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PREFACE

Within the framework of UNIDO's programme on country surveys and studies,
analyses are made of industrial restructuring requirements, prospects and
policies of individual developing countries. The aim of the research
programme is to provide national policy makers with basic information for the
formulation of policies and strategies for industrial development. This
follows the general approach adopted for in-depth country studies to link
analytical studies closely with the policv-making process of developing

countries.

Accordingly and in response to a request by the Government of Perv, UNIDC
undertook this study, which covers analyses of the overall experience of and
prospects for industrial development in Peru and provides a first assessment
of the restructuring requirements and prospects of selected industrial

sectors.

The study was prepared by the Regional and Country Studies Branch in
co-operation with a team of international and national consultants. In
support of the study, a field mission was undertaken in April 1984 to collect
data and interview Government officials and representatives from industry,
and also to visit a representative sample of industrial enterprises

throughout the country. The JINIDO team was headed by Ralf M. Mohs of the

Regional and Countrv Studies Branch and included William T. Conroy, Karl H.

Plitzer and 2ns 0. Svensson (international consultants).

Subsequently, the findings of the mission were summarized in reports,
prepared by the international consultants 1n co-operztion with UNIDO staff at
UNIDO Headquarters. These sectoral reports were integrated into a
comprehensive draft report by UNIDO's Regional and Country Studies Branch in
close co-operation with Eva Paus and Heinz G. Preusse of the Ibero-America
Institute of Economic Research (University of Goettingen, Federal Republic of

Germanv).

A summdry document of the comprehensive study report served as the basic
document for the Forum on Industrial Development and Planning, which was held

in Lima 25 - 28 February 1985, under the auspices of the Ministrv of
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Industry, Commerce, Tourism and Integration, UNIDO, UNCTAD and the
Corporacién Andina de Fomentco. The comments received by the UNIDO team on
this Forum from the Government and representatives of the political parties,
public and private enterprises and institutions and the financial and

academic sector were incorporated into this summary report.
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EXECUTIVE SUMMARY

Chapter I rveviews the past performance of Peru's industrial sector in
the context of the national economy and in international perspective. It
concludes that Peru's economic development in the decade of the 1970s was
characterized by decreasing dynamism, accompanied by growing macro— and
micro—economic imbalances. The pace of structural transfcrmation was slow,
and manufacturing increased its share in total GDP only marginally over the
period. At the Deginning of the 1980s, the manufacturing sector was

particularly hard hit by the crisis which affected the whole economy.

The performance of Peru's economy also lagged behind the average
experience of the countries in the region. As a result, Peru's relative
position in the region deteriorated in terms of indicators such as GDP per
capita and nanufacturing value added per capita. This suggests that the very
characteristics of the Peruvian development process and of differing
industrial policies pursued over the period may be responsible for this
outcome, in addition to the effects of the worldwide economic crisis which

affected all the countries in the region.

Yet, comparing the structural composition of Peru's manufacturing sector
with countries at a similar stage of development reveals that the beverages
and particularly the non-ferrous metals branch are significantly more
develcped in Peru, whereas the electrical machinery sector is lagging behind.
All other branches are develoned to a degree corresponding to the average

pattern.

I: is concluded that in.ustrial development in the 1970s 4id not result
in an exceptional or distorted composition of the man-'facturing sector.
Therefore, given in addition Peru's rich endowment with natural resources
and ite long industrial experience, the medium-term chances of success appear
to be quite promising for a new industrial policy aiming at a restructuring
of key industrial branches and a removal of growth-reducing components from

the incentive system.




Chapter II establishes a general framework for industrial policies in
Peru. A primary requirement of industrial policy would be to provide a set of
consistent and continuous parameters for the economic agents in all sectors
of the economy. In the actual situation of Peru, the design of these
parameters could not be confined to a simple choice between a strategy of
pure import substitution or an indiscriminate cpening~up to the international
market. Rather, a new industrial strategy would need to take advantage of the
international market without being able to expose industry abruptly and
completely to international competition. In addition, it would need to aim at
a correction of existing imbzlances in the Peruvian economy. In par:zicular,
the disincentive to use labour would need to be reduced, which is caused by
rigidities in the formal labour market and is resulting in a relative
attractiveness of the informal economy. A reformulation of the current labour
legislation is suggested, and various alternatives basad on time contracts
are discussed. It is also recommended to reduce the "entry costs" into the
formal sector in terms of time and money required for registration and to

give additional support to small-scale industry in the formal sector.

Differences in the level of competitiveness reached by the various
industrial sectors call for a select.ve approach. The establishment of
sectoral priorities is therefore a key issue. A two-stage approach of
sectoral policy is suggested: in the first stage, special attention should be
given to those sectors which have the greatest short—term potential for a
resumption of industrial growth, whereas the main policy objective of the
second stage would be to diversify the industriai structure through promoting
new key industrial sectors with a loug-term growth potential. Combining
cross-section data for the relationship of disaggregated manufactured exports
in various countries and their development levels with the results of a
constant market share analysis for Peru's manufactured exports in the 1975-80
period, allows to identify various industrial branches as potential priority

targets of industrial policy.

One of the particularly promising targets for the first re-activation
stage of sectoral policy appears to be the textiles and clothing industry,
which developed into a dynamic exporter in the past. In the second stage,

various branches which already have gained some export experience (such as




woven non-cotton fabrics, travel and sportiig goods etc.) or which have a
particularly promising import-substitution pctential (such as selected
capital goods) should be promoted, in order to diversify the industrial
structure and to initiate a new process of industrial growth. The fact that
already a significant number of advanced and complex industrial products are
manufactured in Peru, indicates that substantial entrepreneurial talent and
skilled labour do exist in Peru and that the chances of success for a new

industrial policy should be looked at with optimism.

In the following two chapters, the restructuring requirements and
prospects of selected key branches for Peru's industrial development are
analysed in more detail. The textile industry, dealt with in chapter IV,
entered a recessic . in 1982 and 1983. Among the main factors responsible for
this were exchange rate variations and increasing protectionism in the U.S.
market; but the actual crisis of the industry cannot be explained through
these factors alone: problems of cotton supply and a general lack of
competitiveness also have to be taken into account. Various factors are
responsible for a reduced international competitiveness compared to
South-East Asian producers: higher prices of raw material inputs, due to the
internationally high prices for the high—quality, long-staple Peruvian cotton
on the one hand and inefficiencies in parts of the synthetic fibre sector on
the other hand; higher wages coupled with an inflexible labour market due to
the current labour legislation; and finally, lower productivity due to less
modern machinery. In addition, in the domestic market Peruvian producers have
to cope with competition from illegal imports and from producers in the
informal sector. A programme to promote the Peruvian textile industry would

need to tackle these problems in an integrated way.

Firstly, the Peruvian textile industry needs access to competitively
priced production inputs. This calls for a rationalization of the synthetic
fibre sector through mergers of existing companies, in order to achieve
economies of scale. As to natural fibres, better use should be made of Peru's
high—-quality, long-fibre cotton through utilizing it only for the
manufacturing of high-quality textiles which can be sold at a premium in
national and international markets, or for exports in unprocessed form.
Lower~quality items which are produced for the domestic market could be made

from short-fibre cotton varieties.
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Secondly, imports of cotton would need to be liberalized. The
importation of short-fibre cotton for the manufacturing of lower- and
medium-quality textiles would release higher—quality domestic cotton for the
manufactu-ing of higher—quality products or for export. In addition, it would
prevent the transformation of "natural” disasters into "man-made" damage for
the textile industry, as happened in the past in the case of bad cotton

harvests.

Thirdly, the need to upgrade the product basket and to reduce persisting
productivity gaps compared to South-East Asian producers requires continuing
modernization of the industry- It is therefore recommended :hat a "textile
industry restructuring programme' be launched in order to support
modernization efforts of the industry. Such a prograrme would combine
financial assistance to enterprises with obligations of enterprises receiving
such assistance to achieve certain targets (e.g. in terms of exports,
employment etc.). It is recommended that a tri-partite institution be
established, consisting of rapresentatives of the Government, industry and

labour, to monitor the implementation of the programme and to settle disputes.

To complerent the programme, preferential treatment could te given to
imports of textile machinery and other inputs essential for the success of

the programme.

Finally, chapter IV reviews the restructuring requirements and prospects
of selected key branches of *he capital goods sector and concludes with an

outline of policy options pertinent to the promotion of two selected branches.

The first branch is the production of capital goods for the mining
industry. Although the continuing crisis in the international metal markets
also affects the demand prcspects for mining equipment, there are good
reasons to believe that in the future the branch might play a significantly
larger role than in the past. This optimism is based on the weight of the
mining sector in the Peruvian economy, the current low share of domestic
producers in the supply of capital goods to this sector (10-15 per cent), and
the potential for increasing exports to other countries in the region, in

particular in the framework of the ANDEAN market integration.
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However, to utilize this potential to a larger extent, the branch would
need tc undergo a process of rationalization, both in terms of the
overabundance of products currently produced by relatively small companies
and of the high Jegree of vertical integration of the companies. Appropriate
industrial policies should support a process leading to larger, more
specialized and more efficient production units. Only on this basis it will
be possible to technologically upgrade the branch and to expand its
production basket to include more advanced products. There are ample human
skills and engineering capacities avallable in Peru to support this process,
as is also eviuenced by the fact that in some processes such as the
application of bio—technology to mineral extraction Peruvian engineers and

scientists are among the leading ones in the world.

The second branch analysed in this chapter, the production of
power—generation and —distribution equipment, suffers severely from the low
level of internal demand, both from private and public customers (both groups
account for approximately 50 per cent of the sales of the branch). In
general, the branch has achieved a relatively high local content in
production, but the machinery used is old, and the willingness and capacity
of enterprises to invest is low, given the depressed level of internal demand

and the strained financial situation of the companies.

A critical factor determining internal demand is the investment
potential of Electroperid. Currently, the company's income gained through
electricity sales does not cover its production costs, and electricity prices
charged figure among the lowest in Latin America. To establish a sound
financial base for the public electricity companies is a pre-condition for an
expansion or even continuation of their investment programmes. Domestic
producers appear to be capable of supplying a wider range of goods than is

currently the case, and a list of potential new products is established.

The utilization of this potential of domestic producers should be
facilitated by disaggregating public investment projects into several
components, instead of putting turn-key projects for tender. The minimum

experience requirements usually connected to large turn-key projects
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exclude national firms largely from competing, and, at the same time, prevent
national producers from achieving & sufficient track record to present at

future biddings.

In the final section of chapter 1V, various mechanisms and policy
instruments are reviewed which would be suitable for a promotion of domestic
production in both branches alike, such as a possible "buy national” policy,
accompanied by the creation of a complementary institutional support. In this
regard, both branches might consider the establishment cf tri-partite
commissions, including representatives of industry, the major public
customers and the Government. Additional policy measures which could be used
~ possibly combined - are, inter alia: to establish a performance guarantee
scheme for products being manufactured for the first time in Peru; to grant
to domestic producers bidding for tenders financed by international
organizations similar incentives to those presently granted to exporters; and
to endow the Fund for the Financing of Capital Goods (FONCAP) with a

continuous and foreseeable flow of resources.
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I. PERUVIAN INDUSTRY AND INDUSTRIAL POLICY

1.1 Past Growth Experience of the Peruvian Economy

Between 1970 and 1982, the Peruvian economy grew at an average
annual rate of 3 per cent. During this time span economic growth fluctuated
considerably, though. From 1970 to 1975, GDP grew at an average annual rate
of 4.6 per cent, with significantly higher gruwth rates during the early
1970s which levelled off in 1974 and 1975. After a recessionary period from
1976 to 1978 (0.5 per cent annual growth), the economy grew at 2.4 per cent
annually until 1982 (see Table 1).

FIGURE 1. ANNUAL RATES OF GROWTH OF GDP AND MVA, 1960-1984
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TABLE 1
ANNUAL REAL GROWTH RATES OF GDP, MANUFACTURING AND AGRICULTURE, 1970-1984

(Percentage)

Year GDP Manufacturing Agriculture
1970-73 3.6 4.5 -2.9
1974 7.5 10.9 5.3
1975 4.5 4.1 -0.07
1976 2.0 4.0 2.4
1977 -0.06 -4.3 -0.09
1978 -0.5 -3.9 0.006
1979 4.1 4,2 4.5
1980 3.8 5.7 -5.4
1981 3.9 -0.02 10.7
1982 0.4 -2.5 2.1
1983 -11.9 -17.2 -8.5
19842/ 4.5 2.5 20.0

Source: Central Reserve Bank,

a/ Preliminary figures.
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It is a wicfely held view, shared in fact bv analysis from verv different
economic "“schools", that economic growth between 1970 and 1974 was
accompanied by or even led to growing internal disequilibria in the Peruvian
economy, partly attributable to the iatroduction of policy instruments which
were not conducive to the initiation of an autoromous, self-sufficient growth

1
process.—

Government policies could not succeed in stimulating private investment
demand in spite of heavy subsidization of private capital formation.
Instead, the share of private investment declined bv about 50 per cent after
1968, so that subsequent investments hardly covered replacement requirement.s
until 1974. Over the length of the period, this necessarily led to an
over—aging of private capital equipment and growing bottlenecks in a number
of production sectors. On the other hand, public investment activities were
predominant ly dedicated to projects in selected sectors which had been given
long—term development priority, i.e. oil, fishing industry, minine, and basic
industries and the improvement of infrastructure. These projects which had

long gestation periods were not able to meet growing final demand directly.

Within this framework of growing imbalances, the actually achieved
economic growth was fuelled by increasing external indebtedness and a erowing
public sector deficit. The share of the government deficit in GDP rose from

2.2 per cent in 1971 to 9.3 per cent in 1975.

Beginning in 1976, the Cov-rnment gradually shifted economic policy. It
started to remove some of the rigidities at the micro level which had been
introduced into the policy framework in the early 1970s, and began to
implement a stabilization programme. Kev objectives of the programme were a
cut-back of the public sector deficit and reductions of real wages. However,
until 1977, little was achieved in terms of cuts in public sector
expe diture, and the positive outcome of the 1978-80 period turned out to be
only a transitory ohenomenon (Table 1). The objective of wage reduction was
achieved, with a decline in real wages of 12 per cent annually between 1975
and 1979 in the manufacturing sector (Table 2). However, since this

adjustment was accompanied by a decline in labour productivity of around 9.2

1/ See for example: World Bank (1981), (1983); UNIDO/World Bank (1981);
Angell and Thorp (1980); Cline (1981).




.

TABLE 2

GROWTH OF PRODUCTIVITY, REAL WAGES AND RATES OF RETURN BY SECTOR

(Annual percentage ratoss’)

1sIC 1971-75 1975-79 _ 1979-8104
Productivity Wages ::::r:f Productivity Wages :;::r:f Productivity WagesS’ :::;r:f
31. Food and beverages 3.6 1.6 7.0 -10.3 -3.17 -18.2 -0.3 4,2 1.7
32. Textiles and clothing 1.9 -1.1 9.6 -7.7 -7.8 -12.7 -0.6 4.2 2.5
33. Wood products 1.6 -1.5 1.5 -15.9 -13.5 -11.3 -6.1 4,2 2.8
34. Paper and printing 3.4 4.7 18.7 -15.0 -13.9 -22.8 10.5 4,2 3.4
35. Chemicals 3.3 7.1 -3.3 -3.2 -13.2  -12.0 5.3 4.2 1.8 .
36. Non-metallic minerals 0.9 4.9 -11.4 -4.8 -9.4 -8.6 3.8 4,2 2.3
37. Basic metals -4.6 1.7 20.8 7.4 -17.1 20.3 -3.5 4.2 0.0
38. Metal products 4.7 3.9 8.5 -10.9 -13.1 -15.1 12.4 4.2 4,9
39. Other 7.0 5.4 9.8 -15.3 -13.1 -18.1 6.9 4.2 9.1
All manufacturing 2.9 2.6 8.7 -9.2 -12.0 2.2 4,2 4.2 1.5

Source: World Bank (1983: Table III-C.2).
a/ Annual cumulative rates of growth.
b/ The years 1980 and 1981 are estimated.

-/ Estimated by assuming that nominal wages in each sector increased the same as the Indice de sueldos y salarios en 1ls
industris manufacturera, Direccién General de Empleo.
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per cent, unit labour costs declined only slightly. The cumulative
down-swing, with productivity and public ezrnings declinine nearlv as fast as
labour costs and public expenditure, prevented the creation of favourable
conditions for a subsequent recovery. In 1977, the economy entered a
two—-year recession, which was followed by a three-year recovery (which,
howsver, in the third vear could only be maintained due to the recoverv of
the agricultural sector). 1In 1982, overall economic growth came to a halt
again, and in 1983, the countrv suffered its most severe recession in recent
history. GDP declined by about 12 per cent within one vear, as the general
econowic depression was aggravated by major crop failures due to adverse

climatic conditions.

In August 1983, an emergencvy package was initiated by the Peruvian
authorities, which included a slow-down of the monthly rate of devaluation, a
reduction in the controlled orices for basic food commodities and fuel
utilities, and an abandonment of the 4.1 per cent target set for the public

sector deficit by the IMF.

At the same time, the depression of domestic demand resulted in a
significant improvement of the trade balance which registered a surplus of
$293 million in 1983 and $452 million in 1984, compared to a deficit of $557
million in 1982. This improvement was due to a Y.% per cent increase in
exports (mainly non—traditional) in 1983 compared to the first three quarters
of 1982, whereas imports fell by 25.7 per cent in 1983 compared to 1982
(first three quarters). This fall in imports, however, reinforced the
depression of the industrial sector, as every $1 of industrial output
required $0.50 of imported inputs. In addition, the positive development of
the trade balance could not prevent the balance of payments from becoming
negative, due to heavy outflows of short-term capital in the form of
refinancing and repayment of commercial credits. As a result of a further
reduction of imports by 21 per cent, and an increase in exports by 4.4 per
cent, the balance-of-payments surplus (current account) increased from $40
million in 1983 to $248 million in 1984, The increased exports, the
rescheduling of part of the foreign debt and the falling into arrears with
some obligations reduced Peru's effective debt service/export ratio
(excluding refinanced service) from 19.5 per cent ir 1983 to 16.4 per cent in
1984,
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Ir February 1984, Peru and the IMF signed a letter of intent for 2 new
18-month SDR 250 miliion stand-by facility. This loan was suspended as Peru
failed to comply with the IMF targets. For instance, the share of the public
deficit in GDP, targeted at 4.l per cent in the agreement, approached some 11
per cent in 1984, while inflation reached 111 per cent in the same vear. It
remsins to be seen, therefore, to which extent the economic recovery of 1984
- which was based on a strong recovery of agriculture - can be transformed

into a new path of sustained economic growth.

As will be argued later in this summary revort, the econowmic depression
which Peru entered at the beginning of the 1980s, cannot, however, be
explained solely in terms of the nepative impact of natural disasters or
external shocks resulting in deteriorating terms of trade. The programme cf
economic liberalization implemented in 1979/1980, which appropriately aimed
at removing rigidities and distortions which had developed in the economy and
in the economic policy framework during the 1970s, made the economy and
especially the minufacturing sector particularly vulnerable to the down-swing
in the world economy. This is, of course, identical to saving that the
unforeseeable development of the world economy made the liberaliza%ion
programme particularly difficult to implement. In addition, as the programme
was centred on the removal of distortions in the foreign trade sector without
a similar correction of internal rigidities and imbalances, the manufacturing
sector was not provided with sufficient flexibility and capability to

gradually adjust to the changing set of economic parameters.

1.2. Peru's Development Experience in lInternational Perspective

1.2.1 structural Change and Growth of the Economy

During the 1970s, economic development in Peru was characterized by a
pattern of structural transformation which proceeded relativelv slowly, but
along the lines which are generally associated with rising GDP. The share of
agriculture in GDP fell from 16.8 per cent in 1970 to 11.8 per cent in 1980,
whereas the share of manufacturing rose slightly from 24.7 per cent to 25.1

per cent.
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FIGURE 2. GDP BY ECONOMIC SECTOR, 1970-1Y84
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A closer look at the period reveals, however, that parallel to the
levelling-off of economic growth at the middle of the decade the “no-mal''
pattern of structural change came to a halt, too. The share of agriculture
in GDP became stagnant at somewhat less tham 13 per cent after 1975. From a
maximum of 26.6 per cent in 1976, the share of manufacturing was reduced to
24.6 per cent in 1978, as it was particularly hard hit by the 1977/1978
recession. In line with the overall development of the economy,
manufacturing resumed growth in 1979 and became a *“leading" sector in 1980,
resulting again in an increase of its share in GDP fro 25.1 per cent.
However, whereas tocal GDI' continued to grow in 1981, due to an exceptionally
good performance of the agricultural sector, manufacturing production
stagnated. ln 1982 and 1983, manufacturing was particularly severely
affected by the economic crisis, experiencing negative growth rates of =2.5
per cent and -17.2 per cent, respectively. As a result, since 1981 the
Peruvian economy experienced a "reversed' pattern of structural change,
characterized by a rising share of agriculture and a falling share of
manufacturing in GDP. The economic recovery of 1984, which was led by a

strong recovery of agriculture, resulted in a further rise of the share of

agriculture in GDP to 14 per cent, whereas manufacturing experienced a

further relative decline to 21 per cent.
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In an international perspective, at the beginning of the 1980s Peru had a
relatively high share of industry in GDP, which in fact was even greater in
Peru than in some of the most advanced developing countries. Restricting the
comparison to manufacturing alone, its share of 25 per cent in Peru's GDP in
1980 + 3 above the averagze of the group of middle income countries in the
World Bank classification (17.6 per cemt). It was larger than the share of
wanufacturing in Mexico's GDP (23.5 per cent) and came close to the
respecvive shares of countries such as Argentina (26 per cent) and Brazil (28
per cent). These data seem to put Peru it line with some of the most
advanced develofping countries. However, in view of the trends of structural
transformation outlined above they should not be mistaken to indicate a

similarly satisfactory development experience.

This is corroborated by the figures given in Tables 3 and 4, which
indicate that the economic performance of Peru relative to other
Latin-American countries deteriorated in the second half of the 1970s, and
which support the argument that it were the particular characteristics of the
growth procesc until 1975, which led to this deterioration. In fact, Peru's
CCP per capita, which hzad accounted for 91 per cent of the regional average
in 1970, had dropped in relative terms to 85 per cent in 1975 and to 71.5 per
cent in 1981. Similarly, manufacturing value added per capita expressed as a
share of the regioual average declined from 90.5 per cent in 1970 to 84 per

cent in 1975 and to 70.5 per cent in 1981,

1.2.2 Structural Change of the Manufacturing Sector

During the 1970s, the structure of Peru's manufacturing sector changed
significantly (Figure 3 and Table 5). The share of non-durable consumer
goods, which had accounted for 48.5 per cent of manufacturing value added in
1973, fell to 42.5 per cent in 1982. On the other hand, the share of
intermediate goods increased from 35.5 per cent in 1973 to 44.1 per cent in
1982, whereas the snare of capital goods fell from 16 per cent to 13.4 per

cent.




