

Between 1968 and 1975, a policy of fixed exchange 

rate, a decreasing level of nominal tariffs for raw marerials 

and capital goods and high rates of domestic inflation con¬ 

tributed to increasing levels of overvaluation of the exchange 

rate. During the same period, expansionary monetary and 

fiscal policies accelerated the rate of growth of the domestic 

demand without generating an equivalent increase in domestic 

output. Both, overvaluation and overspending contributed 

to the formation of trade disequilibriums. 

The overvaluation of the exchange rate by itself 

could not explain neither the significant increase in the 

demand for imports nor the increase in the domestic demand 

for exportables. 

The nature of the Peruvian imports and exportables 

permit the conclusion that the trade disequilibriums resulted 

principally from the increase of domestic demand caused by 

the overspending policy which accelerated the level of eco¬ 

nomic activity and determined and increase in the domestic 

demand for tradables and non-tradables. 

The principal effect of the overvaluation of the 

exchange rate in Peru was manifested in the allocation of 

resources towards the sectors of production of non-tradables• 
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The initial effect of the devaluations in Peru 

was not strong enough to significantly improve the trade 

balance. However, exports increased and imports were reduced 

in the short run mainly due to the reduction in the level 

of domestic absorption which was brought about by the direct 

effects of a devaluation on absorption and by the expenditure 

reducing policies introduced along with it. This reduction 

in domestic absorption resulted also in a decrease in the 

absorption of non-traded goods which determined a reduction 

in the level of domestic output. 

The new relative prices introduced by the devaluation 

will need time to induce a reallocation of resources or to 

change the pattern of domestic absorption. However, this . 

will not be generated if traditional expectations relative 

to the long run exchange rate policy are not changed. If it 

is expected that the traditional policy of long periods of 

overvaluation said big devaluations is going to continue in 

the future, the relative price effects of the devaluation 

will not be significant. 
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