TABLE 3

INTERNATIONAL COMPARISONS OF ECONOMIC PERFORMANCE

(AC 1975 prices)

Measure Year of Peru Latin Develoring

Period America cfansies

GDP per capita (US §) 1963 792 802 324
1970 911 1005 409

1975 1004 1178 478

1981 959 1341 533

MVA per capita (US §) 1963 170 172 48
1970 218 241 68

1975 250 297 85

1981 234 332 101

Total exports/GDP (percent)! 1963 21.34 19.2% 23.52
1970 18.74 18.07 26.59

1975 10.84 12.99 23.44

1981 12.19 13.89 23.30

Total imports/GDP (percenc)| 1963 16.95 13.43 16.61
1970 18.01 14.59 17.80

1975 19.49 15.80 22.40

1981 19.77 16.47 26.68

Cross capital formation 1963 124 14% 53
D 1970 115 214 78
per-capita (US $) 1975 197 292 16
1981 160 326 137

Source: Statistics and Survey Unic, UNIDO. Based on data supplied by the UN
Statiscical Office, with estimaces by the UNIDO Secretariac.




TABLE &
COMPARATIVE GROWTH RATES BY ECONOMIC SECTOR
(At 1975 prices)

Developing
Sector Period Peru Latin America countries
T tzl
Agriculture 1963-1970 3.74 3.01 2,37
1970-1981 3.30 3.74 2.74
1975-1981 0.99 3.71 2.63
Mining and quarrying 1963-1970 3.42 3.53 9.61
1970--1981 4.66 -0.84 0.88
1975-1961 7.76 3.18 -1.54
Manufacturing 1963-1970 b6.15 7.45 7.37
1970-1981 2,90 5.81 6.52
1975-1981 0.99 4.81 5.75
Utilities 1963-1970 7.24 9.72 9.34
1970-1981 9.09 9.10 9.41
1975-1981 7.85 9.00 9.25
Construction 1963-1970 0.77 6.51 5.99
1970-1981 3.46 6.26 7.96
1975-1981 0.31 5.42 5.68
Services 1963-1970 4,28 6.17 5.93
1970-1981 3.69 5.95 6.63
1975-1981 1.80 5.29 5.87
Growth of (DP per capita 1963-1970 1.58 3.03 3.13
(in per cent) 1970-1981 0.33 2.75 2.67
1970-1975 1.88 3.48 3.34
1975-1981 -0.92 2.39 1.94
Growth of MVA per capita 1963-1970 3.22 4,58 4.71
(in per cent) 1970-1981 0.16 3.17 3.96
1970-1975 2.78 4.69 4.81
1975-1981 -~1.72 2.23 3.23

Source:

Statistics and Survey Unit, UNIDO.
Statistical Office, with estimates

Based on data supplied by the UN

by the UNIDO Secretariat.




TABLE 5 COWMPOSITION OF MANUFACTURING VALUE ADDED (AT 197SPRICES),1973-1982

(PERCENTAGES)
PERU
B e e e o = R s " = = = = Y = Y S R e T A8 . - o D Y S e S e v - - - - - - -y - ]
Descripticn (1SIC) 1973 1974 1978 1976 1977 1978 1979 1980 1981 1982
TOTAL MANUFACTURING(30°) 100 100. 100 100. 100. 10 100. 10 100. 100.
Food products(3 1 16. 15. 1 1 1 16. 1 16.

Beverages(313)

Tobacco{314)

Textiles(321)

wear ing apparel,except footwear(322)
Leather products(323)

Footwear ,except rubber or plastic(324)
wWooQ products,except furn\ture(aal)
Furniture.except meta\(aa

Paper and products(341)

Printing and Dub\\shlno(ad2)
Industrial chemtcals(351)

Other chemicals(352)

Petroleum refiner ies(353)

Misc. petroleum and coal products(354)
Rubber products(355

Plastic products(356)
Pottery,.china,ear thenware(361)

Glass and products(362)

Other non-metatiic mineral prod.(369)
Iron and stee\(3112
Non-ferrous metais(372)
Fabricated metal products
Machinery,except electric
Machinery electric(383)
Transport equipment(384)
Professional & scientific equipm.(385)
Other manufactured products(399)

(381)
al(382)

Source: Statistics and Survey Unit, UNIDO.Based on data supplied by the UN Statistical Office,
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FIGURE 3. MAMUFACTURING VALUE ADDED BY END USE, 1973-1982
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The significant expansion cf intermediate goods industries throughout the
1970s largely reflects the expansion of the processing of non-ferrous metals
and of the branches producing industrial and other chemicals. Both branches
use highly capital-intensive technologies to process the country's natural
resources. Their dynamic development in the course of the 1970s was promoted
by the industrial policy pursued by the Government, which granted priority

status to basic industries.

On the other hand, both "traditional"” labour-intensive branches producine
for the basic needs of the population (such as textiles and clothing,
footwear and furniture) and strategic branches with long-term growth
prospects in the development process (engineering industries) showed little

dynamism or even lost ground,

Despite these aggregate patterns of structural change, in terms of
individual sectors, food products continued to be the largest single

contributor to manufacturing value added in 1982, followed closely by

non-ferrous metals, textiles and beverages.




_13—

The pattern of structural transformation which was characteristic for the
19705 came to a halt and was even reversed during the decline of economic
activity in 1982 and 1983. Individual sectors and branches were affected by
the crisis to a different degree (Table 6). Apart from the production of
fish meal, which suffered from a lack of inputs, the most seriously affected
sector was metal products and machinery. Product:on in this branch was 46.3
per cent lower in 1983 compared to 1981, and within the sector, transport
equipment (-57.1 per cent) and electrical machinery (-53.9 per cent) were
especially hard hit. On the other extreme, agro-based (beverages and
tobacco), traditional labour-intensive (textiles) and natural resource-based
{industrial chemicals, petroleum refineries, non-ferrous metals) activities

registered smaller reductions than the average for total manufacturing.

Another important indicator of the structural changes in industry is the
increase in non-traditional exports (NTX). Starting from a relatively low
base, NTX increased rapidly between 1972 and 1974 (see Table 7) and accounted
for around 10 per cent of total exports in 1974. NTX played an increasingly
itmportant role after the mid-1970s, and by 1984 their share in total exports
had increased to 23 per cent. Fish products, textiles, food products,
metal-mechanics, chemicals and steel and iron constituted the méjor

non-traditional export commodities.

FIGURE 4. COMPOSITION OF NON-TRADITIONAL EXPORTS, 1984
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TABLE 6

VOLUME INDICES OF MANUFACTURING PRODUCTION: 1981, 1982, and 1983}
(Base: 1973 = 100.0)

Volume iades of production Indices

Bslative varistios Bslative variatios
Indestrial sector aad braach uc—l:t“ (r ) sccumslated :uul tigures
1901 10828/ 1es3b/ 1982761  1983/82 1981 1les2l/  1ee3t/ 1982781  1983/82
) Y i3 28 1020 =2:2 2.6 112:¢ 114.4 1061 =4.3 =2
311-12 Vood products ”. %%.1 - 8.5 -3.7 -16.6 101.1  #6.5 2.5 “as -14.%
313 Beversges 138.2 134.8 134.0 -2.7 0.4 143.3 135.1 138.5 -5.9 23
314 Tobsceo 131.5  138.8 118.8 s.¢ -14.4 137.5 139.7 122.7 1.6 -12.2
321 Tesxtiles 108.7  104.6 n.1 -3.8 -12.9 107.8 105.6 2.9 -2.0 -12.0
324 Footwsar, ezcept
rubber or plastic 70.8 56.7 al.e -19.9 -26.1 3.6 383 4.1 -20.5 -19.%
34 Paver, printisg sad
psblishing 20.2 10.3 =3k.4 = . 11:2 . ¢ P UN ) 131
341 Paprr aad prodects 110.2 83.2 7.9 -24.3 -13.6 112.4  83.4 70.5 -25.8 -15.9
342 Pristing ead pedlishing 77.0 1.8 9.6 0.6 -10.2 76.6 13.2 6.1 -4.0 -12.4
23 Qenicals 146¢.7  130.2 121-1 -4 = 47.1 i-1 = L
351 1Isduwstris] chemicsls  180.7 199.2 177.0 10.2 -11.1 184.5 1976 1733 71 -312.3
352 Other cheslicels 140.2 140.0  109.0 -0.1 -22.1 138.7 139.% 107.8 0.6 -22.7
353 Petrolewm refimeriss  138.6  138.6 134.4 0.0 -3.0 138.8 137.9 129.1 -0.6 -6.4
355 Bubber products 178.6¢ 120.8 101.2 -6.1 -16.2 129.8 116.8 .3 -10.0 -21.8
356 Plastic products 136.3 140.3 104.9 2.9 -25.2 136.5 136.2 .4 -0.2 -27.0
3¢ Nos-metallic mimerels 127.3 1234 102.9 =2:2 =13.8 127:9 123.2 2.4 =3.¢ =22:¢
361 Ppottery, chisa snd
earthesvare 138.1  120.2 116.9 -13.0 -2.7 137.4 133.1 129.2 -3.1 -2.9
362 Cless and products 113.6  136.5 108.0 20.2 -20.9 117.8 135.0 106.0 14.6 -21.%
369 Other son mstsllic
siseral products 130.3  110.6 100.3 -8.2 -16.1 129.7 117.7 "7 -3 -19.%
37 Basic metale 3131 1le.3 130} 2.0 2.2 2.2 J13.1  )38.1 k-2 -9.4
371 Icos asd steel 1436  127.8 110.9 -11.0 -13.2 141.0 116.4 100.5 -11.3 -13.
372 wos-ferrovs metsls 103.8 193.9  176.3 s.$ -9.1 190.1 195.9 179.4 3.1 -8.4
1 !muﬁ.mmu,nnm 1160 103.¢6 (14 } =20.1 =34:6 HNe.4 1024 $3:¢ =13.3 =370
61 Fabricsted mots
products 101.1 101.0 1.4 -0.1 -29.3 100.5 98.8 6.6 -1.7 -30.¢
382 Nechinery, exzcept
olectricsl 172.0  128.8 113.4 -25.1 -12.0 175.7 129.¢ 103.9 -26.2 -19.8
383 Machisery electric 148.7 125.0 8.7 -15.9 -40.2 183.1 1227 70.6 -19.9 -12.%
384 Tramsport equipment 60.7 8.2 29.4 12.4 .9 63.4 67.8 27.2 6.9 -69.6
fource: wicTi.

8/ Preliminary figures.
b/ Botimetes of the manulscturing indexs on the besis of s sub-sample of selected industries.

¢/ Estimstes bssed os production indices watil October.




TABLE 7.

NON-TRADITIONAL EXPORTS, 1970-1984
(in millions of US dollars)

Annual
Year r:;;l percentage pr::::ts pr:§;2t. Textiles .,:;:;ic, Chemicals If::.::d Othera/

change products
1970 34.2 - 7.8 7.0 1.3 1.2 6.3 3.1 7.4
1971 30.6 -10.5 7.5 8.4 1.1 0.9 4.2 2.3 6.3
1972 51.6 68.6 10.1 10.1 5.6 1.3 8.1 7.8 7.0
1973  11}.0 119.0 25.2 19.4 16.4 4.1 13.0 22.7 13.2
1974 154.3 36.5 20.9 22.0 27.4 10.7 15.4 43.4 14.3
1975 107.5 -30.3 13.1 19.2 13.2 16.6 1.1 26.5 7.5
1976 136.7 27.2 16.6 27.2 30.9 18.4 15.5 14.2 13.8
1977 237.9 74.0 26.1 42.3 62.5 41.8 24.7 18.7 21.9
1978  343.5 44.4 39.3 62.3 102.6 35.7 45.1 34.0 24.3
1979 724.7 110.0 76.1 119.6 178.8 65.5 107.8 75.0 102.1
1980 831.6 14.8 70.4 119.2 230.5 55.2 140.5 80.0 135.9
1981 693.0 -17.7 60.0 106.0 231.0 58.0 80.0 48.0 110.0
1982 762.0 70.0 70.0 98.0 281.0 50.0 65.0 71.0 127.0
1983 $55.0 -27.2 56.0 80.0 186.0 43.0 45.0 55.0 90.0
1984 7126.0 30.8 74.0 167.0 258.0 47.0 44.0 59.0 77.0
Source: 1970-80 Schydlowsky (1983:8); 1951 Peru Exporta, No. 95 (Dic. 82-En.83) p.6; 1982-84 BCR,

8/ 1Including wood and paper, leather products, artisanry, jewelry, gold, silver, non-metallic minerals.

Resena Economica, various issues.

_gI_
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The increase in exports for most of these goods after 1975 could partly
compensate for a decline in sales on the internal market. As a result the
share of exports in gross output of those sectors increased during the second
half of the 1970s particularly in the textile industry. NTX have suffered
sirnificant set-backs in 1981 and 1983. 1In 1984, thev regained growth
momentum and increased their share in total exports to 23 per cent. The
strong recoverv of NTX in 1984 was led by fish products, which was
facilitated by a normalization ot climatic conditions resulting in increased
fish catch. Textile exports grew by 39 per cent, the basis of success being
efforts to diversify export markets, a realistic exchange rate aand the
provision of export credits throuegh FENT (Non Traditional Exports Fund). The
strong increase ot textile exports is all the more remarkable as Peruvian
producers had to renounce in October 1984 the use of CERTEX and FENT for
exports to the USA under the pending threat ot the imposition of
countervailing duties. Food oroducts benefited from the extension of CERTEX

to these products in January 1984, and increased exports by 32 per cent.

The expansion of NTX was also facilitated bv the conclusion of agreements
with the USSR and Romania on the repayment of debts in terms of kind
payments,

Exports worth around $230 million were acreed to be delivered between 1984

and 1986, 75 per cent of which were meant to be non-traditional exports.

In an international comparative perspective, the development and
structural composition of Peru's manutacturing sector can be evaluated using
coefficients of the Relative Degree of Industrialization bv industrial branch
(Table 8). The coefficients compare the value added of a branch in Peru to
the hypothetical value added of this branch in a tvpical developing country,
which would have the same GDP per capita, population size and degree of
industrialization as Peru. For the 1975-1980 period, the results indicate
that compared to developing countries with a similar per capita income and
market size, Peru has a2 notably well developed manufacturing sector. In
relative terms, the production ot beverages and particularly non-ferrous
metals is significantlv more developed in Peru than in comparable countries,

whereas the size of the electrical machinery sector is lagring behind.

Apart from these three branches, value added in all other branches in

Peru corresponds largely to the average development pattern of comparable

countries, Thus, it does not follow from this international comparison, that




TABLE 8. RELATIVFE. DEGREE OF INDUSTRIALIZATION BY INDUSTRIAL BRANCH (1975 - 1980)

v Comparable
Branch (1SIC) AN Developing country
countries countr ies oroup a/
Food products (311/2) 1.19 1.08 0.78
Beverages (313 2.86° 2.77s 2.23¢
Yobacco (314) 1.19 1.08 1.31
Tentiles (321) 1.46 1.66 1.61
woaring apparel (322) 0.84 0.86 1.38
Leather and fur products (323) 1.08 1.24 1.70
Footwear (324) 1.58 2.16 2.28
wWood and cork products (331) 0.94 1.10 1.80
Furnityre, fixtures exc).metal (332) 0.71 0.98 1.04
Pzoer (341) 1.90 1.20 0.09
Printing and pub\\sh\ng (J42) 0.96 0.02 0.00
Industrial chemicals (351) 1.54 1.5% 1.54
Otner chemicals (352) 1.76 1.09 0.96 ,
Petroleum refinerties (353) - 1.40 0.74 1.7
- Misc.products of petroleum and coal (334) 0.19¢ 0.16¢ 2.07 Z
Ruvoer prooducts (355 1.13 0.88 0.46
Plastic products (356) 2.15¢ 1.43 0.98 '
Pottery, china, earthenware (381) 1.34 1.58 8/
Glass (362) L 1.73 1.58 1.62 |
Other non-metalli.mineral prods. (369) 0.81 0.8 0.5%0
Iron and stesl (371 0.94 0.90 0.90
Non ferrous motals {372) 13.07¢0 18.52¢ 12,.53°
tleta) products (381) 0.93 0.90 0.59
Non-electrical mmch\norK saaz) 1.24 V.33 1,10
Electrical machinery (303 1. 11 0.97 0.41¢
Transport equipment (384) 0.83 0.67 0.63
Prof..sclentific equipmnent (38%5) 0.73 0.9 1.20
Other manufactures (390) 0.48 0.62 0.61
Total manufacturing (300) 1.27 1.38 1.42¢

a2/ Small countries with modest resources.
b/ Corresponding Qroup average pattern could not be ident{fied.

Source: UNIDO, Statistical and Survey Unit.
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industrial policy had an exceptionally distorting effect on the composition
of the manufacturing sector. However, the difficulties involved in applying
international cross-section data to one individual case should be kept in
mind. Therefore, although it holds true that a new industrial policy would
not primarily have to apply fundamental changes in the allocation of
resources between broad industrial branches, some important sectoral
adjustments still remain to be undertaken. In principal, however, future
industrial policy should focus on an improvement in the utilization of
resources within the individual branches through appropriate restructuring
efforts at the branch level and improvements in the set of parameters faced
by all branches alike. Particular attention might need to be given to the
electrical machinery subsector, whose development notably lagged behind in
the second half of the 1970s. This result supports the special attention

given to this subsector in section 4.2 of this report.

1.3 Summary and Conclusions

Despite an average annual growth rate of GDP of 3 per cent between 1970
and 1982, the performance of the Peruvian economy during this period cannot

be considered satisfactory for various reasons.

Firstly, increasing growth rates in the first half of the 197Cs were
accompanied by growing macro- and micro-economic imbalances as well as a
change of policy parameters which seems to have adversely affected economic
growth., These constraints to economic growth were not attacked vigorously
during the 1976/1978 recession, but favourable international conditions
accompanied by an increase of export incentives supported the resumption of

economic growth in the two following years.

Secondly, throughout the 1970s the performance of the Peruvian economy
lagged increasingly behind that of other countries in the region, indicating
that the less dynamic performance of Peru's economy cannot be attributed to

adverse external conditions alone.

The economic recovery which Peru experienced at the end of the decade
came to a halt since the beginning of the 1980s, when attempts to correct

some of the imbalances accumulated in the past were frustrated by

.
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deteriorating external conditions as well as by inconsistencies and

insufficiencies in the reform attempt itself.

On the other hand, comparing the structural development of Peru's
manufacturing sector to the experience of developing countries at a similar
stage of development reveals that the development of the sector in the 1970s
did not result in an exceptionally distorted structure at the branch level.
Therefore, the medium-term chances for success appear to be quite promising
for a new industrial policy aiming at a restructuring within the existing
industrial branches and a removal of growth-reducing factors from the policy
framework. A cautiously optimistic outlook seems also justified in view of
Peru's rich endowment with natural resources and its relatively skilled

labour force.

An integral part of a conceptionally consistent and politically
manageable reformulation of the industrial policy framework should be an
industrial policy package which allows a restructured industrv to grow
steadily along a lasting and predictable set of politically guaranteed

rules. In the following chapter some industrial policy options based on

these principles will be outlined.




1I. INDUSTRIAL POLICIES

2.1 The Case for a New Industrial Policy

2.1.1 Essential Prerequisites of Industrial Policy

The task of industrial policy is to provide a consistent framework of
rules and incentives that is conducive to lasting industrial growth. Such a
general set of policies which is aimed at the establishment of favourable
conditions for growth for the industrial sector as a whole needs to be
supplemented by sector-specific policies promoting growth and structural
change in selected industrial branches. The conceptualization of such aun
industrial policy set requires the identification of prevailing constraints
to industrial growth and solutions to overcome them as well as the

identification of key industrial subsectors with particular growth prospects.

Industrial policy cannot be understood and designed, however, in
isolation from the socio-economic features characterizing the country's
economic and political reality. It is thus indispensable to begin a
discussion of industrial policy with the identification of some key
structural linkages and limiting factors that have to be taken into account
and addressed with appropriate policy measures. Such key issues can be

briefly listed as follows:

Firstly, the key structural link in the economic development process is

between agriculture and industry. Dynamic industrialization can only be

maintained if accompanied by a growth of the agricultural sector (except for
very special cases, e.g. Singapore), because sooner or later insufficient

agricultural growth will generate negative impacts on industrial growth.

Secondly, in a market-oriented economy individual economic agents decide
on the direction and quantity of investment and production on the basis of
available data on present relative prices, profitability and demand, and of
an assessment of their expected future development. Although future events
obviously cannot be fully predicted, the Government's role is to contribute
to a reduction of that uncertainty by providing a consistent and lasting set

of policies with clear objectives. Consistency and continuity of parameters




-21_

is obviously vital for economic agents in all sectors of the economy If in
reaction to rising economic problems new ad hoc measures and thus constantly
changing parameter sets are continuously being introduced, industrialists are
likely to shy away from any investment project with a long gestation period
and to prefer investments (in whatever economic sector) which render a quick
rate of return. Within the general outline of the development strategy
chosen, changes in the national and international economic environment do

nevertheless require a flexible response by the Goverument.

Thirdly, industrial policy in this sense is primarily supply-side policy,
i.e. aiming at improving the competitiveness of the industrial sector. The
provision of general (and sector-specific) conditions conducive to a
resumption of industrial growth will not, however, evoke the desired response
of entrepreneurs, if demand remains at a low level. Ir the presant situation

of econonic recession and large excess capacities in Peru, a reactivation of

demand is 2 necessary condition for further growth. In the absence of rising
demand even the best industrial policies will not induce producers to

increase investment and productivity.

Fourthly, the demand for investment goods is derived from the demand for
consumer goods. Once consumer demand increases and investment follows (with
a time lag), government policies have to ensure that there are sufficient

financial and real resources available to acquire plants and equipment from

domestic and foreign sources.

Fifthly, in the case of a uniform exchange rate, exchange rate policy as

an instrument to alter relative prices vis~a-vis the world market is
virtually equivalent to the introduction of a uniform rate of subsidization
(discrimination) of the same relative size imposed on the whole economy. It
might, therefore, counteract any sector-specific industrial policy 1if it is
not managed with due respect to its impact on the latter, or unless multiple
exchange rates harmonized with sector-specific industrial policies are

applied.l/ To provide stable parameters to Peruvian export-oriented and

1/ The merits and disadvantages of the latter approach, however, are outside
the focus of this study.
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import-competing activities in the long run, the exchange rate should be
adjusted according to the differential rates of inflation between Peru and a

basket of its most important trading partners.
2.1.2 An Approach to Industrial Policy

The conception of an industrial policy for Peru should be based on the
recognition that neither a strategy of pure import substitution nor an
indiscriminate opening up to the international market can provide a stable
framework for economic recovery and development for a country like Peru.
Rather, a potentially successful strategy has to follow a two-fold goal,
taking advantage of the international market without completely exposing
industry to international competition. Such a strategy combines the positive
aspects of the liberal and the traditional inward-looking strategies, but it
should also give importance to technology transfer and active national growth

policy in the light of international developments.

Two facts may be stressed here in terms of the close link between
national industrial policy and the process of change and growth of the world
economy. Firstly, for many production processes, Peru as a small economy
does not have a sufficiently large domestic market to fully take advantage of
economies of scale and improved possibilities for specialization. Secondly,
during the last 10-15 years the international environment has been
characterized by growing international economic interdependencies and
division of labour (see section 2.3.). Therefore, the importince of
international developments for the effectiveness and viability of national
economic policy has sharply increased.l/ This means, inter alia, that
growing significance should be attached to the driving forces determining
trade patterns and competitiveness. The role of technology is particularly
important in this regard. An industrial strategy for Peru would thus need to

emphasize growth through active participation in international trade, with

1/ Referring to the Quito Declaration of Jan. 84, it can be concluded that
this fact has been widely recognized by the Peruvian and other
Latin~American Governments: ''La expansidn de las exportaciones de América
Latina y el Caribe hacia los mercados de los Pafses industrializados es
un factor indispensable, no sélo para fortalecer la capacidad de pago de
nuestros paises, sino también para asegurar un desarrollo sostenido y

estable de 1a regfon."” Declaracién de Quito, Enero 12-13, 1984,
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gradual improvement of allocative efficiency and with systematic
incorporation of technological changes. Considering actual differeuces of
compecitiveness between Peruvian manufacturing branches, such a strategy
necessarily has to involve a selective approach. Although such selectivity
is not an easy strategy to follow due to the inherent difficulty and

complexity involved, it aprears to be the only viable one in the long run.

In the recent past, there have been several attemps in Latin-American
countries including Peru to reformulate industrial policy. These attempts
were focused on changes in relative prices between domestic and foreign goods
through changes in foreign trade policies, i.e. the introduction of a more
flexible exchange rate coupled with export incentives for industrial products
and a reduction of import tariffs. Thus, the aim was to circumvent the
limitations of the intermal market and induce the industrial sector to
generate the foreign exchange needed for industrial imports. Thereby, it was
expected that dynamic industrialization would resume. It became clear,
however, also from the Peruvian experience, that only a limited onumber of
companies actually used the exposure to international competition (on the
export market) to increase investments and productivity and to become

competitive.

The absence of general conditions conducive to growth reduced the ability
of enterprises to adjust to the new parameters. For Peru, therefore, the
export expansion for a broad range of products was not achieved through a
genuine increase of competitiveness which would have been necessary as a
basis for continued export expansion. Instead, in the second half of the
1970s, the combined effects of a strengthened export promotion system and
slackening domestic demand made to a great deal the improved performance of
exports the result of vent for surplus and rent-seeking activities. In
addition, the liberalization of imports - intended to exert greater
competitive pressures on Peruviam producers - did not have the desired effect
as it was introduced in a too rapid and far-reaching manner and at a t ime
when competition on the world market became fiercer. Moreover, it proved to

be difficult to control the rapidly growing contraband.




In summary, although the policies implemented were certainly a step in
the right direction, they were themselves insufficient to generate the
desired impetus for industrial growth and restructuring. Only the combined
impact of a whole package of consistent policy measures will provide a
satisfactory framework for a lasting take-off. Hence an effective industrial
policy necessarily should combine three elements: growth policy,

allocational policy, and trade policy.
Moreover, the necessary changes involved in carrying out these policies
have to be introduced slowly and in a foreseeable manner to prevent

policy-made market disruptions.

2.2 The General Framework for Industrial Growth in Peru

In order to establish a consistent general framework for industrial
policy it is necessary to identify the present key obstacles to a resumption
of industrial growth and to an improvement in competitiveness. On this basis

different policy measures to overcome these barriers are outlined.

2.2.1 The Direct Contribution of the Public Sector to Ecomnomic Growth

Besides the general prerequisites for growth outlined above, the public
sector may contribute directly to an improved economic performance in a

number of ways, two of which are briefly discussed here.

Firstly, the industrialization process requires continuous improvements
of the physical infrastructure nation-wide to allow for a relatively balanced
regional development. However, given the geographic characteristics of Peru
it is very difficult and above all costly to realize such a task. Taking
into consideration present fiscal budget constraints, expenditure for
infrastructure cannot have priority in the short and (possibly) the medium
run. Improvements of infrastructure that will still be realized under the
existing constraints would therefore need to be established according to a
systematic consolidation of existing (and, eventually, the creation of new)
industrial subcentres. Selective geographical concentration (outside the
Lima-Callao area) rather than unconditional decentralization efforts, might

induce the growth of viable agglomeration areas even under severe financial

restrictions.
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Secondly, apart from physical infrastructure, the provision of a coherent
and efficient legal and administrative framework is a key prerequisite for
the stimulation of growth. The adjustment of the framework of rules may be
seen as a very difficult, yet absolutely essential task in a period of
rapidly changing conditions in the economy, and it has to be executed with
due consideration of the risk of bureaucratizatiom of rules and procedures

entailing impediments to industrial restructuring.

Ove particular problem in this context is that adwinistrative systems of
rules and incentives tend to cumulate, whereby the final result is often in
contradiction with the initial intentions. For Peru it appears to be
necessary to analyse more systematically how the red tape which has

accumulated in many parts of econcmic life could be reduced substantially.

Since rules and incentives, by definition, create opportunities for come
and discririnate against others, only such rules should be established which

can effectively be controlled by the public authorities

2.2.2 Improving Competitiveness

A number of approaches are known to improve the conditions under which
producers of goods and services have to compete on the national and
international markets. Besides applying such (well~known) approaches,
special attention should be paid to the application of new technological

developments in the production process.

The incorporation of new methods of organization, production and
distribution can be fostered by various policy measures aiming at
facilitating the availability of informstion about existing technologies and
new developments and the transfer, adaptation and diffusion of the technology

to potential users.

The transfer, diffusion, and (at a later stage) creation of technology
require an institutional/organizational structure and network, the
coustruction of which needs to be started and promoted now. The already
existing institutions in this area like ITINTEC, CECAPES, SENATI, are

important elements in such a network, and a number of new institutions have




_26-

been established recently (TECSUP). However, until today the impact of these
institutions to promote economic and technical improvements seems to have

been limited, despite their valuable contributions to many of these problems.

It is proposed, therefore, that efforts be undertaken to improve the
co-ordination between private and public entities and t.. strengthen the
impact of those institutions. Furthermore, a closer co-operation between
natural and social scientists and engineers and economists should be aimed at
in all decision—making units, and the mutual understanding should also be
stimulated by multidisciplinary work at the university level. A measure of
particular importance could be the foundation of a data-information bank and
accompanying advisory facilities. The functions of such an institution would

be to:

- collect ivformation on the nature of technological developments;

- make that information available to all interested parties (e.g. upon
request or regularly in the form of small bulletins);

- conduct feasiblity studies upon request as to their appropriateness for
production processes in Peru;

- enquire upon request as to which foreign companies provide a particular

technology that a Peruvian producer is interested in, and on what terms,

It should be analysed in more detail, whether all these functions could
be carried out by ITINTEC. 1In any case it is important that such an effort
is undertaken in close co—-ordination between public and private entities.
Also, given the complexity and magnitude of the task, disaggregation on 2z
sectoral level is crucial. Thus, the build-up of subdivisions in close
connection with existing private associations, like the 'Comité Textil' or

the 'Comité de Bienes de Capital' is vital,

It is equally important that serious consideration is given to the
improvement and expansion of training programmes for workers. This issue is
especially prone to close co-operation between the private and public sector
with the provision of public training centres complementing
on—-the-job-training. Furthermore, attention should also be paid to the
expansion of programmes of business administration such as those presently

undertaken by ESAN, since improvements in the soundness of management and

organizational structure would greatly contribute to a reduction of

X-inefficiencies and an increase in productivity.
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The discussion so far has mainly focused on the acquisition of better
manufacturing capabilities. However, design capability and effective quality
control are two other important factors which may contribute to aun
improvement of supply conditions. They both are closely linked to the

acquisition of advanced managerial and technical qualifications as well.

Complementary to these considerations it is especially important to
improve the transparency of the markets for potential exporters and to guide
their entrance to the international markets. The institutional
infrastructure required to handle this task successfully is quite similar to
the one discussed before. Here we are, however, dealing with the gathering,
evaluation and diffusion of information about product markets rather than
technological developments. Again a fruitful co-operation between public and
private entities has to be aimed at. In view of the already existing
institutions and associations in this area in Peru it is recommended that the
task of constant market search and evaluation be carried out in close
co-ordination between FOPEX and ADEX (whether under the direct auspices of
one or the other remains to be studied). To facilitzte the establishment of
a data bank and on-going industry or product-specific market evaluations,
existing international bodies and institutes should be tapped for
information, wherever possible. Furthermore, participation in important
international trade fairs should be promoted effectively, not only for the
purpose of gathering information, but also to enhance the visibility of

Peruvian products abroad.

Part of the export success of some of the East-Asian countries is
possibly due to the fact that a large share of their foreign trade is carried
out by a small number of big trading companies. The advantages of such
trading companies become very obvious, when we consider the economies of
scale to be derived from market rese.rch and penetration. It appears to be
doubt ful though, that such a concept could be copied without major
modification in Peru. The point to be seriously considered is, however, that
for successful operations on the international markets, economically viable
entities have to be developed on the national level. To foster this process,
the foundation of (semi-) private institutions should be considered, which
concentrate and handle the export activities of small national firms and

which use their privileged knowledge of international developments

efficiently to stimulate the competitive position of national producers.
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2.2.3. Correcting Imbalances in the Industrial Sector

Today, Peru's manufacturing sector is characterized by two major
imbalances, which - although interrelated to a certain extent - are separated
here for analytical purposes: the imbalance in the incentive structure which
favours capital intensity of production and discriminates against the
employment of labour, and the imbalance between the formal and informal

sector.

These imbalances pose a problem for further dynamic growth and need to be
corrected. In view of the high rate of un- and underemployment in Peru an
incentive structure in favour of capital has the undesirable effect to create
less employment than a more balanced incentive structure would do. The
Labour Stability Law (LSL) in its present form reinforces this trend. The
implications of the LSL can be analysed under two aspects: the impact on
entrepreneurs’' behaviour on the one hand, and the implications for job
security for workers on the other hand. Since producers usually do not
employ workers for more than three years any more, the result is not only a
higher turn-over in employment, but also the absence of large investments in
training programmes. Furthermore, that part of the wage bill corresponding
to 'tenured' workers becomes a fixed cost, which is an aggravating factor in
times of severe economic recession. From the workers' point of view, under
present economic conditions the LSL defeats its original purpose: job
security for all empluyed. 1t can provide this security only for a

relatively small number of privileged workers and at the expense of the rest.

The discrimination against employing labour poses a strong incentive for

small labour—intensive operations to be conducted in the informal sector.

There, the distortion of relative factor prices is exactly the opposite of
what it is in the formal sector: labour is relatively cheaper and capital is
relatively more expensive. Also in contrast to the formal sector, protection
of workers is non-existent (be it in the form of job security or minimum
wages). Finally, the growth of the informal industrial sector not onlv
implies loss of revenue for the Government (in the form of unpaid taxes), and
thus an increasing tax burden on those in the formal sector, but also an
incrasing lack of transparency in the economy, which makes it even more

difficult for private and public economic agents to predict and shape future

economic developments.




_29-

A reformulation of the Labour Stability Law (LSL) would therefore need to
be cousidered. In view of the complicated and sensitive nature of the
matter, a cautious way would need to be followed, which does not impose an
additional burden on the work-force. One possible strategy would be to
maintain the LSL in its present form, and to complement it with an attractive
alternative, so that the number of 'tenured' workers will become increasingly

smaller over time.

Such an alternative could take different forms, two of which are

discussed below:

1. One possibility would be to allow for time contracts to exceed three
years. Since the present LSL de facto results in few entrepreneurs
extending employment after three years, the option of time comtracts for
more than three years will offer more stability and security to employees
(yet no 'tenure' for life) and might induce entrepreneurs to expand their
training facilities. For time contracts to be attractive for presently
tenured workers too, they would have to be coupled with a higher wage.

2. Another alternative might be to allow for time contracts at a higher
wage than under the LSL option coupled with the provision of some
unemployment compensation upon termination and non-renewal of the
contract. The creation of an unemployment compensation scheme
encompassing all workers obviously has to be a long-term project for Peru
in face of limited financial resources and the frequent occurrence of
unemployment. Yet it is worth while studying in more depth, whether it
would be feasible financially to start on a small scale as envisaged
here, where unemployment compensation 1s only available to those workers
choosing this employment alternative. If the problem of financing such
an unemployment fund can be resolved satisfactorily, this alternative
seems to be very promising and might find a positive response by workers,
since it promises a minimum amount of security during a limited part of
the unemployment period.

To reduce the imbalances between the formal and the irformal sector, the
entry costs into the formal sector, i.e. the costs of registering a new firm,
have to be drastically reduced in terms of time and money. It should be
considered to extend the experimental new system of registration for small
enterprises currently conducted by the Ministry of Industry to comprise all

new firms.

Furthermore, to entice firms to leave the informal sector, small-scale
industry in the formai secior should be given special attention, which could

take the form of small subsidized loans, temporary profit tax exemption,

provision of specific services, etc.
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The provision of specific incentives on the one hand has to be
complemented, though, with an improvement in the control mechanisms on the
other hand. Control then has to be exercised after a grace period of a few
years (e.g. 2-3 years) over those firms remaining in the informal sector, at

least over those of a certain size (e.g. with more than 3 or 5 workers).

2.3 Sector-Specific Policies

2.3.1 Implications of Sectoral Policies

The general idea underlying sector-specific policies is that global
growth policy is insufficient to stimulate the dynamic forces of an economy
in an optimal way. Growth requires a continuous and rapid movement of
factors of production from declining sectors, to new, dynamic sectors with a
high growth potential. An active sectoral policy should facilitate this
reallocation by making the inherent growth potential of different sectors
more visible and calculable. Beyond this it should increase the
profitability of activities in the favoured sectors at the expense of sectors

of lower priority.

A central issue to be addressed before designing such policies is the
selection of sectors which should be promoted. Given the framework for
growth (= given the conditions offered to all producers alike), the provision
of even better conditions to some can only be reached at the expense of the
rest. Reformulating this statement in terms of a growing economy, two very

important conclusions emerge:

1. With a given rate of growth for the whole economy the discrimination
of some industrial dranches does not necessarily lead to their absolute
decline. Rather, the discrimination can be reflected in a differentiation
of sectoral growth rates.

2. The more pronounced the differences are between favoured and
discriminated sectors, the more intensive will be the drive to growing
sectors. This process will only succeed without major tensions on factor
and commodity markets, if the inter-sectoral transfer of factors is not
hindered. Skill limitations, fragmented markets, and economic policy
itself might be obstacles to flexible adjustment. The adjustment
problem, which is one of the most strilking growth obstacles in developed
countries as well, has to be attacked on both fronts: fostering growth
in the selected sectors and easing the process of restructuring in the

shrinking branches.
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Based on these considerations, three main problem areas can be expected

wvhen sectoral policies are implemented:

1. A higher growth rate of income will be achieved after all
adjustments have taken place, if and only if the sectors selected as a
target for industrial policy can grow over a longer planning period. The
selection of sectors should therefore take into account emerging trends
in national and international markets, changes in technology and
implications of government policies in other countries.

2. If growth can really be accelerated, the factors of production are
forced to move more rapidly from one use to the next. Therefore, a
rigorous policy to stimulate the mobility of the factors of production is
a necesssary complement to sectoral growth policy. It is especially this
point which shows, that sector specific policies have to be devised with
due respect to the global ecounomic policy framework.

3. If sectoral policy succeeds in establishing an effective incentive
system which discriminates between various sectors, it rums the risk of
effectively hindering the development of new complementary industries
which are not covered by the initial subsidization scheme. Furthermore,
the emergence of new growth sectors might be hindered, too.

Given these three major implications of sectoral policy, its crucial

aspects become obvious:

1. Sectoral policy must rely on long—term projections, but it must at
the same time be open to flexible adjustment to new economic conditions.

2, The capacity to adjust smoothly to changing economic conditions must
be stimulated, if the scope for growth provided by specific policies is
to be really used.

3. The success of sectoral policy depends on the selection of the
‘right sectors'. The identification of possible future growth sectors,
therefore, becomes an essential prerequisite for sectoral industrial
policy. It is this last point, which will be 1in the centre of the
following analysis.

2.3.2 Guidelines for the Identification of Growth Sectors

In the previous section, the importance of creating a general policy
framework for industrial restructuring and expansion was emphasized. Given
that in the Peruvian case a resumption of industrial development along new
lines has to be achieved in a period of scarce public resources, ard that

different industrial branches have reached a different degree of

competitiveness, the need for priority-setting in terms of industrial

subsectors emerges. Whereas in a situation of equilibrium and overall
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growth, entrepreneurs would be induced by the general policies to direct
resources to the prospective growth industries, the current situation in Peru
as in many of the developing countries calls for the establishment of such a
scheme by the Government and thus for an evaluation of growth prospects in
different industries. To this end, the basic criteria for assessing growth

prospects in individual industrial branches would need to be reviewed.

The criteria which are being used in this respect in the developing
countries cover, inter alia, the degree of backward and forward linkages,
natural resource availability, relative value-added content, geographical
proximity and factor endowments. The factor—proportions model of
international trade can indeed explain to a large extent the
industrialization process of some of the most successful developing
countries. Recent studies by different authors conclude that many of the
fastest growing developing economies in the 1960s and 1970s were those
countries aligned most closely with their comparative advantages in this
regard and which iu addition managed to adjust flexibly to changing external

and internal conditions.

In recent years, however, international price differences between
unskilled labour and capital appear to become less important for the
determination of international trade and development patterns, due to the

impact of techmnological change on world-wide production.

Thus, for a small economy like Peru it is of utmost importance to
carefully evaluate new technological developments in the world market, before
deciding on sectoral strategies in order to efficiently exploit existing
knowledge in advanced countries and to project the impact of the new

technologies on the growth prospects of current manufacturing activities.

Based on an analysis of recent changes in the nature of production and
trade patterns in the world economy, two major consequences emerge for the

identification of possible growth sectors in Peru:

1. Specialization in industrial branches using labour-intensive
production processes is increasingly challenged by capital
intensification connected with the extensive use of new technologies
(micro-electronics, computers, numerically controlled machinery etc.),

which tends to counteract the advantages of cheap and unskilled labour.
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This is not to say, however, that comparative advantages are lost

immediately and for the whole sector. Firstly, the introduction of new

- technologies in the industrialized countries is a time-consuming process
both in view of social resistances and the persisting high costs of
capital. Secondly, technical progress is not equally applicable to all
production processes withia one branch, so that for many (sub)categories
of products, labour-intensive production remains the most efficient
economic solution.

Therefore, specialization in labour-intensive branches remains a
promising strategy for a (reduced) number of sub-sectors within what has
traditionally been called a 'labour—intensive industry'.

2. New specialization possibilities arise for Peru also in branches
which traditionally were referred to as "capital-intens.ve industries".
Mainly four reasons can be found for this development:

(a) New products undergo different stages of production (called the
product cycle). They usually start to be produced on a small scale
and very technology—intensive. This constitutes a comparative
advantage for producers in developed countries. During the course
of maturation, the products and the production processes become more
and more standardized, and products find a larger market, so that
countries endowed with less advanced technology and low-priced
labour become increasingly capable of producing these standardized
commodities.

(b) Industria®! manufacturing becomes more and more complex within
the advanced countries, and the production process itself is
increasingly open to separation into single operations and
subsequent redeployment in nearly all relevant branches.

(c) New technologies also tend to confer new comparative advantages
on countries which have a relatively skilled labour force available
at wage rates substantially lower than in the industrialized
countries.

(d) During the development process skills improve in developing

ccuntries, so that an increasing range of production processes
becomes a possible target for industrial policy.

In conclusion, while there is a progressive erosion of traditional trade

structures to be expected in the medium and long run, new export chances for
Peru arise within a fairly wide range of manufacturing sectors, which had

been exclusively reserved to producers in advanced countries until recently.

2.3.3 A Dynamic Outlet of Sectoral Industrial Policy

Peru had developed some of the principal prerequisites for sustained

growth already in the 1960s, and by then she had reached a similar stage of

development as Brazil (although there is an obvious difference in size), as
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the Republic of Korea (although the latter could count on considerable
foreign aid from the United States), and as Malaysia or Colombia. However,
whereas these countries doubled national income during the following 10-15
years, Peru's economic growth could not keep pace. Today, her GDP per capita

1s not significantly higher than in the 1965-70 period.

On the other hand, with a number of other countries, Peru has good
prospects to form the group of successful developing countries cf the second
generation, in view of its diversified industrial sector, its relatively
skilled labour force and its rich endowment with natural resources.

Industrial policy will be a decisive factor to stimulate this process.

As a first step, industrial policy should be focused on the requirements
of sectors which presently appear to have the most promising potential for a
resumdtion of industrial growth. A review and evaluation with an
international perspective of the recent performance of Peru's industrial
exports will be used to identify such sectors. In a second stage and
subsequent to this reactivation programme, economic policy should be targeted
at establishing a new basis for sustained industrial growth and facilitate
the allocation of resources to new dynamic (sub-) branches in line with the

degree of competitiveness reached by these branches.

2.3.3.1 Sectoral Policy for Economic Reactivation

In the short term, i1uuustries which are based on well-known technologies
and/or which are intensive in the use of relatively unskilled human labour
appear to have the greatest potential for raising their efficiency to
international standards and for contributing to a revitalization of domestic
demand. The question which particular branches and sub-branches should be
given special attention in Peru will be attempted to be answered using two

different methods:

1. An index of product groups which have shown especially successful
performance in LDCs as developed by Tuong/Yeats (1980) based on Michaely
(1977). Using trade and i- ~ome data, Michaely correlated export
structures with the relative income positions of countries and calculated
product-income-export levels for the different SITC categories as well as
countries' income export levels. Based on Michaely, Tuong/Yeats
identified the range of manufactured products exported by the most
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successful developing countries in the past (group I products), and with
the help of income extrapolations, the range of potentially successful
exports by the advanced developing countries in the 1980s (group Il
products). Group I and II products are shown in Table 9.

2. A coustant market share analysis (CMS) is applied to Peru which
sheds some light on the relative export performance of Peruvian
manufactures during the 1975-80 period. (MS-analysis is a method by
which past growth rates of exports cam be split numerically, thus
revealing a world trade component, a product composition component, a
market composition component, and a component representing changes in the
country's international competitive position.l

Based on the results of these analyses Peru's exports will be classified

into two groups:

The first group consists of successful actual exports according to the

CMS analysis ("actual export growth sectors"). Some of these overlap with

the first group products according to Tuong/Yeats while others are among the
second group products - a fact which deserves close attention as it
underlines Peru's promising potential for further export diversification.
The other group comprises those products in the Tuong/Yeats classification
which are not among the successful export items according to the CMS
analysis, but which do not meet especially adverse conditions of production

in Peru ("potential expo:st growth sectors"”).

However, both analyses are based on historical data, and do therefore not
necessarily reflect the whole scope for future growth. This problem cannot
be solved completely, but some further insight may be gained from the
previous discussion about new trends in the world economy. All three

elements will be combined to analyse the development prospects of selected

1/ The world market component is the hypothetical increase of Peru's exports
under the assumption that Peru's share in total world exports would have
remained unchanged. The particularly interesting market and product
composition components indicate, whether exports were concentrated more
on dynamically growlng products in world trade and fast 3jrowing import
markets (positive signs of coefficients) or on less dynamic products and
less dynamic markets (negative signs of coeffients). The competitiveness
component is a residual and does not necessarily capture changes of
genuine competitiveness at the plant level, since it also reflects
exchange rate variations, changes in the export promotion system etc. In
addition, the CMS~coefficients do not show causal relationships.
Therefore, the value of a CMS-analysis as an analytical tool crucially

drccnds on a careful interpretation of the findings.
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industries in Peru. Despite the fact that a positive sector indication
appears to be highly tentative in a rapidly changing world, the
identification of relatively successful sectors by this procedure will
provide additional information as to the development and export potential

. 1
of Peru's manufacturing sector.—

According to the Tuong/Yeats classification which is shown in Table 9,
eleven product groups have proven to be especially successful exports for
advanced developing countries (group I products). While the relative income
position of those countriesz/ ranged from about 18 per cent to 28 per cent
in 1973, Peru's relative income position was only 10 per cent, and in 1980,
it was even lower. Thus, ounly on the basis of the cross—section analysis,
Peru's exports chould not be expected to go beyond the group I products. The
fact that Peru already proved to be quite successful in exporting many group
I1 products (c.f. 2.3.3.2.) supports the optimistic outlook that the basic
conditions to return to sustained industrial growth are given in Peru: a
widely developed manufacturing sector, a skilled labour force, talented

entrepreneurs and rich natural resources.

Comparing the first group products according to the Tuong/Yeats
classification with the findings of the CMS-analysis for Peru reveals three
sectors, which have been especially successful in Peru and the majority of
the developing countries alike: textiles, footwear, and - reflecting Peru's

resource endowment - copper products.

1/ 1In the :ase of Peru, this approach to identify industrial sectors which
might qualify for future promotion measures has additional advantages. It
was argued before that stabilization policies after 1975 had a depressing
impact on national markets. Nearly all industrial subsectors suffered a
severe decline due to declining demand. Under such circumstances
entrepreneurs (as well as public planners) faced with growing idle
capacity do not find many indications of promising future activities in
the national market. An analysis of export performance, especiall; with
regpect to the similarly structured markets of the Andean Pact, might
therefore provide a valuable indication of the future growth potential of
national industrial sectors in a recessionarv economy.

2/ The relative income position for each country is defined as its GNP per
capita as a percentage of US GNP per capita.
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TABLE 9
SECTORAL POLICY TARGETS

— _ Rxport growth sectors

SITC 3-digit . o
Actegl (CMS emalysis)® Potentisl®

(Tuoug/Yests) (1st lh;o)’. (2nd stege)

1. Grvep prodects

611 Lesther

631 Plywood and vemsers 631

633 Cork manefactures 633

451 Yara and thresd production 651

652 Wowvan cottom fabrics 652

656 Textile products, nes 656

661 Csment beildiag products

682 Copper products 682

687 Tia products 687

831 Travel goods asd handbags 81

$A1 Clothing, except fwr [ 1)

851 Footwesr | £33

2. c

612 Lesther masufacteres 612

613 Dressed furskins s13

629 BRubder articles, mes 629

632 Vood manvfectures, nes .

642 Paper articles

653 Woven mon-cotton fabrics 653

654 Lace ribboas 54

655 Special testile products 655

657 TFloor coverimgs 657

€62 Clay building prodects 662

665 Classware 665

666 Pottery 666

671 pig iron

672 1Iron and steel isgots

676 Steel rails

681 Silver sad pletinmm products 681

685 Lead products (685)

686 Zisc products 686

689 Non-ferrows metsl products 689

692 Betsl contaisers 692

693 Non-electric wire products

694 Nails end screws 694

696 Cutlery 696

697 Dase me:al hossebold equipment 97

698 Netel mansfactures, nes 698

723 Blectric distribstion machinery 123

724 Telecommunicatioss equipment 724

733 Road som-motor vebicles

735 Ships end boats 735

842 TFur clothing 842

863 Developed cinems film

864 Wetches aad clocks 864

891 Nusical lastrumests 91

892 Pristed matter 892

894 BSporting goods 894

897 Cold and silver jowelry 897

899 Other menofactures 899

fource : Tuosg/Yests (1980: 338); CHis-enalysis prepared by UNIDO.
8/ Products with successfsl erport performeace betwwen 1975 sad 1980.

R/ Possible growth sectors are those whose production possibilities sre sot
questioned by preseat indications to the contrery.
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(a) Textile and Related Products

Peru has been a long-standing producer of high quality cotton, and she
surely is one of the leading producers of special wool products (llama,
alpaca). Nevertheless, only minor growth rates for these products were
achieved on the international market (1975-1980). Negative signs for the
product—composition and the market-composition effects in the CMS
analysis (except in the case of wool) seem to indicate that unfavourable
world market conditions and developments in the particular export markets

are partly responsible for this result.

A look at the processing sector reveals a complex picture. Exports of
textile yarn and thread (651) and woven cotton fabrics (652), the
quantitatively most important textile subsectors, evolved dynamically.
So did sectors 655 (special textile fabrics and related products), 656
(made-up articles, mainly or chiefly of textile materials, n.e.s.) and
657 (floor coverings, tapestries, etc.), which are of minor quantitative
importance. SITC 653 (textile fabrics other than cotton) showed less

dynamism compared to the other sectors of this group.

Textile yarn and thread production has been the most important sector in
this subgroup (adding more than 48 per cent to the sector growth)
followed by woven cotton fabrics (adding 27.6 per cent). Both products
were exported nearly exclusively to industrialized country markets (91.7
per cent and 94.3 per cent), the major importers in 1980 being Austria (a
country that received no Peruvian exports at all in 1975) and the USA,
respectively. The remaining exports to developing countries nearly all
went to Chile, Bolivia and Ecuador, thus showing a strong regional
orientation. Tne yet relatively unimportant SITC-group 657 (floor
coverings, tapestries etc.) reveals an almost identical regional

distribution (with the USA again as the major importer).

On the other hand, the export markets of textile fabrics other than
cotton (653), and - even more pronounced - special textile fabrics and
related products (655), and made-up articles (656) are to be found
predominantly in Latin America (8- »r cent and 95.1 per cent). While

Argentina has been an important ma-. - °.r exports of rextile fabrics

other than cotton (24.7 per cent), tne recmaining subcategories were
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exported exclusively to Andean Pact members and Chile. The lacking
dynamism of these export markets is reflected in negative (655, 656) or
only slightly positive market composition effects of these products. In
view of the persisting economic problems of most countries in the region
and increasing competition from South-East Asian producers, a rapid
expansion of such exports does not appear to be probable despite Peru's
advantage of geographic proximity to these markets. A re-direction of
exports towards more rapidly growing markets in the developed countries
would require prior efficiency increases in parts of -he synthetic fibre
industry. However, even if this objective were achieved, zero or evea
negative product-composition effects in this group of products indicate

that they expanded only moderately in world trade.

An important strategic factor for the stimulation of the textile industry
is its direct link to clothing production. The clothing industry (841)
registered a remarkable up-swing of exports in the period under
consideration. 93 per cent of this export growth has to be attributed to
increases of competitiveness.l/ A look at the country distribution of
exports reveals the gro 'ng importance of regional markets. Only 33.2
per cent of the increment of exports can be attributed to growing
industrialized countries' imports, while 66.8 per cent of total export
increase was accounted for by growing imports by other Lacin American

countries.,

To sum up, the textile and clothing production is of utmost importance in
Peru today. Products using natural fibres appear to have especially good
chances to keep and increase competitiveness on the world market within a
short time period. Also due to their quantitative importance, these
products present an exceptionally promising target for sectoral policy.
Policy recommendations to overcome present problems and stimulate

long-term growth in this sector will be discussed in chapter IlIl.

1/ As emphasized before, this does not necessarily imply a genuine increase
in competitiveness at the plant level.
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(b) Copper products

Copper extraction has always been of utmost importance for the Peruvian
economy. This is underlined by the fact, that SITC groups 682 (processed
copper) and 283 (ores and concentrates of base metals) represented more
than 55 per cent of total exports. Their combined growth between 1975
and 1980 accounted for more than 48 per cent of total export increase.

It was, however, below the average growth rate of exports, resulting in a
decline of the share of copper exports in total exports to about 41 per
cent in 1980. CMS-coefficients are divergent in product composition
effects (SITC 282, iron ore), reveals negative values while those for
processed copper are slightly positive), but uniformly positive in market
composition. This indicates that the lack of dynamism of these products
in world trade was partly compensated by exporting to more dynamic export
markets. 70.2 per cent of ores and concentrates were exported to

industrialized countries, one third of which (26.1 per cent of the total)

was accounted for by the USA. The most important LDC-importer was Mexico
(21.4 per cent). The export coefficients of processed copper (SITC 682)
show a nearly identical geographical distribution: 70.8 per cent going
to industrialized countries, about 90 per cent of the remaining exports
going to the more advanced developing countries. In the case of
processed copper, Japan replaced the USA as the leading importer, while

Brazil emerged as the major Latin—American importer.

The concentration of copper exports on industrial and relatively advanced
developing countries reflects that the use of copper as an input for

consumer and investment goods is fairly limited for the majority of the

developing countries. As producers generally have to gain experience in

the local market before becoming internationally competitivel/, Peru at

its present stage of development would face serious constraints both in

national and international markets to use prccessed copper for more

sophisticated manufactures on a larger scale. This leads to the question

whether stimulation of the first stages of copper processing really is a .

promising policy target for Peru. On the one hand, it can be argued that

This point was first raised by Linder and later affirmed by Yamazawa for
the case of Japan.




-41-

copper processing is accompanied by a weight reduction of about 65 per
cent, which results in a more than 5 per cemt gain on processing costs
due to diminishing freight costs.l/ In addition and more important in
the long run, techmical progress seems to be working towards a
concentration of extraction, refinement and processing activities in one
place, since new and highly efficient continuous metal-casting processes
require integrate.’ production units. On the other hand, these processes
need relatively more capital and do not provide large stimuli to the

economy in terms of forward linkages and employment creation.

These arguments suggest that in the long run, Peru can very well be a

competitive supplier of copper at different stages of processing. As the
copper sector actually is of utmost quantitative significance for Peru's
export performance, a very careful evaluation of the future trends in the

world copper market and its role within national development plans is

necessary. Jf national producers keep up with the technological
development in this sector, Peru should be able to defend its position as
one of the world's leading producers. In this case, however, the
provision of adequate investment conditions, rather than export
subsidization of processed copper should be the leading principle for

economic policy.

Another issue to be considered is the scope for further expansion of
copper production in view of the uncertain situation on the world copper
market. It has been estimated, that on the basis of the investment plans
existing in 1979, Peruvian copper production will increase between 5 and
5.5 per cent yearly until 1990. Selling this increase on the world
market would result in a considerable increase of Peru's world market
share, even if extremely high forecasts of the development of world
demand for copper would be realized.zl It might be very difficult for
Peru to raise her world market share comsiderably, while new copper

projects (e.g. Philippines and Papua New Guinea)gl add to world excess

See Radetzky (1976). There is no such effect, however, if blister is
transformed into refined copper.

For these figures and other valuable comments on the mineral sector, see
Dammert, Alfredo, Economia Minera, Lima 1981,

With considerable transport cost advantages on the South-East Asian

growth markets including Japan.
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supply of copper. Chile, one of the world's most efficient copper
producers, 1s also making great efforts to attain an even stronger
position on the world market.l/ Both, a generally too conservative
evaluation of the substitution potential in the energy markets stimulated
by rising oil prices (which in turn affected copper-based industries) and
the persisting economic down-swing in the industrialized countries,
contributed to the creation of actual international excess capacities.
Even if the weak growth performance of the industrialized countries can
be corrected within due time to be followed by a new and lasting growth
period, the (probably diminished) income elasticity for copper would
reduce the scope for expansionary policies. Taking additionally iato
account that new integrated production units need large capital
investments without providing very promising stimuli to the economy in
terms of forward linkages and employment creation, a reformulation of
Peruvian copper policy might be considered. Without doing harm to
mineral production and export capacity, this could release considerable
financial resources which might be used to reactivate sectors with a

higher linkage and employment-creation potential.

In summary, the size of this sector and the present situation cn the
copper market make the formulation of a sectoral policy package a highly
important, but equally difficult task. There surely is some scope for
the expansion of copper production in the medium and long run. Yet, the
dramatic development on the world copper market and the increasing
importance of substitutes since 1979 call for a careful evaluation of the

future role of the copper sector.
Footwear

This is one of the traditional labour-intensive sectors. The outstanding

growth performance of this sector (exports grew from almost zero in 1975

to US $7,897,000 in 1980), and a (slightly) positive product composition

effect seem to indicate a promising potential for Peru. However, .
footwear exports were directed nearly exclusively to Latin-American

developing countries (84.1 per cent), of which Bolivia alone received

1/

See LA Regional Reports, Southern Cone, Sept. 7, 1984.
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about one-third. Another significant importer in Latin America is
Argentina, which has herself been a strong competitor inm this sector.
While the future of Peruvian exports to Argentina is uncertain, the very
strong performance in regional and Andean Pact markets might be a sign
that the sectcr will increasingly prove its viability on the world
market. In fact, the production of footwear still contains a relatively
high share of labour even in industrialized countries. Therefore, the
prospects to successfully promote this branch within a programme for
economic reactivation appear to be quite promising, if the industry is

provided with inputs at reasonable prices.

2.3.3.2 Sectoral Policy for Economic Diversification

The second generation of export sectors will have to be spread over an

increasingly wide range of manufacturing branches, whereby the

labour-intensive products are not any more identical with whole sectors, but
rather with subsectors or even subprocesses. Again we can draw on the
Tuong/Yeats classification to support this fact and to get a first idea of
the probable direction, which the ongoing development process will take. The
number of second group products exceeds that of the first group products by

more than three times.

Although Peru has started industrial production for the international
market only recently, she has already successfully exported a number of
products belonging to the second generation: 657 (floor coverings), 665
(glassware), 666 (pottery), 6Bl (silver and platinum products), 892 (printed

matter) and 897 (gnld and silver jewellery).l/

The Peruvian experience indicates that substantial entrepreneurial talent
and skilled labour do exist in Peru, which allow entry into the international
market with already more sophisticated products, when accompanied by
export-supporting policies. In addition to the six second-group products

which already proved to be successful export items, nearly all of the other

1/ Actual export growth sectors in Peru as identified through CMS-analysis,
which at the same time beiong to the 2nd Group Products of Tuong/Yeets.
SITC group 685 (lead products) is not included here because of poor

growth chances. See Table 9.
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second-group products will become feasible for Peruvian firms in the medium
term. A closer look at these branches reveals that their production
processes are relatively heterogeneous and that they do not exclusively rely
any more on cheap and unskilled labour. Out of these, five branches seem to
be specially promising. They have gained some export experience already,
although the absolute value of their exports has beem relatively small:
woven non-cotton fabrics (653), tin products (687), base metal household

equipment (697), travel goods and handbags (831), and sporting goods (894).

It may be suggested, therefore, that the learning period necessary to
switch successfully from the first to the second stage of sectcral policy can
be kept relatively short in Peru, once the growth process is under way.
Actual policy planning could indeed be conceptualized in such a way that the
problems involved in both strategies are attacked at a time (though due
attention has to be paid to the sequential character of both). The support of
traditional sectors (such as textiles and footwear) and new growth sectors
should be accompanied by a2 simultaneous reformulation of the policies
regarding foreign direct investment and other possibilities to cransfer

technology on a general basis.

2.3.4 Industrial Policy and the Role of National Markets and the Andean

Market Integration

It has been emphasized that a viable modern industry crucially depends on
large markets, not only to achieve economies of scale, but also because a
complex net of complementary industries is necessary to provide inputs and
specialized services. Both the markets for end-products and the far more
specialized markets for diverse inputs need a minimum size. This
prerequisite for industrial growth would be met immediately, if Peru could
open up to the world market without problems. Since this is not a viable
option in the short and medium run, and big markets are still urgently needed
today, the integration of Andean markets can be an important way to resolve

this dilemma.

The experience of the 1975-80 period revealed that the provision of

improved access to these markets indeed had a strong impact on export growth,

and it went hand in hand with the development of a relatively diversified set
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of industries. Exports to the other Latin-American countries show quite

similar tendencies (especially in the case of Chile, but not so for Brazil!l).

There appears to be little doubt therefore, that the regionalization of
markets has a positive impact on exports and the national scale of
production. Thus, liberalization efforts within the region should be

continued to further stimulate the integration process.

However, even a wholly-integrated Andean market cannot substitute for the
world market. Rather, it will be a very helpful element on the way to
economic maturation, which in addition requires the observation and
exploitation of what the world market offers for developing countries. In
practice, this means that there is scope for local industries to find
additional markets within the Andean countries. It must be avoided though,

that integration policy is deprived of its advantages and is only perceived

as a policy sustaining import substitution on a larger scale. Policies aimed
at Andean market integration should strive on the ome hand for a common
system of trade barriers and export incentives vis-a~vis third countries
(which could be oriented along the lines of national policies suggested
here), and on the other hand for a relaxation of the interregional industrial

planning schemes combined with a more open policy towards foreign technology.

2.3.5 A Policy Framework for Sectoral Policy

In the previous sections the importance of international markets for the
development of a viable domestic industry has been stressed. Emphasis was
put on the necessity to raise the productivity of local industries as quickly
as possible to gain access to the world market. It is at the core of Peru's
development problem, that she has to rely on the world market (imports,
technology) now to stimulate national growth, while competitiveness will only

be gained in later periods. This 'lag' problem has implications for the

design of industrial policy.

Exports

The main Peruvian instrument for export promotion has been the so-called

CERTEX system (Certificado de Reintegro Tributario), which is a tax refund

system based on the price of the final product. CERTEX rates had been
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reduced considerably after 1980, but rose again in 1984 to a maximum of 35
per cent of F.0.B. value (Decreto 291). The export promotion scheme was
successful in stimulating non-traditional exports during the 1975-80 period.
Its main weakness lies in its application to the product price rather than
net value added. Thus, in some cases products with a mimnor Lational
value-added content receive a very high effective subsidy (i.e. as a share of
--alue added). As a consequence, further proc:ssing (i.e. adding to national
value added) is relatively discriminated against. Another problem might be
seen in the unconditional provision of additional CERTEX for producers
outside the Greater Lima Area (Decentralization CERTEX), which is partly
subsidizing those productions which for various reasons have to be located

outside the metropolitan area anyway.

However, the restructuring of the whole system to a value-added basis may

not be advisable now. A new scheme based on value-added data is more

complicated as it would not only need to consider the value added generated
by the producer of the final export goods, but also the domestic value added
generated by other producers in the backward-processing chains. In addition,
in the short term it would have adverse effects on those industries which
built upon the present scheme during the last decade. To avoid further
turbulences in the given incentive scheme CERTEX should not be changed except
for a conditioning of decentralization and the introduction of a minimum
value-added content (e.g. 20 per cent). These measures would not have any
negative side-effects, but they would effectively hinder the exploitation of
subsidies by industries with a very low degree of processing and diminish the

bias against further processing implicit in the system.

Another instrument of export promotion, which is fully in line with GATT
requirements is the implementation of draw—back schemes, which enable
exporters to purchase inputs for the production of export goods at world
market prices. As opposed to the direct subsidization of exports, a greater
reliance on draw-back schemes would reduce the risk of countervailing actions

being taken by importing countries.

The actual system of export promotion in Peru gives to exporting

companies the option to either benefit from the full CERTEX incentive on the

sales price of the export good, but having to pay the full import tariff on
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intermediate inputs, or to benefit from the drav—back scheme for imported
inputs, but receiving the CERTEX incentive on the domestic value-added
component of the export good only. Peruvian exporters largely give
preference to the first alternative, and indicated in interviews conducted
during the fieid mission, that complicated and time-consuming administrative
procedures made the draw—back schemes less attractive. In terms of a reduced
risk of foreign countervailing actions it is recommended to look into
possibilities to reduce these problems and thus to make the draw-back option

more attra.tive to exporters.

In the medium and long term, however, it is advisable to shift the system
of export incentives from direct export subsidization towards more indirect
incentives, which would increase the efficiency and thus the international
competitiveness of exporters. Measures of this kind are widely applied by

the industrial countries and are gererally considered to confirm with GATT

standards (these issues will be dealt with in more detail in chapter 3.3.2).

Technology Transfer

Technology policy should aim at exploiting superior foreign technology to
Peru's own advantage. This task cannot be mastered without intensive
contacts and co-operation with Trans-National Enterprises (TNE's) and
industrialized and advanced developing countries, which will try to bargain
for a maximum share of incremental income for themselves. It is, however,
exactly the intensified link of foreign technology and favourable local
conditions for production, which will create additional sources of income in
almost any case, so that each party should end up in a better position than
before. Once a set of rules is established that allows a minimum
participation in the growth process for all parties involved, the most
serious obstacle to further co-operation is eliminated. The design of
policies aiming at the provision of reliable and co~operative conditions for
foreign enterprises, licence holders and investors should be among the first
steps formulating sectoral (and general) economic policy. As a general rule
it may be suggestad, that necessary obligations imposed on foreign economic
agents can be the more in favour of Peru, the more reliable they are. This
does not exclude that the rules for new foreign enterprises can be hardened,

once a sustained growth path is obtained and the local market gains

importance for foreigners, as for example in the case of Brazil,
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IIL. THE TEXTILE INDUSTRY

3.1 Structure, Performance, and Characteristics of the Textile Industry

The textile complex includes the production of varns on the basis of
man-made and natural fibres, the manutacturing of knitted and wovan fabrics,
of made-up textile products (all of these are incorporated in ISIC 321) as

well as of apparel (1SIC 322).

Spinning and weaving are the most important subsectors accounting for 52
per cent of employment and 63 per cent of gross output of the Peruvian
textile complex (see Figure 5). It is noteworthv that the average size of a
mill (measured as number of employees/enterprise) is rather small - 78
employees in 1979 — notwithstanding the fact that some companies are
substantially larger. The garment industry is mainly a small-scale industry

with an average size of 18 employees per factory in 1979.

FIGURE 5. EMPLOYMENT, OUTPUT AND VALUE ADDED
BY SUBSECTOR OF TEXTILE INDUSTRY, 1979
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The production of textiles (ISIC-321) exhibited a varying performance
during most of the seventies (see Figure 6). After the peak production in
1979, however, it has been declining in absolute terms. Spinning and weaving
(ISIC-3211) registered strong growth in the second half of the 1970s, whereas
knitting (ISIC-3213) as well as apparel production (ISIC-322) drastically
declined between 1975 and 1979. However, the decline in output of officially
registered companies - 2nt hand in hand with an increase of garment production
in the informal sector. Apparent consumption of all textile articles (yarnm,
fabrics, and garments) declined from 4.4 kg per capita in 1975 to 3.2 kg per
capita in 1981 (see Table 10).

FIGURE 6. INDEX OF REAL OUTPUT IN TEXTILE INDUSTRY, 1970-1983
(1973 = 100)
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Tariffs for textile products were reduced substantially between 1980 and
1982 (see Table 11). Tariffs of yarns, fabrics and garments were all equal
to 69 per cent by 1982, while import duties on filament yarn were lower.
Comparing the protective structure for Peruvian textiles with that of 20

other developing countries (see Table 12), the average tariff level was not

too different from that of most of the other countries, though substantially
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TABLE 10
APPARENT CONSUMPTION OF TEXTILE FIBRES IN PERU

a
(In thousands of metric Lons)—/

1973 1974 1975 1976 117 1978 1979 1981
Cottos
Yara productios 3.1 32.0 33.1 37.0 42.4 46.4 $1.7 47.8
Bxport b/ (1.3) (3.2) (0.9) (2.4) €10.0) €15.5) (18.1) (33.0)
Import b/ - - 0.3 0.3 - - - -
Apparent consusption 29.8 8.8 34.5 3.8 32.4 30.1 33.6 24.6

gyuthotic end srtificial fibres

Prodection 15.4 19.2 21.1 7.1 8.8 26.1 29.1 32.0
Rxport ¢/ (2.3) (2.3) (1.2) (5.2) (8.4) (10.7) (10.4) (10.3)
1apoct ¢/ 1.7 3.6 3.3 2.4 2.4 2.4 - 3.7
Apparent sill consuvaption 20.8 20.5 23.4 24.3 19.2 17.7 18.7 25.0
Vool sod slpace
Production 4.8 5.2 8.2 6.6 6.5 6.7 6.7 6.8
Bxport 4/ (2.6) (1.6) (1.5) (2.1) (2.3) (2.8) (2.%) (2.¢)
1mport ¢/ - - 0.8 - - - -
Appsrent consusption 2.2 3.6 4.5 4.5 4.2 4.3 4.2 4.2
Cermsnts
Export - - - - - (0.2) (0.4) (1.9)
1aport 0.1 0.1 0.1 0.1 0.1 - - 2.0
Other exzports (0.2) 2.%) (1.6) (2.0) (2.2) 2.4) (2.6) (3.1)
Other jmports 1.3 2.2 8.0 3.8 0.7 0.6 3.8 4.3
ote at cons tion 51.2 32.7 68.9 64.5 54.4 50.3 57.5 $7.0
Population 8/ 14.9 15.3 15.7 16.1 16.5 16.9 17.3 18.0
Apparent coasumptionf/E/ 3.4 3.4 () 4.0 3.3 3.0 3.3 3.2

govrce:World Benk (1982: Table 6B).
8/ Bzcludisg jete and hard fibres.
P/ Yers snd fabrles.

¢/ Steple snd contimuous filament.

¢4/ Tops, yern and fabrics.

¢/ MNMillios.

£/ kg/cspita.

g/ 1977, 1978 und 1979 date for wool products sad germents partislly estizmsted.
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TABLE 1

1

RECENT CHANGES IN IMPORT DUTIES FOR TEXTILE PRODUCTS AND TEXTILE MACHINERY

TEX1ILES
Item Effective Date Jan. 1980 Mid 1980 Sept. 1980 Jan. 1982
Textile fibres 60 + 10% 55 40 46
Yarn 70 + 10% 70 60%*% 69
Filament Yarn - - 40 46
Fabrics 100 + 10% 90 60 69
Carments 120+10%+20* 100 + 20* 60 69
=150

* Additional Tax

% Except Filament Yarn and Polyester

x Surcharge for Piece Goods

MACHINERY

Item Effective Date

September 1980

January 1982

Spinning Frames
Looms

Warp Knitting - For Domestic Use

Warp Knitting - For Other Use

Circular Knitting for Domestic Use

Circular Knitting for Other Use

Auxiliary Equipment

10
15
55
25
25
15
15

11.5

17.25
63.25
28.75
28.75
17.25
17.25

Source: MICTI,
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higher than that of the Republic of Korea. With respect to non-tariff
protective measures on the other hand (surcharges, licenses, quotas, etc.),
Peru figured prominently among the countries with the most unrestricted
import structure (see Table 13). 1In contrast to the majority of the
developing countries, Peru had prohibitions only on cotton imports. This
picture changed though at the end of 1984 with decree No. 24.030 which

prohibits the impcrt of specified commodities including many textile products.

Textile exports grew rapidly between 1975 and 1980 (see Table 7), thus
counteracting the decline in domestic demand. They stagnated in 1981, grew
by 21.6 per cent in 1982, declined by 34 per cent in 1983, but recuperated
again in 1984. The overwhelming part of textile exports (approx. 80 per cent)
consists of cotton yarn and fabrics. More than 75 per cent of cotton fabrics
are exported to the USA and around 15 per cent to the EEC. With respect to

exports of cotton yarms, the share of the EEC has declined in recent years,

while that of the USA has increased (see Tables 14 and 15). Exports of
cotton yarns to the USA increased by 411 per cent in 1981 and by 67 per cent
in 1982, and the respective growth rates for cotton fabrics were 26.6 per
cent and 40 per cent. While Peru's share in total US textile imports in 1980
was very small (1.5 per cent in 1980), it is much larger for cotton fabrics
and yarns, 6.4 per cent and 4.7 per cent, respectively, in 1980 (see Table

16).

Although it is true, that in the early 1980s exports of cotton textiles
were adversely affected by exchange rate variations against European
currencies and by protectionist actions in the USA in 1983, there are strong
indications, that the decline of demand for national products has partly to
be attributed to rising contraband and - possibly - to end-of-season dumping
by foreign suppliers. However, the most important reason for the weak
performance of the Peruviar rextile industry is the low competitiveness (with
the exception of cotton sheeting and drill). Hence it is cost

competitiveness and (in the short run) contraband that are the primary

problems to be solved.




TABLE 13

L

NON-TARIFF MEASURES ON IMPORTS OF TEXTILES AND CLOTHING REPORTED BY 22 DEVELOPING

COUNTRIES (END-1983 OR NEAREST DATE)a/

(Number ot BTN

4
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of o
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TABLE 14
EXPORTS OF COTTON YARNS BY DESTINATION, 1980-1982

(US dollar FOB and percentage)

1980 Per 1981 Per 1982 Per |
cent cent cent ’
EEC 19,535,001  53.0 14,170,608  36.0 19,610,000  37.0
Germany, Fed. Rep. 9,341,896 - 6,402,758 - 7,55,735 -
Italy 5,054,439 - 2,885,549 - 8,285,910 -
USA 1,054,439 4.0 7,693,014  19.0 13,300,614  25.0
Canada 95,136 - 554,814 1.0 3,280,676 6.0
Sweden 3,493,733  10.0 3,893,132  10.0 4,150,206 8.0
Austria 1,925,229 5.0 1,922,685 5.0 1,268,394 2.0
Switzerland 3,888,417  11.0 2,192,345 6.0 1,223,547 2.0
Others 6,231  17.0 9,305,098  23.0 10,600,000  20.0
TOTAL 36,673.597  100.0 39,731,699  100.0 53,433,437  100.0

Source: FOPEX.




TABLE 15

EXPORTS OF COTTON FABRICS BY DESTINATION, 1680-1982
(US $ FOB and percentage)

1980 4 1981 4 1982 1
USA 32,528,096 77 41,166,024 79 57,988,000 76
CEE 7,075,547 17 4,672,067 91 11,763,764 16
GERMANY 1,114,324 3 907,684 2 3,245,200 4
ITALY 3,972,082 9 2,659,795 5 5,836,800 8
FRANCE 569,698 1 525,728 1 1,503,764 2
BENELUX 150,654 3 - - 53,200 -
LOWER COUNTRIES 922,263 3 304,444 - 608,000 -
U.K. 264,254 - 262,291 - 516,800 -
IRELAND - - - - -- -
DENMARK 82,272 - 12,125 - - -
OTHERS 2,474,839 6 6,346,880 12 6,049,600 8
TOTAL 42,078,482 1002 52,124,971 1002 75,801,364 1002

Source: FOPEX




TABLE 16

SHARE OF SELECTED LDCs IN TEXTILE IMPORTS OF USA, EEC, AND JAPAN,
z 1973 AND 1980

(Percentage)

I. Total Textile Imports

EEC Us JAPAN
LDC Exp. 1973 1980 1973 1980 1973 1980
India 4.0 4.8 4.3 5.3 2.2 0.9
Hong Kong 3.8 2.1 6.5 5.3 3.1 0.3
South Korea 1.2 2.1 1.5 5.1 14.6 22.17
Brazil 3.2 3.1 1.9 3.9 0.9 0.5
Colombia 0.7 0.6 0.8 1.0 0.3 -- :
P.R. China 2.3 3.9 0.7 6.0 7.8 15.9
PERU 0.04 0.5 0.08 1.54 0.05 0.013

_—_——_—_————-—.—.—_———_——_-—_—_———.._-——_._———.——_—-

EEC 1IS JAPAN
LDC Exp. 1973 1980 1973 1980 1973 1980
India 10.9 7.0 10.7 7.6 6.4 2.9
Hong Kong 8.7 4.6 21.1 17.6 5.0 0.2
South Korea 1.2 2.4 1.6 6.2 11.6 8.6
Rrazil 5.1 3.5 2.9 1.0 1.8 0.01
Colombia 0.9 1.1 2.3 2.8 0.8 -—
P.R. China 5.8 7.1 2.3 10.3 17.6 39.9
PERU 0.07 0.4 0.26 6.4 0.08 0.009

EEC us JAPAN
LDC Exp 1973 1980 1973 1980 1973 1980
India 1?3 0.9 - - 0.7 0.01
Hong Kong 1.9 0.2 0.01 0.0t 1.1 0.01
South Korea 0.1 0.2 0.2 1.7 22.7 77.2
Brazil 13.2 10.5 25.0 0.4 0.4 1.9
Colombia 3.8 2,7 10.0 0.2 0.1 -
P.R. China 0.4 0.9 - 0.2 4,7 2.8
PERU 0.03 1.5 0.14 4,7 0.04 0.4

Source: Paus (1984).
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Another important problem is to be mentioned. The drastic decline in
textile exports from US $281 million in 1982 to US $186 million in 1983 hac
in part been the result of the reduced intermal cotton supply due to the
weather conditions in the cotton growing areas. The textile industry was not
allowed to make up for the shortfall of an estimated 20,000 tons of
nationally produced cotton through imports with the reasoning that the import
of cotton would or could have led to an infection of Peruvian cotton
cultivations by the “"Gusano Rosado" (Red Worm). However, cotton could have
been fumigated prior to importation or it could have been processed as far as
carding and then imported.l/ Clearly, natural disasters (droughts and
flooding) in the cotton sectur should not be allowed to spill over into

man-made damage for the textile industry.

For the last two years lack of liquidity has been an aggravating factor

for textile producers selling on the internal or international market. The

decline in production, tight monetary policy, and large investments (in some
companies) have resulted in a shortage of working capital, financial losses,

and foreign debt.

3.2 Productivity, Technology, and Cost Structure

3.2.1 Competitiveness

According to a comparative study of the textile industry in Peru, the
Republic of Korea, the Province of Taiwan, Hong Kong and Brazil, prepared in
1981 by Werner International, the production costs in Peru are on average
higher than the corresponding costs of the East-Asian producers, but lower

than in Brazil (Figure 7).

1/ 1t has to be noted that the zone of Piura is already infected with a
plague of "Gusano Rosado' and that its arrival cannot be attributed to
the importation of raw cotton. This pest can be carried on vegetable
seeds and it is thought that the larvae have arrived in Peru this way.
Since the 'Gusano Rosado' is spreading rapidly, it is very important that .
prompt measures are taken to stop further expansion of the plague and
eventually eliminate it. There has also been a sharp increase in the
contamination of Peruvian cotton attributable to farmers re-using their
fertilizer bags when gathering the cotton and to the type of plastic
material used for the baling of the cotton.
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FIGURE 7. INTER-COUNTRY COST COMPARISON OF TEXTILE PRODUCTS, 1980
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Source: Werner International Consultants.

In particular:

Peru has higher input prices primarily due to the use of high—quality
cotton grown in the country. While it is true, that Tanguis and Pima are
qualities which found a comparative advantage for Peruvian cotton
producers on the world market, using the more expensive long staple in
the production of fabrics for which the cheaper short-staple variety
would do, turns the comparative advantage into a comparative
disadvantage. In addition, among third world producers, Taiwan, Province
of China, and the Republic of Korea are the largest producers of
synthetic fibres, and their prices are substantially lower than in Peru

. L . 1
or even the industrialized countr1es.—/

According to Werner International (1981:17) the price of a kg. of

polyester (1.5 d., 38 mm) in Dec. 1980 was § 2.84 in Feru, $ 2.76 in
Brazil, $§ 1,50 in Hong Kone, $ 1.47 in Taiwan, and $§ 1.45 in South Korea.
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-  In Peru, nominal wages per man-year including fringe be ~efits per work
hour (adjusted for fewer work weeks per year and work hours per week) are
higher than with any of the four producers. In addition, none of the
other producers have anything comparable to the Peruvian Labour Stability
Law, which - by making parts of the wage bill a fixed rather than a
variable cost — results in excessive labour costs in times of ecomomic

recession.

-  Peruvian productivity in spinning and weaving is the lowest when compared
to the East Asian countries, the EEC, and the USA (see Table 17)1/
which, when coupled with the higher wages (in comparison with the other
developing countries cited), results in unit labour costs higher than in
any of the orher countries, except for the EEC. Productivity (measured
as real value added per worker) in the textile and clothing industries

grew at an average annual rate of 1.9 per cent between 1971-75, -7.7 per

cent between 1975-79, and -0.6 per cent between 1979-81 (see Table 2).

-~  Financial costs in the East-Asian countries are generally lower than in

Peru.

3.2.2 Technological Developments

Internationally, recent technological developments in textile and
clothing industries have mainly resulted in material and process
innovations. One of the main economic facts has been the decline in relative
prices of synthetic fibres (which took place despite the two—fold increase in

2/

energy prices in the 1970s) .=

1/ 1t is important to mote thcugh, that there is a wide distribution in the
productivity performance of Peruvian companies. Productivity in
spinning in 1981 for example (measured as kilograms of yarn produced per
operator/hour adjusted to 20 Ne yarn count) was 6.6 for FCA Textil El
Amazonas, 10.5 for Textil Piura, 4.5 for La Union, 7.0 for Parcela, 4.5
for Nuevo Mundo, and 6.0 for the sample in the Wermer International .
Study (see World Bank (1982; Table 40)).

2/ The ratio of the price of a kilogram of cotton versus a kilogram of
polyester has increased from 0.23 in 1960 to 1.07 in 1972, and to 1.34
in 1978. Subsequently it declined agsin to 1.0 in 1981. See GATT

(1984: Appendix: 37).
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TABLE 17

INTERNATIONAL COMPARISON OF TEXTILE PRODUCTIVITY
IN SPINNING AND WEAVING, 1980

Country xg%;‘/‘ﬁ?ﬁ'/ 20 Knm o‘gea:%:?(%mr
Peru 6.0 35.8
Brazil 8.2 31.2
Hong Kong 10.4 68.5
Taiwan, Prov. of
China 9.4 61.8
South Korea 9.1 60.8
EEC 16.5 120.0 ’
USA 23.6 183.0

Labour cost

Country Hggesﬁi Peink ofo{;zss Per km of Weft
Peru 2.18 0.36 0.061
Brazil 1.62 0.20 0.052
Hong Kong 1.64 0.16 0.024
Taiwan, Prov. of

China 1.34 0.14 0.022
South Korea 1.15 0.13 0.019
EEC 7.70 0.47 0.062
USA 6.37 0.27 0.035

Source: Gherzi Textil and Werner International, consultants.

a/ Kilograms of yarn produced per man-hour adjusted to 20 Ne yarn
count; Ne 20 = 20 Hanks of Skeins of a single yarn each 840 yds long
to weigh 1 pound.

b/ Kilometres of weft yarn put into fabric (across the fabric) per
man-hour.

¢/ Based on 1980.
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Natural fibres (wool and cotton) have not completely given way to
man—made fibres, though. While cotton has lost in relative importance in
home furnishing and industrial uses, it has maintained its share in clothing
(see Table 18). Given the increased preference in the industrialized
countries for "nature-based” products in recent years, it is likely that
cotton will remain an important input for clothing and therefore will remain

an important commodity for Peru.

The technological change that the textile industry world-wide has
witnessed during the last two decades has mainly been of an embodied nature.
This is true for all elements of the production process from spinning to

weaving and to finishing.

The changes in technology are principally aimed at higher speeds and the
integration of single steps into a multiple process, and they go hand in hand
with the advance of man-made fibres vis-a-vis natural fibres and the relative
increase of knitted versus woven fabrics. Important technological
developments have also taken place in the garment industry, but in contrast
to the textile industry they have not yet been widely introduced into the

production process.

3.2.3 The Peruvian Productivity Performance Revisited

The reasons for the dismal productivity performance of the Peruvian
textile industry (as discussed in 3.2.1 and allowing for all the differences
in performance between different firms and different processes) are basically

three-fold:

(a) insufficient incorporation of new technology;
(b) the existence of X-inefficiencies; and
(c) the inflexibility in terms of employment due to the Labour Stability

Law.

The implications of the Labour Stability Law for productivity and costs

are not specific to the textile industry and will not be considered here.




TABLE 18

F1BRE CONSUMPTION IN THE EEC AND USA BY MAIN END-USES

(Based on weight - percentage)

A =
Manreede fibre® of vhich: Synthetic fibre Cotton ool
Main end-uses 1970 1973 1973 1980 1981 191 1973 1979 1980 1981 1971 1973 1979 19860 1981 1970 1973 1979 1980 1981
Clothing 58 62 59 55 Y] 7] 48 50 A Y] 2 2 2 27 25 18 16 16 18 18
tioze furnishing
Carpets n 19 8l 80 8t 56 69 78 78 79 5 3 1 2 2 2% 19 18 18 17
Others &3 s2 S4 53 53 bX) 28 % 3% 3% s1 & 4l 4} 41 6 4 [} 6 6
Inductrial uses .
Tyres | 95 % 9% % 9 19 21 27 al 0 s 6 2 2 2 - - - - -
Ochers 50 S5 65 67 n 2 % w0 42 o4 3] Q 2 i 27 3 2 3 2 2
: ]
o
(V5]
}
B. UNTTED STATES
Man-eade fibre® of which; Synthetic fihred Cotton Wool
Main end-uses 1971 1973 1979 1980 1981 19711 1923 1979 1980 1981 1970 1973 1979 1980 1981 1971 1973 1979 1960 |98l
Clothirg 5% ) 63 62 62 IX] 53 55 56 55 41 1 34 35 a5 3 3 3 3 3
Hre fumishing
Cansts %0 95 ) 9 9 -85 % 9 99 99 5 3 1 1 t 5 0 0 )
Others n ) 53 53 4 19 28 42 9 45 63 55 46 “ 4 0 1 1 1 1
lndustrial uses
Tyres 100 100 % ) % 80 81 % 93 % 0 () 1 1 1 - - - - -
Otlers 5 6 n n 0 2 *% 65 64 €9 o kY] b1] 23 20 1 ()} 0 0 0

‘udmm; Damrk, lreland and Creece.
Including acetate tow used in cigarette filters, except for United States from 1977,
c&nslsts of synthetic (non~cellulosic) fibre and cellulosic fibre,

b

dlnr.l.nd& fila axd spubonded polyprupylene from 1978.

source:

GATT (1984: Appendix:

38).
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Capacity instzlled in the textile industry as of 1982 as well as the age
of the machinery park can be see2n from Table 15. Within the spinning sector
open—end rotors account for 1.4 per cent of all machinery, 95 per cent of
which are younger than 10 years. In contrast, 50 per cent cf traditional
ring spindles are older than 20 years and nearly 30 per cent of them are
otsolete. The picture in the weaving sector is very similar. Shuttleless
looms (the more modern techmology) still account for a small percentage of
total weaving capacity (6.2 per cent), and 95 per cent are less than 10 years
old. 70 per cent of traditional looms (shuttle looms), hcwever, are older
than 10 years, 55 per cent &re older than 20 years, and 30 per cent are

obsolete.

Investments in machinery in recent years have mainly been directed at the
incorporation of new techunology (open-end rotors and shuttleless looms)l/,

whereas investments in previous years predominantly consisted of machinery

with traditional techmnology. It is also estimated that half of the machinery

installed between 1974 and 1979 was second-hand.

To facilitate the technological up-dating of the Peruvian textile
machinery, a reduction and unification of import duties for textile equipment
should be considered. Tariffs on textile machinery were increased between
1980 and 1982 (see Table 11), and the discrimination in terms of the level of
tariffs applied between producers for the domestic and for the internatioal
market in favour of the latter was maintained. Given the lack of
competitiveness of parts of the Peruvian textile industry, the goal should be
an improvement in productivity regardless of whether the entrepreneur is
exporting or selling domestically. Therefore, producers for the intermal
market and exporters should have access to imported machirery and material

inputs on reduced and equal terms.

A final way to increase productivity is the elimination of
X-inefficiencies, which are independent of the type of techmology or
machinery used. This entails amongst others improvements in the .

organizational set-up of factories, work organization and production

1/ 1In 1980 alone, 439 shuttleless looms were bought, and 1,672 rotors (as
well as 11,755 wool/acrylic spinning spindles and 49,588 cotton spinning

spindles).
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TABLE 19
INSTALLED TEXTILE CAPACITY IN PERU, end 1982

Cotton sector Wool sector Synthetics Total
szztor
Spindles (short fibre) 645,000 - - 645,000
Rotors (O-E) 9,840 - - 9,840
Spindles (long fibre) - 32,000 23,000 55,000
TOTAL SPINDLES 654,840 32,000 23,000 709, 840
Shuttle looms 10,850 150 al 11,000
Shuttleless looms 650 78 al 728
TOTAL LOOMS 11,500 228 al 11,728
Source: SOMEA (1984:11).
a/ Included in cotton and wool sectors.
Machiaery park in years as of 1982
(Figures in per cent)

Machinery Fibres 0-5 5-10 10-20 Over 20 Obsolete TOTAL
Cotton ring spinning c-s 14 20 18 20 28 100
Open end spinning c 65 30 5 - - 100
Worsted/woolen spinning W-$S 10 18 15 25 32 100
Shuttleless looms WCSs 70 25 5 - - 100
Shuttle looms Wes 5 25 15 25 30 100

Source: International Textile Association (Latin—American Textiles 1983)
and SOMEA.

a/ Abbreviations: C = Cotton; W = Wool; 5 = Synthetics.,
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envircnment at the factory floor. One example is the availability of
air-conditioning. Normally, during days of high relative humidity in Lima
companies not disposing of such equipment have to completely stop their
spinning plants. Other plants have some type of air-conditioning, but have

doors and windows open, thus defeating the purpose of the exercise.

3.3 Problems and Policy Recommendations

The restructuring of the textile industry should aim at aligning the
industry more closely with its comparative advantage, thus increasing
productivity and lowering unit costs. Future growth of the textile industry
caunot be based exclusively on either exports or increased internal demand.
Rather, it has to depend on the combination of both markets. The differing
characteristics of demand and supply for both the domestic and the
international market should be explicitly considered in policy and production

decisions.

3.3.1 Short-Term Recommendations

In view of the present difficulties of the textile industry immediate

measures have to be taken to ensure the survival of still existing companies.

"Illegal imports” (contraband) pose a problem for Peruvian textile
producers. In view of the difficulty to control contraband within the given
framework of measures, the recent import prohibition of many textile articles
seems to have been a necessary measure to take. While such a policy is
clearly suboptimal from an efficiency point of view, it seems to be the only
way in which contraband can be controlled in the short run. It should be
made absolutely clear to all parties concerned though that this is only a
temporary measure which will be revoked, as soon as a sufficiently working

control system has been installed.

Imports of textile machinery and imputs not produced domestically should .
not only be maintained, but they should be allowed to enter free of duty to
facilitate ongoing modernization and a reduction in the costs of production.
Exporters ani producers for the internal market should be treated equally in

their -ccess to these duty-free materials, as the same value should be

attached to $1 saved by substituting imports as to $1 earned through exports.
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Should there be anotker shortfall in the ~otton harvest, it is absolutely
essential to allow imports of cot"ton to fill the gap between demand and
supply. Sufficient availability of raw material is a necessary condition for
continuing textile production, and it is proven that potential problems of
contamination can be controlled through fumigation or other measures. This
is obviously not only a short term recommendation. Cotton imports should be

allowed always and automatically, whenever there is a shortfall in domestic

supply.

Given the precarious financial situation of many textile companies due to
the lack of working capital and/or high foreign debt, additional credit lines
should be made available. The possibilities for a rescheduling of foreign
debt or a conversion into soles should be further examined. Provision of
credit at preferential interest rates could be coupled with certain
stipulations depending on the type of enterprise (e.g. a certain quantity of
exports for predominantly exporting companies, steps towards rationalization

for the three companies producing polyester filament, etc.).

Access to information about technological changes, marketing, foreign
markets, change in fashions etc. is crucial for potential and actual
exporters, The efforts that FOPEX has been starting to make in this respect
should be greatly intensified. Participation in international fairs could
initially be subsidized. Special attention should be paid to medium- and
small-sized companies. Peru should join international bodies like the
International Cotton Institute (organization of cotton growing countries),
which is extremely helpful in the provision of technical advise as well as
information on trends for cotton use according to different end products and
markets. Representatives of leading international retailers such as C & A or
Marks & Spencer in Europe should be invited to visit the country in order to
directly discuss with industrialists the requirements and demand
specifications of the European market. In countries such as Mexico the
retailing companies have established permanent representations, providing a
direct link between producers and rapidly changing demand requirements in the
markets. If required, the provision of financial or other incentives for the

establishment of such representat.uns might yield a high return.
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3.3.2 Medium-Term Recommendations

Inguts

Peru has a comparative advantage in long staple cotton. In contras. to
short-staple cotton, Targuis and Pima can be spun to yarns of very high
fineness which in turn are used for fabrics of high qualitv. For this reason
long staple cotton is sold at a premium on the internmational market, and
finer yarns and higher quality fabrics are sold at a comparatively higher
price too. On the other hand, average auality clothing and many industrial
textile products can be produced with ccarser yarns made from the cheaper
shcrt-sianle cotton. U:ing long-staple cotton for these purposes 1is
therefore a clear misallocation of resources. It is strongly recommended to
export {(nearly) all lung-staple cotton in raw or processed form and to

satisfy a large share of internal requirements with short-staple cotton.

Expanding exports of cotton-based products might run into potential and
existing import restrictions by the industrialized countries. The textile
agreement signed with the USA at the beginning of 1985, coupled with the
reduction in counterveiling duties, which implies a stable source of demand
for the next four years, as well 1s the exports of t-xtiles to the USSR in
partial repayment of Peruvian foreign debt, provides an important stimulus
for textile production in the short run. Yet, to achieve higher growth rates
in the highly competitive and protected international textile market in the
medium and long run, exporters have to be aware of the highly differentiated
markets (geographically as well as product wise), they have to be flexible to
respond to rapidly changing fashions, they have to be aggressive in the
constant scarch of new market segments {(and use existing allocated quotas to
the very limit), and they should try to upgrade textile p rducts and

consciously target high income consumers.

The lati~r alternative has been successfully applied by the Republic of
Korea. At the core of this success is a deliberate government policy to
allocate the quotas of the country for high value-added items directly and
fully to domestic producers, whereas only a fraction of quotas for low
value—added items is allocated to producers at the beginning of a vear.

These restrictions for domestic producers on the use of quotas for lcw

-~
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value-added items are successively relaxed, once quotas for high value—added
items are sufficiently filled. It seems advisable to look into the potential
benefits of this approach in the case of Peru, once internal supply

bottlerecks are solved.

There are two alternative ways to supply domestic textile producers with
short-staple cotton: either to import it or to cultivate it domestically.
It is suggested here that imports are allowed (duty-free) barring the risk of
infestation with available and appropriate measures. At the same time recent
successful efforts of growing cotton in the Peruvian jungle areas should be
analysed very carefully and supported with appropriate measures. However, as
long as international demand and adequate land for growing high quality
cotton are available, it will be economically sound for Peru to export
long-staple cotton, while importing short-staple cotton for part of the local

market.

The production of polyester filament should be rationalized.l/ One
possiblity would be to merge the three smaller companies on ore site thus

enabling them to take advantage of economies of scale.

Serious considerations should be given to the establishment of
polymerisation processing in Peru, especially since the equipment has already
been bought by Manylsa. According to a study by Chemtex, if the plants were
installed with an offshoot of it producing plastic bottles, it would be much

more viable.

While the main emphasis so far has been on cotton products, it should be
underlined that Peru has a comparative advantage in alpaca, too. This
advantage should be fully exploited through an expansion of breeding on the

one hand and high value-added alpaca-based products on the other hand.

1/ 1In the synthetic fibre sector, it is mainly the production of polyester
filament which is not competitive in the international market. 1In 1982,
the price (r-- kg) in Peru was 128 per cent higher than in the US and 43
per cent h than in Western Europe. While one company (FISA)
accounts fo. .U per cent of installed capacity, the remaining 3 companies
cannot take advantage of economies of scale, thus resulting in

unnecessarily high unit costs of production.
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Finally, the clothing industry compared to the textile industry has been
relatively neglected in this analysis. The rationale for paying primary
attention to the textile sector has been the fact that an efficient textile
industry in close alignment with its comparative advantages forms the best
basis to generate high growth of the clothing industry. Yet, the apparel
sector itself should also be studied in more detail, to see whether it needs

itself special restructuring policies.

3.3.3. Restructuring Policies in OECD-Countries: the Example o1 France

Various ways to improve productivity were discussed before. They have to
be carried out on a company basis, but would need to be supported by

appropriate government policies.

In this connection, some thoughts might be given to the exper.ence of
several EC countries which applied specific policies to support their textile
sector and to improve their productivity. As an example for this the case of
the French Sectoral Development Programme for the textile industry is cited
here, which is implemented by the Committee for the Orientation and
Development of Strategic Industries (Comité d'Orientation et de Développement
des Industries Stratégiques, CODIS). The most important instruments used in
this programme are briefly summarized here since they might provide a helpful
contribution to a discussion of which specific measures to use in a

restructuring of the Peruvian textile industry:

- the "development contract'

On a contractual basis hetween CODIS and the enterprises, subsidized
low—-interest loans and direct subsidies are given to the companies. In
return, the enterprises have the contractual obligation to increase
production and exporis by an agreed minimum figure within a specified

period (3 to 5 years).

- the "participation loans"

These are loans given by the Government, on which interest is payable

only if the respective company nakes a profit after successful

restructuring.
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-  the "secnrity funds"

This is a guaranteed fund of FF 500 million, financed by the Government
and the enterprises (50 per cent each). The fund provides securities to

support endeavours of companies to obtain loans at market terms.

- the reduction of social security coniribations

Firms are entitled to reduce their contributions to the social security
system by 10 to 12 per cent. In return, they Lave to enter the
contractual commitment to maintain the number of existing jobs.
Approximately half the firms in the textile and clothing sector have

benefitted from this measure.

In addition to these supportive measures, which form part of the sectoral

development programme, the Frerch Government has set up several special
institutions, financed through parafiscal levies, to assist the restructuring
and rehabilitation of the textile/clothing industry. The most important
source of finance is a levy of 0.44 per cent on the value added of textiles
produced in France, which is applied at an equal rate to the value of textile
imports from countries which are not members of the EC. It should be noted
that the different bases of the levy - "value added" for domestic and 'value"
for imported products - contain an element of protection, which might have
reduced the resistance of domestic producers against the introduction of such
a levy. The largest part of the funds derived from this levy is allocated to
the Interprofessional Committee for the Renovation of the Textile and
Clothing Industry (CIRIT). Its supervisory board consists of representatives

of the relevant ministries, banks and the textile industry.

CIRIT gives:

- direct financial support to small and medium sized companies;

- amalgama*tion aid to such companies;

- rationalization aids, which take the form of compensation payments and

aids to retrain employees who have to be dismissed as consequence of the

closure of unprofirable units;
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-  financial support of collective activities undertaken by the industry,
such as the office for observing cyclical trends in the textile sector,

fashion centres and general studies.

A smaller fraction of the income derived from the levy is allocated to
the French Textile Institute (Institut Textile de France) for the promotion

of product innovationm.

Finally, a levy of 0.062 per cent is imposed on the turnover of French
manufacturers of clothing. It is used for the financing of the Centre for

Technical Studies on the Clothing Industry.
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4. CAPITAL GOODSl/

. . . 2/
4.1 Capital Goods for the Mining Sector-
4.1.1 Mining Production

The Peruvian minir- sector contributed about 10 per cent to GDP in 1983.
The share of mining in GDP increased from about 7 per cent in the first half
of the 1970s to around 10 per cent in the 1980s (c.f. Figure 2). After an 8
per cent decline of mining output in 1983 due to strikes in the copper
sector,gl during the first half of 1984, the absence of labour disputes
permitted a 15 per cent increase of output at the Southern Peruvian Copper
Corporation (SPPC). The producers are optimistic that there will have been a
substantial production increase in 1985. However, the prospects for the

mining sector are gloomy in the short and medium run.

Firstly, in view of world-wide overcapacities, the postponement of
capacity expansions in Peru and other countries in the short term will have a
significant negative effect on demand for capital goods in this sector.

Thus, in 1984 the investment budget of SPCC was cut to US $4.9 million
(compared to a budget of US § 9.3 millionﬁl), and state-owned mining
companies had to reduce investments by more than 30 per cent.é/ Even 1if
it is taken into account that both figures overstate the reductions to be
expected in the medium run, there is a clear indication that in the short
term the demand for large-scale mining equipment and capital goods for the

mining sector will grow only slowly.

1/ Selected branches.

2/ This analysis is restricted to capital goods for the mining sector and
covers all consecutive steps from exploration to mining and to metallurgy
(ore beneficiation to obtain ore concentrate). The study does not,
however, consider capital goods for smelting and refining which are
completely different items.

3/ Mining production in 1983 was heavily influenced by strikes.
Nevertheless, world market demand possibly had a major impact, too, so

that production losses cannot simply be attributed to the smaller number
of work days caused by labour disputes.

4/ See LAR Andean Report, 22 June 1984,

5/ See LAR, Commodities Report CR 84-18, 14 September 1984.
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Secondly, there have been a number of technological developments which
could have a negative impact on the income elasticity of the demand for
copper. The most important ones appear to be the extended use of glass
fibres in communication networks and the invention of some completely new

artificial materials such as polimeres and organic metals.

These materials are likely to follow aluminium as a substitute for copper
. 1 .
in the future—/, while there are not enough new uses for copper to

compensate for these losses.

Additionally, re-cycling has grown considerably in advanced
industrialized countries and amounted to 3.73 million tons of output of

refined copper in 1983. This was about 38 per cent of world production.

As a result of these developments, demand growth for copper might be slow

even in the medium and long run.

4.1.2 Structure and Performance of the Capital Goods Industry for the

Mining Sector

There are only few figures available on the sales of Peruvian capital
goods. In 1981 and 1982, the national mining industry bought machinery and
equipment on the national market for US $28.9 million and US $31.4 million,
respectively. Imports are estimated to have been nearly three times as high
(US $89.3 and US $92.0 million) with the United States as the most important

partner.

Exact figures on installed capacity are not available on a country-wide
basis. Capacity utilization is generally low and is estimated to range from

60 per cent to 80 per cent of installed capacity.

1/ Between 1950 and 1982 the relation of copper to aluminium consumption at
the world level changed considerably:

co AL
consumption in mn tons
1950 3,000 1,5C0
1982 9,072 14,175

Source: Mardones, J.L., Silva R., Enrique, Martinez, C., "Las industrias del
cobre y del aluminio: Una revisién de cambios estructurales";

Cuadernos de economfa, Afio 21, No. 64, Dec. 1984, pp. 329-345,
Table 2.

e e v
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The total number of enterprises working with deliveries to the mining
industry is approximately 50. Most of the enterprises are manufacturing
consumables such as explosives, drill steel, wear and spare parts, and the
product mix does not vary significantly between them. Although the firms are
relatively small in size, they produce up to 60 different products, for which
very different processes have to be used. Enterprises producing such a wide
range of items are generally exposed to severe problems of organizatiom
resulting in idle capacities and X-inefficiencies.

About half of the enterprises in the sector are partly engaged in the
manufacture of capital goods. However, this segment of the sector is

characterized by an obvious lack of inter-firm specialization. For instance:

- at least 4 enterprises manufacture pumps;

- at least 7 enterprises manufacture fans;

- at least 15 enterprises manufacture mine cars;
- at least 7 enterprises manufacture crushers;

- at least 10 enterprises manufacture mills;

- at least 12 enterprises manufacture flotation cells.

The heavy competition resulting from this situation of the industry led
in the past to quality deteriorations in order to achieve lower prices, and

either to co-operation with illegal-subcontractors or own illegal activities.

In view of idle capacities coupled with a lack of inter-firm
specialization, a rationalization of the sector through mergers or other
forms of co-operation is called for. The need and scope for rationalization
of the sector should be quantitatively assessed on a product-by-product basis
by a technical-economic consultancy group. On the basis of this quantitative
assessment suitable policies should be designed for a rationalization of the
sector, including measures such as fiscal incentives for mergers, product

standardization etc.

The need for a rationalization and restructuring of the industry is not
limited to the product range, but applies equally to the given high degree of

vertical integration within the individual companies.
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Most manufacturing enterprises integrate all types of production lines

such as:

-  foundry (based on scrap iron) to final machinery;

- purchase of raw steel material (cast steel and metal) for working to
final machinery;

- assembly to final product.

It is doubtful whether companies of the given size can possibly‘maintain
the necessary technological expertise within all these lines of production.
For instauce, there is no urgent need that every manufacturing company for
capital goods should have a foundry section of its own, particularly in view
of existing specialized foundry operations in the same industrial areas. It
can be hoped, however, that a recent UNIDO technical assistance project to
establish a sub-contracting exchange will result in a reduction of horizontal

integration and an increase in specialization at the firm-level.

Within this general picture Peruvian producers are presently only
supplying a limited range of capital goods. Out of 32 different goods
analysed in exploration and exploitation activities, only 17 are offered by
domestic producers, and in only six cases the number of domestic suppliers
exceeded that of foreign competitors (see Table 20). As to ore
concentration, 36 different items were reviewed. Here only 6 items show a
100 per cent dependency on imports and in 15 cases the number of domestic
suppliers equalled or exceeded that of its foreign counterparts (see Table
21).

Distinguishing domestic and foreign supplies not by the number of
suppliers, but rather by the value of output, it is estimated that in
exploration and exploitation only 10-15 per cent of capital goods are
produced in Peru, in contrast to 80 per cent of consumables (see Table 22).
Peruvian firms are generally more competitive in those activities where
advanced technologies are not required. This is the case, for example, for
small crushers (large ones are exclusively imported), air and water
distribution, drainage, and most consumables. With respect to the production
of equipment for ore concentration, domestic suppliers appear to be

particularly strong (see Table 23).
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TABLE 20

MAIN ITEMS OF MINING EQUIPMENT FOR THE PERUVIAN MINING INDUSTRY - BRANCH OF MINING: EXPLORATION AND EXPLOITATION

EQUIPMENT NO OF MAIN MANU- BRANCH OF MINING TYPE OF GOODS
FACTURERS
DOMESTIC FOREIGN EXPLO- EXPLOITA- ORE CONC- CAPITAL CONSU- OTHER
WITH REPR. RATION TION ENTRATION GOODS MABLES
IN PERU '
COre transport 3 9 X X
Grinding equipment for
drill steel and bits - 7 (X) X X
Drilling booms - 7 (X) X X
Drill bits 4 21 X X X
Bucket wheel excavator - 2 X X '
Cable bucket excavator - 2 X X ~
Mining trucks - 10 X X 7
Front-end loaders - 10 X X
Mine cars 6 3 X X
Compressors 1 10 (X) X (X) X ‘
Compressor tanks 4 1 (X) X (X) X
Dust collector 1 5 X (X) X
- Drill core analyzing equipment - 1 X X
Hoisting equipment 2 9 X X
Exploration equipment - 1 X X
Drilling equipment
- for exploration 1 6 X X
- for exploitation - 24 X X
Mine safety equipment 9 4 (X) X (X) X




TABLE 20 (continued)

EQUIPMENT NO OF MAIN MANU- BRANCH OF MINING TYPE OF GOODS
FACTURERS
DOMESTIC FOREIGN EXPLO- EXPLOITA- ORE CONC- CAPITAL CONSU- OTHER
WITH REPR. RATION TION ENTRATION GOODS MABLES
% PERU

Explosives 7 2 X X
Blasting equipment 1 l X X
Charging equipment for explosives - 4 X X
Concreting equipm. for guniting - 3 X X
Steel structures - X X
Spec. designed mine excavators :

(mainly for open pits) - 8 X X >
Mine lamps - 3 X X {
Locomotives - 16 X X
Air and water hoses 4 11 (X) X (X) X
Mine doors 2 - X X
Mine rails and accessories 3 7 X X (X)
Roof bulting equipment - 5 X X
Ventilation fans 3 5 X X
Winches 5 8 (X) X (X) X
SOURCE:

Aruario Minero-Comercial, La Mineria en el Pery 82.



TABLE 21

MAIN 1TEMS OF MINING EQUIPMENT FOR THE PERUVIAN MINING INDUSTRY - BRANCH OF MINING: ORE CONCENTRATION

EQUIPMENT NO OF MAIN MANU- BRANCH OF MINING TYPE OF GOODS
FACTURERS
DOMESTIC FOREIGN EXPLO- EXPLOITA- ORE CONC- CAPITAL CONSU- OTHER
WITH REFR. RATION TION ENTRATION GOODS MABLES
IN PERU
Agitators and air conditioners
for flotation 4 - X X
Feeders 5 4 (X) X X
Autoclaves : 2 - X X
Weighing machines 3 9 (X) X X |
Balls for baill mills 3 5 X X <
Pumps 6 30 (X) X X '
Calcinators - 3 X X
Flotation cells 5 5 X X
Cyclones 4 3 X X
Classifiers 6 5 X X
Sieves 5 7 X X
Dositiers 1 - X X
Mecharnical elevators 6 - (X) X X (X)
Various concentration equipment
- Spiral 5 4 X X
- Jigs 3 2 X X
- Portable conc. plants 4 2 X X
- Pre-concentrators 4 2 X X
- Heavy media separation 3 1 X X



"ABLE 2@ continued)

EQUIPMENT NO CF MAIN MANU- BRANCH OF MINING TYPE OF GOODS
FACTURERS
DOMESTIC FOREIGN  EXPLO- EXPLOITA- ORE CONC- CAPITAL CONSU- OTHER
WITH REPR. RATICN TION ENTRATION GOODS MABLES
IN PERU
- Gravity separation 2 3 X X
- Magnetic separation 1 2 X X
- Fulp analyzer - 2 X X
Laborztcry equipment 1 10 X X (X)
Crushing equipment
- Jaw crushers 3 4 X X
- Cone crushers 3 4 X X
Miiling equipment |
- Ball mills 4 8 X X -
()

- Stone mills - 2 X X !
- Rod mills 4 3 X X
- Other types 4 4 X X
- Rods for rod mills - 4 X X
- Balls for ball mills X X
- Wear parts 5 3 X X
Sampling 2 2 X X
Equipment for regi. .auon and

automatic analysing - 4 X X
Transport equipment
- Conveyors 4 10 (X) X X
- Spare parts 5 10 (X) X X
Filters 4 7 X . X
Ore bins 6 - X’ X

SOURCE: Anuario Minero-Comercial, La Mineria en el Peru 82.




CAPITAL GOODS AND

TABLE 22

CONSUMABLES FOR DIFFERENT MINING ACTIVITIES - BRANCH CF MINING:

EXPLORATION AND EXPLOITATION

MINING ACTIVITY

CAPITAL GOODS: ORIGIN

CONSUMABLES:ORIGIN

DOMESTIC FOREIGN DOMESTIC FOREIGN
Exploration 10% 90% 25% 75%
Exploitation
- Drilling - 100% 920% 10%
- Blasting - 100% 95% 3%
- Loading - 100% - -
Transport 10% 90% 80% 20%
Crushing, small crushers 50% 50% 95% 5%
Crushing, large crushers - 100% 75% 25%
Hoisting 20% 80% - -
Rock reinforcement - 100% 20% 80%
- Air compressors, small 20% 80% - -
- Air compressors, large - 100% - -
- Air and water distribution 80% 20% - -
- Drainage 50% 50% - -
- Others 25% 75% - -
TOT. EXPLORATION
AND EXPLOITATION 10-15% 85-90% 80% 20%

Main consumables:

SOURCE: Mission estimate.

Drill bits for exploration (diamond bits)
Drill bits for exploitation drilling
Drill steel

Explosives

Detonators and cords

Wear parts for crushers

Reinforcement consumables

Rails and accessories

18-
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TABLE 23

CAPITAL GOODS AND CONSUMABLES FOR DIFFERENT MINING ACTIVITIES - BRANCH OF MINING: ORE CONCENTRATION

MINING ACTIVITY CAPITAL GOODS: ORIGIN CONSUMABLES:ORIG: !N
DOMESTIC FOREIGN DOMESTIC FOREIGN
Crushing, small equipment 90% 10% 90% 10%
Crushing, large equipment - 100% 50% 50%
Grinding, small equipment 90% 10% 90% 10%
Grinding, large equipment - 100% 50% 50%
Mechanical concentration, jigs,
tables etc. 95% 5%
Flotation 80% 20% 85% 15%
Separation, cyclones, magnetic !
separators ctc. 95% 5% ®
Classification 80% 20% 7
Dewatering {iiters 4C% 60%
Transport feeders, conveyors etc. 40% 60%
TOTAL 70-80% 20-30% 85% 15% .
Main consumables: Balls for ball mills

Flotation reagents
Wall parts for crushers and mills

SQOURCE:
Mission estimate.
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However, Peru does not possess manufacturing facilities to produce
certain basic items of equipment and machinery, or manufacture under liceoce.
Much of this basic equipment and machinery produced does not require high

technology to manufacture. Some examples are listed below:

- Mine lamps No manufacturing, but 6 different importing
companies.

- Mine locomotives No manufacturing, but 16 different importing
companies.

—  Rails and accessories This equipment comprises low-techrology items and
ought to be produced by domestic manufacturers.
The high costs of domestic steel and the high
quality demands imposed by clients have given rise
to the high import volume.

In sum, capital goods production for the mining industry is more advanced
in concentration processes than in exploration and exploitation, and it is
presently mainly concentrated on low—-technology products such as mipne cars,
low capacity compressors, steel structures, etc. These products are
predominantly sold to small- and medium-scale mining firms, which produce

using intermediate technologies.

However, the concentration on small and iediun-sized producers and their
speciil requirements cannot be a viable strategy in the long run, if this
section of capital goods production is to grow considerably. This becomes
clear in view of the structure of the mining sector, which is dominated by

large-scale mines.

Large mining includes companies with sales of more than US $100 million

per year. These are:

- Southern Peru Copper Corporation, with two mines and a foundry.
- Centromin, with six mines, a foundry and a refinery.
- Minero Perid, with one mine and two refineries.

Hierro Perii with one mine.

The first ccmpany is a foreign company, the other three are state-run

companies. Altogether they have a capacity for ore concentration of 90,000

metric tons/day, which is equivalent to 75 per cent of the whole Peruvian

capacity.
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Medium-sized mining includes 72 private Peruvian companies, 3 state-run
companies and 6 foreign companies, selling more than US $1 million/yeasr. They
make up for 90 per cent of all Peruvian ore-concentration plants, although
their ore concentration capacity amounts to only 27,000 metric tous/day, i.e.

25 per cent of domestic capacity.

Small-sized mining includes more than one thousand small producers,
selling less than US $1 million/year. Their activity ic limited to the
extraction of the mineral as they do not have ore concentration plants of

their owr.

Even if there are some additional market segments for the installation of
smaller capacity upnits in the future, it is hard to believe that the generatl
picture of the copper sector will alter substantially in the medium run. In
thcse cases where technical progress in extraction and processing methods will
establish a trend towards smaller units, these will probably be operating with

more modern equipment.

In lead, zinc, and silver production medium—scale producers who are
presently operating predominantly with low-technology equipment and machinery
are much more common due to the different conditions for extraction and
refinement (52.7 per cent of lead, 54.5 per cent of zinc, and 64.7 per cent of
silver is produced on this scale). While this provides an advantageous
position for local producers in the nesr future, technical progress will
affect those areas in the medium run, too. Thus, in order to meet the future
investment demand of the large and of many medium-sized establishments at
least partly, local producers of mining equipment have to keep im touch with
technological progress on the internatioal level, and they will have to

improve the quality of their products with far more intensity than today.

The enterprises producing capital gonds for the mining sector are mainly
located in rhe industrial areas of Lima-Callao. Although the decentralization
of economic activities is oae of the important tasks of economic policy in
Peru, it is not at all clear, if this is a valid strategy for the capital
goods industry too. Producers of capital goods normally have to plan,
organize, and supervise relatively complex sets of different operations.

Products ere very often changing in design, quality of inputs and other
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properties according to individual requirements of the customers. This means
that the production runs themselves are changing repeatedly, too, and very
often only single products of one kind are required. Consequently, high skill
requirements have to be met by the engineering and techmnical staff. The same
holds true for workers, who constantly have to adapt to changing working
conditions. In this connection, it should be emphasized that a rigid labour

legislatior is especially harmful for this kind of industrial operations.

It appears to be even more important, though, that capital goods
producers rely most heavily on related industries. Adequate partners, skilled
sub-contractors and access to essential imports for iacking domestic inputs
are among the essential requirements of capital goods production. Therefore,
it appears to be necessary for the capital goods sector to be ahle to rely on
an agglomeration area which provides a satisfactory number of inter-lirked and
regionally conc.ntrated industries and a close connection to the internatioal
market. These arguments as well as the relatively intensive use of skilled
labour in design, organization and production indicate, that those kinds of
industries should not be included in regional diversification policy in a

small economy like Peru at the present stage of economic development.
4.1.3 Prospects of Medium- and Small-Scale Mining Operations

Medium— ard small-scale mining differs from the large-scale mining sector
in some important respects. Firstly, small-scale activities are considerably
more labour-intensive than large-scale operations, so that a stimulation of
this sector would have a relatively strong and immediate impact >n employment
creation. Secondly, capital goods used are predominantly low technology
ivems, for which local supply is available on a competitive level. Thirdly,
during the last decade there has been a growing interest in the development of
small- and medium-sized establishments world-wide, so that within zhe
relatively siowly growing demand for mining capital goods as a whole, this
subsector appeats to be the most dynamic one. Leaving aside the impact of
recent cut-backs of public investments in Peru, the prospects for capital
gocds for medium- and small-scale mining appear to be relatively good within

the Andean market.
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Peruvian entrepreneurs are capable of supplying the market segment of
low—tech mining equipment immediately, if demand increases. In the long run,
however, the traditional mining sector is challenged by two different but
related developments. Firstly, technical progress in the modern sector is

faster than in the traditonal sector, so that ceteris paribus competitive

pressure on traditional mining activities - caused by developments in the
modern industry - will grow. Secondly, technical changes in large-scale
mining will trickle down to smaller firms progressively and stimulate the
installment of modern equipment within this sector, too. To the extent that
medium— and small-scale mining become open to modern equipment, the Peruvian
capital goods industry will have to catch up with the technological

development to defend its competitive position.

In this context, one of the most interesting new developments can be seen
in the application of bio-technology for mineral extraction. These new
technologies appear to be especially promising in the exploitation of
multi-mineral deposits and dump-leaching with ore concentrations of less than
1 - 0.5 per cent, a fact that is greatly in favour of Peru and other Andean
countries. Promising efforts to advance the necessary techniques of
bacteria-leaching have been undertaken within the Andean Market Copper Project
at Cerro de Pasco (dump- and underground-leaching operations) and they are now
carried on by INGEMUET (Institute for Geological, Mining and Metallurgical
Research) and CENTROMIN.

Thus, in this section of technological advance Peruvian engineers appear
to be among the leading ones in the world today, and this should be used
offensively to establish close links to capital goods prvoducers, too. For the
latter, growing demand for bio-technology equipment would mean another
challenge, but at the same time it would provide the basis for promising new

activities.

4.1.4 The Export Potential for Mining Machinery and Equipment

Tne stimulation of non-traditional exports from 1975 on had a positive
impact on the development of exports of mining equipment. too. Especially
trade within Latin America and - even more - within the Andean Pact registered

impressive growth rates. This indicates that the long experience of Peruvian
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engineers in mineral production in mountainous areas constitutes a comparative
advantage vis-a-vis foreign countries resulting in good prospects for

increasing exports.

In the early 1980s trade in capital goods suffered particularly from the
decline of economic growth in the whole area and from the extraordinary
sluggish demand for minerals. The Peruvian mining industry was additiomally
affected by the abrupt changes in the expor. promotion system and some new
protectionist measures within the Andean Pact. Both developments had negative
effects on the competitive position, which turned out to be especially harmful
in combination with the recession in tke Peruvian economy. On the other
hand, the Quito Declaration from January 1984 seems %o justify some hope at
least, that recently introduced import restrictions within the Andean Pact
(and Latin America) will be gradually taken back in the near future, so that

the external prerequisites for a revitalization of exports exist.

In a joint project UNIDO and ECLAC (1984) tried to estimate the demand
for machinery and equipment in mining for Argentina, Brazil, Chile, Peru and
Venezuela between 1983 and 1992. The results are shown in Table 24, Although
these data are highly tentative in view of long-vun changes in market
conditions, the structure ri investment demand might be seen as relatively
relizble. Thus, the major share of demand is for off-road trucks (34 per cent
in replacement and 10 per cent in new projects). Other important machinery
and equipment groups are excavating scrapers (22 per cent) and mills (16 per
c:nt). Twenty-four per cent of estimated new investment demard would be in

Peru, 26 per cent in Brazil and 41 per cent in Chile.

Extending these consideraticus to the world market reveals some
additional facts. In the mecium term, there are almost 400 new mine projects
or expansion plans world-wide, out of whiLh about 125 are copper projects.
The majority of the projects are expected to come on stream before 1988, and
most of them are small- and mediui-scale projects. Therefore, in view of the
particular strength of Peruvian capital goods producers in this market
segment, the mediuw—ter:s prospects for a resumption of growth in this sector

appear to be favourab'e, if new export markets can be penetrated.




TABLE 24

ARGENTINA, BRAZIL, CHILE, PERU, VENEZUELA: DEMAND ESTIMATE

- OF MaCHINERY AND EQUIPMENT FOR MINING, 1983-1992
New projects Replacements
Equipment Units $US million Units $US million
1. Rotative perforators (6"-12 1/4") 147 132 - -
2. Perforators-non tracked (3"-6") 59 4 89 6
3. Raise borers - - -
4, Jumbos 10 2 121 n
5. Power shovels (3-10 sq yd) 93 130 - -
6. Power shovels ( > 10 cu yd) 140 476 - -
7. Frontal loaders (without tires)
(5~ 7 cu yd) 62 16 98 25
8. Frontal loaders (without tires)
(> 7 cu yd) 96 38 73 29
9. Scooptrams (2-13 cu yd) 16 4 214 47
10. Heavy lorries (35-70 tom) 251 93 123 46
11. Heavy lorries (70-170 ton) 655 459 214 150
12. Lorries (10-35 ton) 5 1 46 9
13. Tractors-non tracked (200-700 HP) 303 91 251 75
14. Road building wachinery 186 28 131 20
15. Special purpose motor vehicles - 21 - -
16. Mining machinery (non-heavy) - 16 - -
17. Extraction machinery (drum
and friction - 2 - -
18. Grinding wheel machines (42 x 65"
- 54 x 74") 8 7 - -
19. CGrinding whzel machines (60 x 89"
- 60 x 109") 22 48 - -
20. Grinding jaw machines (24 x 36"
48 x 60") 3 1 - -
21. Cone-shaped grinding machines
(5 1/2" - 71") 193 48 - -
22. Mills, ball penetrators and bars
(< 1000 HP) 112 78 - -
23. Mills, ball penetrators and bars
(> 1000 HP) 203 365 - -
24. Supply apparatus, screen :
classifiers etc. - 52 - 49
25. Flotation equipwment (cells, pumps,
gutters) - 81 - 26
26. Thickeners, filters and dryers - 81 ) - -
27. Locomotives and wagonas - 43 - -
28. Conveyor belts - T 48 - -
29. Compressors, water pumps and
ventilators - 72 - -
30. Machine tools 11
31. Electrical Installations 96
32, Metallic structures and boilers 197
33. Drill and boring machines 11 13
Tocal 2,752 579

Sonrce: UNTLO (1984:70)
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It should be noted, though, that Peruvian industry should face no less
favourable conditions than competing industries in Latin America in order to
capture a significant share of this export potential. This was not the case
e.g. in 1981, concerning the availability and terms of export credits, as
shown 1n Table 25. It 1is suggested that the terms of export credits and other
incentives in competing countries be monitored on a permanent basis, and that

this information be distributed to domestic exporters.

4.1.5 Approaches to Foster the Production of Capital Goods for the Mining

Sector

The reactivation of demand appears to be the most critical variable at
the present time. In the medium run, the creation of additional demand
through "demand diversion" from foreign to Peruvian producers appears to be
essential for the required process of technological upgrading of the
industry. This task requires the creation of institutions to serve as fora
for a dialogue between national suppliers and producers of capital goods, with
the aim to increase domestic participation in the sale of presently produced
capital goods in the short term and of technologically more advanced capital
gonds in the medium and long term. The issues related to medium and long term
demand diversion (supported by improvements in the institutional framework),
will be taken up in section 4.3, as they are common to both sub-sectors of the

capital goods sector which are analysed in this study.

As to measures to increase demand for currently produced capital goods,
particularly in the field of internationally Zinsnced projects, it appears
that the potential participation of domestic producers was not always given
full consideration in the past. This is partly due to efforts of foreign
donors to tie economic aid to exports from the donor country, partly due to
the method used in calculating preference margins for domestic producers in

the case of multilateral projects.

In the latter case, foreign suppliers can submit their offers at C.I.F.
prices (including cost, insurance, freight), excluding those national taxes
which can be deducted in the case of exporting. Peruvian producers are
granted a 15 per cent preference margin over these foreign offer prices, but

cannot deduct the Peruvian value added tax. Therefore, the preference margin




TABLE 25
AVAILABLE CREDIT FACILITIES FOR THE EXPORT OF CAPITAL GOODS IN SELECTED COUNTRIES

Terms for pre-shipping period Terms for post-shipping period
Credit Mazimum Interest Credit Me~.imum Interest
Country (% of total duration rate (% of total duration rate
amount) (years) (% p.a.) amount) (years) (% p.a.)
Argentina 85 1l 2.5 85 8.5 7.5
Bolivi= 80 2/3 12 80 1 10
Brazil a/ 1 40b/ 85 5-8 or more 7.5-8
Colombia 80 172 19b/ 100 5-10
|
Ecuedor 80 1 6 80 5 or more ig/, 12.54/ £
|
Mexico 85 variable 8 85 8.5-10 7.75
Peru 70 1 seb/ 90 5 10.25-12
Venezuela 80-100 variable 6 100 S or more 7

Source: Divisidon Conjunta CEPAL/ONUDI, Guia pare la descripcién de mecanismos de incentivo a la
5 iali de bienes de capital servicios conexos (copiea mecanografiada), agosto

de 1982.

a/ Depending on value.
b/ National currency.
¢/ In each following year.
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merely compensates the value-added tax exemption granted to foreign exporters,
but dces not include an element of "infant industrv" protection, which would
be required by national producers, particularly in their efforts of
technological and product upgrading. Beyond this, Peruvian producers in fact
are being discriminated against foreign competitors im that they Iace higher
prices for intermediate inputs as a result of higher import tariffs in Peru.
It is therefore recommended to analyze the poss:bility of granting tn domestic
producers who are bidding for internmationaily financed projects equal
incentives and allowances as are given fo domestic or foreign producers in the

case of exporting.l/

It should be emphasized on the other hand, that such measures by
themselves will not automatically result in an increase of orders for domestic
producers. A major emphasis on quality and quality control will be essential
in order to realize this potential in the future. The economic importance of
seemingly minor differences in quality may be illustrated by the following

example.

A poorly designed flotation cell yields a 1 per cent lower recovery rate

than standard equipment:
Normal recovery: 87 per cent of a 25 per cent copper concentrate
Ore to be processed: 2,000 tons/day with 1.5 per cent copper content

Copper loss per day due to 1 per cent x 1.5 per cent x 2000
lower quality equipment: = 300 kg

With a copper price of US $0.70 per pound the result is a daily loss of
US $11€ and a yearly loss of US $40,600. This meaas that a poorly designed
flotation cell which results in a 1 per cent lower recovery rate will cause an
annual loss exceeding its purchasing price mcre than twice. It is obvious
that at such a difference in the recovery rate between flotation cells
produced at home and abroad, even a 50 per cent lower piice would not be

enough to make the foreign product less attractive.

1/ This issue will be taken up again in chapter 4.3.




- 92 -

In this zonnection it may be mentioned that so far only very few
enterprises utilize ITINTEC's service concerning quality control. This
service is mainly used for larger tendering if the client requires a product
certification. It is recommended that ITINTEC should be provided with
sufficient resources for product certification on a substantially larger

scale.

As to demand financed by domestic savings, an additional promising
instrument which can be applied to directly stimulate the mining equipment
sector would be the provision of improved access to the local capital market
for small-scale miners. Interest rate subsidies, public guarantees, and
other investment incentives like accelerated depreciation allowances might be

considered to reach this goal.

Additional instruments which serve to improve the efficiency of mining
activities whilst at the same time promoting the demand for domes*ic capital
goods are already being used. A particularly useful init.ative is reported
from Banco Minero, which leases ore concentration plants to a collective of
different mines within narrowly defined geographical areas. Central ore
concentration can thus serve 5-10 different mines with similar ore minerals.
Dye to the well developed infrastructure in the mining area, the various

mines can be situated up to 30 kilometres from the central plant.

If the mines can fulfil the requirements of Banco Minero concerning ore
resources, ore grades, number of mines, infrastructure, Banco Minero signs a
leasing agreement with the mine owners to make an ore concentratiou nlant
available. If so required, Banco Minero can also assist in the training of
responsible technicians for the plant, carry out tests for the nre
concentration process, and assist the mine owners in signing a sales contract

for the ore concentrate.

The leasing agreement is usually contracted on a leasing-sale basis. The
mine owners have the option to buy the plant after the leasing period
(normally 18 months) is over. Payment is usually extended to a .0 year

period, and credits are given at reasonable conditions.
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Twenty ore concentration plants with capacities from 30 to 200 tons per
day have been delivered until now. Table 26 shows the decreasing unit cost
of conceatration when bigger urits are employed. However, with larger
concentration plants the transportation costs for all producers together
increase. Only detailed cost studies could give an answer to the optimal

size of such plants.

It is especially worth noting that under this project all deliveries of
complete plants have come from Peruvian manufacturers, though heavy foreign
competition had to be met. This initiative from Banco Minero appears tec e a
promising example of a successful mining promotion with considerable be .its
for the local capital goods industry. Similar actions are recommended for {

other types of equipment and also for technical services such as:

- leasing-purchase contract for compressors
- leasing—purchase for drilling and loading equipment i
= technical services for geology, mine surveying, administratior e:ic.

7,

4.1.6 Identification c¢f New Products

Because of the problems associated with forecasting future production
possibilities, a set of possible new lines of production is suggested only
hesitantly and should be takem as purely indicative and tentative. The data
are based on interviews with national producers and reflect their individual
evaluation of the respective markets. They are presented here despite these
shortcomings, because they reflect the perception of the scope of future
activities as seen by persons being especially fami’iar with local market
conditions. These evaluations are based on the condition that a) there is a
possibility to use foreign technology through the acquisition of licences and
patents; b) imports of vital components and technical assistance from abroad
are not discriminated against; and c¢) the institutional framework will be
improved such 28 to facilitate for domestic enterprises the production and
sale of goods which are not being produced at present (c.f. 4.3.). In
addition, the conduct of specific feasibility studies on the national

production of these items appears to be advisable.




ESTIMATED INVESTMENT COSTS IN US $ FOR ORE CONCENTRATION PLANTS

TABLE 26

ACTIVITY 30 tons/day 50 tons/day 200 tons/day Total Costs,
20 Plants

Complete plant 250,000 320,000 1,160,000 6,820,000

Electric supply 38,000 49,000 , 95,000 960,000

Civil work 100,000 128,000 450,000 2,714,000

Basic implementation 37,000 48,000 173,000 1,019,000

Transport 5,000 7,000 25,000 146,000

Taxes 20,000 26,000 92,000 550,000

TOTAL 450,000 578,000 1,995,000 12,209,000

Total Costs per

Capacity unit

(1 ton/day) 15,000 11,560 9,9975

Number of Plants 6 units 13 units ! unit 20 units

Source: Access to information from Banco Minero del Pera.

-'76-



Short-range goals

PRODUCTS

Screw compressors

Locomotives, diesel
and battery drive

Mine lamps, charging
equipment and
accessories

Drilling equipment,
hand-held rock
drill wagons

Charging equipment
ANFO explosives

Reinforcement equip-
ment such as
accessories,
reinforcement bolts,
etc.

Metallurgical equip-
ment and tecnnology

Rails and accessories

Air and water pipes,
ventilation tubes
and accessories
(valves, crane,

couplings ete.)

COMMENTS

One existing manufacturer of piston—type compressors
is presently negotiating with international compressor
manufacturers for the manufacture of screw-compressors
under licence (import of vit-.l componerts). It can be
integrated into existing procduction lines.

Their production can be integrated intu existing
manufacturing lines. The existing Peruvian
representative is expected to continue the sale.

A new industry to be set up or to be integrated with
the local manufacturing of safety equipment.

In spite of hard international competition it is
recommended that manufacturers, existing
representatives and the mining industry study
conditions for the manufacture of drilling equipment.
Exports to the Andean Pact countries should be
considered. A study of the former factory established
in Bolivia and the reasons for its failure should be
carried out.

The increased use of ANFO explosives, which

are locally manufactured, creates a good market for
this equipment. It does not demand high-technology
manufacturing but requires high quality control. It
can be integrated with existing production lines.

An increased demand from the mining enterprises

and the mine workers to increase safety in the

mines will also increase the demand for such

equipment and consumables. They can be integrated into
existing production lines.

New metallurgical technology such as gold cya-
nidation of placer deposits will call for a new type
of metallurgical equipment. This requires foreign
technology but does not demand high-technological
manufacturing. It can be integrated in existing
production plants.

The existing import of these items ought to be
completely substituted by local products. It can be
easily integrated in existing production lines,

Same comments as above. Manufacturing of
ventilation tubes, plastic or woven material,
may require new production lines.
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Based on short-range objectives, the following market potential has been

estimated by taking into account existing mining production and future

projects which can be realized within the near future.

as a moderate estimate.

PRODUCT

Screw—compressors
Locomotives

Mine lamps

Rock drills

Drill wasgons

Charging equipment
Reinforcement equipment
(guinting machines etc.)
Reinforcement bolts etc.
Rails

Air and water pipes

Ventilation tubes

Long-range goals

VOLUME

10 units/year

10 units/year

2000 units/year and charging
equipment and accessories
100 units/year

25 units/vear

10 units/year

10 units/vear

500,000 units/yearl/

10,000 m/vyear and accessories
10,000 m/year and accessories

5,000 m/vyear

Regarding long-range goals (5-10 years) it is of particular importance

maintain close collaboration between the manufacturers and the mining

industry (c.f. 4.3.). Examples of mining capital goods which might be

produced in Peru are:

-~ loading equipment with pneumatic, diesel or electric drive.

- Drill jumbos, pneumatic and all-hydraulic jumbos.

- Complete manufacturing of drill steel and bits.

- Manufacturing of a more complete range of metallurgical equipments.

This can be regarded

to

1/ According to a recent study the need of reinforcement bolts is more than

1 million bolts per year.
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4.2 Production of Equipment for Power Generation and Distribution in Peru

4,2.1 General Remarks

Machines, equipment and products for the g:nerarion and distribution of
electricity form part of the so—called engineering products. The
International Standar” Industrial Classification (ISIC) contains these
products in division 38, the electricity generation and distribution
equipment is mainly classified in ISIC subgroup 3831. Porcelain and glass
insulators (3610 and 3611) and insulated cables and wires (3839) have to be
added. The other subgroups of subdivision 383 comprise radio, TV aund
communication equipment (3832), electrical appliances and housewares (3833)

and electrical apparatus not elsewhere specified (3839).

During the 1970s, the share of ISIC group 38 in total manufacturing value
added increased to a peak of 16.8 per cent in 1976. However, by 1980, its
share had fallen to 14.4 per cent. Within this group ISIC 383 counted for
about omne quarter, a fifth of which has to be attributed to the subgroup
3831. Thus, it should be noted that this subsector does not contribute a
major share in total manufacturing value added. It may, however, be taken as
one example for a sector which deserves policy attention and has a promising
development potential at the same time. This is underlined by the fact that
the size of the ISIC 383 sector in Peru is significantly smaller than in

countries which are at a similar stage of development ‘c.f. section
1.2.0Y,

After 1981, production of ISIC group 38 declined even further. Output of
electrical machinery decreased by 20.2 per cent in 1982 and 40 per cent in
1983.

1/ Within the ANDEAN group, the Relative Degree of Industrialization
Coefficients indicates that both for Columbia and Venezuela the size of
ISIC 383 corresponds largely to the average or developing countries at a
similar stage of development. In Bolivia, the size is significantly
smaller, whereas in Ecuador it is significantly larger.
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4.2.2 The Present Industrial Structure

In 1981, there were 325 enterprises with a total work force of 9,246
persons. Employment per enterprise was 28.+ con the average, with the lowest
value in ISIC 3831 (27 persons) and the highest value in ISIC 3832 (30.4
persons).

"1
v IGURE 8. NUMBER OF ENTERPRISES, PERSO‘NNEL EMPLOYED AND VALUE ADDED
BY MAIN BRANCHES OF ELECTRICAL MACHINERY, 19Y81: SHARE OF
SUB-BRANCHES IN BRANCH TOTAL

Legend
{3 Clecirico applionces,n.ec.
3] Eiecteico. opphionces,ec.

S o 3] Electrizz: mechlery

Enterprises Personnel Value Added

The number of enterprises registered under 1SIC-group 3831 had increased
from 46 in 1976 to 81 in 1981, a surprising development in view of the
reduction of output of industrial electrical machinery after 1979 (Table 27).
The decreasing average number of nersons employed per enterprise from 46.6 in

1976 to 27 in 1981 seems to indicate two different developments:

4B Radia, TV ond Comwmnuaication ec.ipmenis
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TABLE 27

NUMBER OF ENTERPRISES, EMPLOYMENT, AND AVERAGE SIZE OF ENTERPRISES
PRODUCING ELECTRICAL INDUSTRIAL MACHINERY, 1976-1981

1976 1977 1979 1980 1981
Number of enterprises 46 48 74 74 81
Total employment 2,141 2,227 2,578 2,387 2,183
(employees) (813) (821) (1,089) (961) (914)
(worksmen) (1,328) (1,400) (1,489) (1,426) (1,269)
Number of persons
per enterprise 46.7 46.4 34.8 32.4 27

Source: MICTI.

MICTI has increased the coverage of the active industries by including a
substantial number of small enterprises in MICTI records. This is apparent
for the period 1977 to 1979, when the number of companies increased by 54 per
cent and the work force by only 16 per cent, which led to a drop in average
employment per enterprise by 25 per cent. This good performance in

registration continued until 1981.

During the same period, the decrease in the volume of orders and sales
caused by the economic recession, led to a reduction of the workforce by 15
per cent between 1979 and 1981, bringing total employment in 1981 back to the
magnitude of 1976. Preliminary estimates indicate that the workforce was
further reduced by approximately 15 per cent between 1981 and 1982, which

would mean an employment figure of around 1900 for ISIC 3831 in 1983.

4.,2.3 Fixed Assets and Investment

Table 28 shows the stock of fixed assets and annual investment between
1976-1981. There was a tremendous drop in the stock of assets other than
machinery and equipment between 1976 and 1977 from S./446 million to S./213
million (at constant 1973 prices), followed by a slightly positive trend in
subsequent years. The value of assets in machinery and equipment rose
considerably up to 1979, but dropped from $./413 million in that year to
$./255 million in 1980, and did not recover in 1981.




TABLE 28

FIXED ASSETS AT CURRENT AND CONSTANT PRICEZ AND INVEST™ENT PER EMPLOYEE

(In millions of soles)

1976 1977 1979 1980 1981

Current prices
Fixed assets 777 1,110 4,418 5,286 8,288
of which: machinery
and equipment 448 622 2,655 2,624 3,950
Constant prices (1973)
(1) Fixed assets 699 485 687 513 508
'(2) of which: machinery

and equipment 253 272 413 255 242
2 (2) : (1) 36.2 56.1 60.1 49.7 47.6
Fixed assets per employee
(thousand soles per person) 326 218 266 215 233
Machinery and equipment
per employee (thousand soles
per person) 118 122 160 107 110
Current prices
Total annual investment 203 243 741 815 1,046
of which: machinery and
equipment 148 138 442 501 476
Coastant prices
Total annual investment 115 106 115 79 64
of which: machinery and
equipment 84 60 69 49 29

Source: MICTI ,own calculations.

The extraordinary increase in the value of assets of machinery and

registration of a substantial number of small enterprises.

equipment between 1977-1979Y can be explained by the fact that during this

period the number of companies increcsed by 54 per cent due to the

The figures for

machinerv and equipment per employee rose from S,/122,000 to S./160,000 in
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this period, which is clearly less than the increase in total assets. This
reflects the lower capital-labour ratio of the newly incorporated smaller
enterprises. The behaviour of total investment in machinery and equipment
confirms this suggestion: the increase in total investment between 1977-1979
was less than 7.5 per cent annually and cannot explain the significant
increase in the capital stock. Real investment dropped to S./49 million 1in

1980 and S./29 million in 1981, causing severe problems because of the age and

size of the capital stock.

4.2.4 Gutput, Value Added and Labour Productivity

Gross output and value added of electricai machinery and equipment

producers (ISIC 383) are shown in Figure 9 at constant 1973 prices.

GROSS PRODUCTION VALUE AND VALUE ADDED 1IN ELECTRICAL MACHINERY,
1976-1981

(In biilions of soles at constant 1973 prices)

FIGURE Y.
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More detailed information for the subsecrions is provided in Table 29.
Ounly one zroup, electrical apparatus n.e.s. {ISIC 3839), reached a higher
production value and value added in 1381 than in 1776. After giowth periods
of different lengths a steep decline occured between 1980 and 1981: 20 per
cent in production value and 18 per cent in value added for ISIC 3331, ard 12
per cent and 2 per cent respectively for the whole subsector, ISIC 383.
According to preliminary estimates of early 1984 the production value
remained more or less stable in 1982 compared to 198], and decreased strongly

again in 1983.

Comparing the share of value added in gross output (Figure 10), one notes
again a decrease for all subsectors uver the years 1976 to 1980, and a

moderate improvement for electrical appliances thereafter.

FIGURE 10. VALUE ADDED SHARE OF GROSS OUTPUT IN ELECTRICAL MACHINERY
PRODUCTION, 1976~1981
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Gross Production Value

TABLE 29
ELECTRICAL MACHINERY - GROSS PRODUCTION VALUE AND VALUE ADDED,

(In millions of soles at current and constant 1973 prices)

Value added

1976-1981

ISIC Group 1976 1977 1979 1980 1981 1976 1977 1979 1980 1981
Current prices
3831 3,021 4,503 13,298 20,455 26,017 1,448 2,242 6,614 8,958 11,586
3832 4.042 10,529 20,208 39,615 60,708 4,091 4,548 8,657 15,514 16,465
3833 2,020 2,390 4,803 11,843 13,382 1,063 1,273 2,185 4,587 6,799
kY .x¥) 4,848 6,379 26,047 46,475 64,969 2,416 2,754 10,436 21,794 26,972
383 18,931 23,801 64,356 118,388 165,076 9,018 16,817 27,892 50,853 71,822
Constant prices*
3831 1,705 1,967 2,067 1,986 1,595 817 979 1,028 870 710
3832 5,131 4,600 3,142 3,847 3,722 2,309 1,987 1,346 1,507 1,622
3833 1,140 1,044 747 1,150 820 600 556 340 446 417
3839 1,736 1,787 4,050 4,453 3,983 1,363 1,203 1,623 2,116 1,654
383 10,712 10,398 10,006 11,496 10,120 5,089 4,725 43,370 4,939 4,403
Price index 177.2 228.9 643.2 1029.8 1631.2 177.2 228.9 €43,2 1029.8 1631.2

*: (rounded figures)

Source: Price index for major group 383 published by MICTL Indicadores del sector manufactureroc {981,

December 1982.

- to1 -
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Gross production as well as value added per employee (Table 30) were the
highest in 1977. Subsequently, they decreased until 1981 except for 1980,
where gross output per worker rose slightly from the year before, yet value

added continued decreasing.

TABLE 30

ELECTRICAL INDUSTRIAL MACHINERY - PRODUCTION VALUE
AND VALUE ADDED PER EMPLOYEE -

(in thousands of soles, at constar- 1973 prices)

1976 1977 1979 1980 1981
Production value per
employee 798 883 803 832 731
Value added per
employee 3e2 440 399 364 325

Source: MICTI.

The production value per employee expressed in Us$ is in the order of US
$19,000 to US $23,000, which compares favourably with figures from other

developing countries.

4.2.5 The Product Range and Local Content

The main products under ISIC group 3831 currently produced in Peru are:
power transformers up to 270 KV and 50 MVA, distribution transformers,
electric generators up to 500 KW, electric motors up to 300 KW, repair of
electric motors, diesel generator sets, hydraulic generator sets (turbines up
to 2 MW), switchgears up to 24 KV and 630 A, current rectifiers and

regulators, low voltage switchgears, and battery chargers.

In general, the existing Peruvian production of equipment for the
generation and rransmission of electricity covers a relatively wide range of
products and can supply a good portion of domestic demand. Some products have
been discontinued like aluminium transmission lines, as the drawing of
aluminium using imported intermediate products proved to be economically not

viable and not competitive with the imported finished roduct.
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The major part of inputs is of domestic origin (see Figure 11), varying
from 1976 to 1981 between a minimum of 52.5 per cent and a maximum of
approximately 60 per cent. Considering raw materials alone, however, foreign
supplies dominate (about 60 per cent). According to the results of
preliminary estimates the share of domestic raw materials has increased
strongly since 1981. The relatively high local comtent during the time span
covered in Figure 11 c.: be considered : very positive achievement of the

industry.

4,2.6 Production Costs and Efficiency

Total cost per employee (wages, salaries and other personnel costs) at

constant prices (1973) in 1979 and 1980 were approximately 25 per cent below

FICURE 11. SHARE OF DOMESTIC AND IMPORTED INPUTS INELECTRICAL MACHINERY
PRODUCTION, 1976, 1979 AND 1981
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the 1976 and 1977 level. By 1981, this difference was reduced to 8 per cent
(Table 31). This is in line with the decline in real wages, which the whole
economy had tc suffer after 1975. In Chapter 1, it was shown that the minor
improvement in unit cousts for the economy as a whole could be realized,
because real wages decreased at a higher rate than productivity. It cannot be
concluded from Table 31, however, if this was also true for the sector
producing equipment for power generation and distribucion. Again, a
considerable part of the development between 1977-79 appears to be the result
of the increase in registered firms during this period. Since the newcomers
have been relatively small firms, paying lower hourly wages on average and
employing less skilled labour, the effect on unit labour costs of all firms in

this sector is ambiguous.

TABLE 31

ELECTRICAL INDUSTRIAL MACHINERY - SALARIES,
WAGES AND OTHER PERSONNEL COSTS

(in millions r{ soles)

1976 1977 1979 1980 1981
Salaries and wages, fixed personnel 427 565 1,321 2,079 3,591
Salaries and wages, non-fixed personnel 11 19 67 92 187
Other personnel costs 7 93 261 3190 560
Total, current prices 505 677 1,649 2,481 4,338
Total, constant pricesg/ 285 296 256 241 266
Total employment cost/ employee (in .
thousands of soles, at constant
pricesa/) 133 133 99 101 122

Source: MICTI

a/ 1973 prices.
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As to the efficiency of the enterprises, in most of the factories visited
during the field mission plant layouts were adequate for the production flows,
and possible improvements would only marginally contribute to improved

operations or cost saviugs.

Nevertheless, a few cases showed considerable defaults in the set-up of
machinery, in warehousing and in the flow of semi-finished products between
machining and/cr assembling centres. At the same time, in these cases a
relatively common phenomenon could be noticed: the uneven or sometimes
disorderly production ftlow apparently influenced the quality of craftsmanship
as shown by unproper welding gears, inaccurate machining or simply by the
quality of painting of finished products. These examples chowed again that
the quality of products is influenced by properly planned and executed filows

of products during production.

The plant operation consists in general of metal-forming operations (e.g.
bending) and in some cases of metal-cutting or removing operations (e.g.
milling, drilling and lathe operating). Overall, the machines were of good
quality and were kept in good condition. The age of the machinery indicated,
however, that hardly any investment had taken place in the recent past. Most
companies had installed adequate product-testing facilities, yet in some cases

these important units were improperly equipped or used.

The enterprises visited all used subcontracting in their production
operations, especially cas: iron parts and components. In a few cases, the
enterprises themselves had taken over orders to improve their capacity
utilization, e.g. for the production of pressed aluminium or machined
products. Statistically, subcontracting is included under the item industrial
services, which accounted for 12 per ceut of total production inputs in 1976,

20 per cent in 1979, and 18 per cent in 1981.

In view of this positive average picture concerning efficiency, the
obviously most important factor reducing profitability is the slack in
demand. All companies suffer from the low utilization of their installed
capacity due to reduced sales in the domestic market. While in normal years
the domestic demand for switchboards is in the order of US $20 million, it has

only been around US $3 million since 1981. As a result the average
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utilization of capacity is 15 per cent. In transformer production the
capacity utilization is 40 per cent, in switchgear production (low and high
voltage) around 20 per cent, in electric motor and alternator production

approximately 60 rer cent, and in cable manufacturing around 50 per cent.

4.2.7 Present Market and Market Potential

The general impression obtained from interviews with industrialists was
that all enterprises tried to penetrate new markets to overcome the downward
trend in their traditional domestic markets, and that they also made efforts
to include new products in their range of production. However, in view of the
overall low level of industrial and public purchases, the market prospects for
additional products were considered to be reduced to a degree that even minor

investments to start new product lines were not undertaken.

TABLE 32

PRODUCTION, IMPORTS, EXPORTS AND APPARENT CONSUMPTION OF
ELECTRICAL INDUSTRIAL MACHINERY

(in thousands of US dollars)

ISIC 3831 1977 1979

Production 50,827 53,410
Imports 23,060 29,560
Exports 1,609 3,951
Apparent consumption 72,278 79,019

Source: Apreciacion global de la industria de bienes de capital del
Peri, Junta del Acuerdo de Cartagena, 17.1.1983.

For 1977 and 1979, data are available on trade, production and apparent
consumption of ISIC 3831 (see Table 32), Exports were relatively small in
1977, approximately 3 per cent of production, and they grew to approximately
7 per cent in 1979. Comparing these export figures for ISIC 3831 -yith figures
provided by the World Bank for exports of ISIC 383, shows that ISIC 3831
accounted for 44 per cent of all exports of electrical machinery in 1977 and

for 30 per cent in 1979. Thus, the contribution of the ISIC 3831 branch to

the exports of the electrical machinery sector was significantly larger than

the share of the branch in the production value of the sector.
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Products with a presently high export share are alternators, power and
distribution transformers, switchgears and cables. In the case of cable
manufacturing, approximately 40 per cent of the production is power cables,
the remainder is telephone cables, cables of building installations and

non-insulated cables and wires, e.g. for electric motors and altermators.

However, the predominant part of production is normally sold to the
state-owned electricity companies, Electrolima and Electroperi. Because of
the reduction in public investment programmes the sales to these clients were
reduced considerably, so that the manufacturers were forced to find additional
markets. At present, the average distribution of sales of the enterprises

covered by the field work is:

- approximately 50 per cent to the public electricity companies,
- approximately 15 per cent to industrial clients, mainly mining industry,

- approximately 35 per cent into exports.

In October 1983, Electroperi designed a (revised) Master Plan, which
assumes an annual growth rate of the demand for electricity of 6.1 per cent
and for power generation of 6 per cent. These growth rates are above the
projections of an UNDP/World Bank Study which assumes an annual increase of 5
per cent for power generation. In the short term (i.e. until 1986) even this
figure might be difficult to achieve, however, due to the reduced investment

programme of ElectroperdG.

The investment potential of Electroperd, holding company of all public
power companies, is determined by its income through the sales of electricity
and its access to external sources of financing. At present, both factors are
at a critical stage: The income generated by the sale of electricity does not
cover costs, as increases in the fees for electricity did not keep up with the
rate of inflation during the last 10 years. In 1983, Peru had the lowest
electricity prices in Latin America, and Electroperd had to use 65 per cent of
its income for debt service as a result of its externally financed investment
programme. At present, the situation is gradually improving through

periodical increases of the rates.
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At the moment, the availability of external financing is not only
affected by the weak income situation of Electroperd, but also by the external
financial problems of Peru. It can be expected that, with respect to
Electroperd, these negative influences can be overcome, once its income
situation stabilizes. There are indications that internatioral financing
institutions are willing to finance specific projects, once Electroperi is

able to raise its local contribution.

Nevertheless, due to the nature of power projects, the investment
decisions on new projects will only have a medium—term influeince on the
industry manufacturing power generation and tramnsmission equipment, and they
will therefore in the short term not contribute to improve the present low
utilization of capacity. These factors have also influenced the performance
of electrical machimnery (ISIC 3831) in the past in contrast to the development

of electrical appliances (ISIC 3833), which only include consumer goods.

Not affected by these constraints is Eletroperu's rural electrification
programme, which receives support from several bilateral and multilateral aid
institutions, e.g. the USA, the Federal Republic of Germany and IDB. At
present, around 2,000 villages are without electricity supply, which affects
60 per cent of the population. To improve this situation an electrification
programme has been established for a total of US $200 million, out of which US

$25 million were spent in 1982,

Electroper( estimates that in the near future the following average

number of hydropower plants will be installed:

- 50-500 KW plant capacity: 10-15 hydropower plants annually;
- 500-5000 KW plant capacity: 3 hydropower plants annually;

- more than 5000 KW plant capacity: less than 1 plant annually.

In the past years, Electroperd has continuously increased its technical
planning capacity to cope with the requirements of implementing such a
programme of small hydropower systems. As this programme is not affecied by
adverse external financial problems and as its implementation is planned to
proceed continuously, it represents a relatively stable demand for the

domestic industry.




- 111 -

Isclated power generatiom, which presently contributes about one-third to
Peru's electricity supply, is an additional source of demand. Important

industrial power producers are:

- mining and oil: approximately 770 MW installed capacity;
- sugar and fish industry: approximately 200 MW installed capacity;

- other industry: approximately 170 MW installed capacity.

There are no indications that there will be an extension of
auto-producing systems with the exception of a mining project being discussed
at present. Yet many of the autoproducers, especially in the sugar industry,
have considerable replacement demand, as there have been hardly any

investments in the past.
4.2.8 New Products

New products with an apparently high sales potential in the power sector
are:
- high voltage insulators;
- forged or cast steel parts for fixing cables and insulators;
- transmission towers;
- steel pressure tribes; and

- floodgate and canal locks.

All additional products with a high market potential aud prima facie good
prospects for local production by the power sector, belong to ISIC groups
other the., 3831,

In all cases the production technology for the new products is relatively
complex. A high quality of the raw material (e.g. steel, coaline) and precise
manufacturing processes (e.g. rolling or forging of steel intermediates,
casting) requires in some cases additional high precision machinery and
equipment, and a highly trained workforce for finishing operations is needed,
too. Furthermore, testing facilities and control standards will have to be

created.
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4,2.9 Recommendations to Promote the Production of Power Generation and

Transmission Equipment

In view cf the overwhelming importance of Electroperi as a customer for
the branch, future public procurement policies become a central issue in
policies aiming at promoting the branch's development. In the past, domestic
producers participated only to a small degree in public electrification
projects. Going beyond supply problems of the branch resulting from its
"infant" stage of development in general and some firm—spacific inefficiencies
in particular, the following three issues are suggested to explain a

substantial part of the demand problem faced by the branch:

i) The acute economical/financial problems faced by Electroperi,
leading it to buy foreign equipment which is financed with export
credits;

ii) The granting of turn—key contracts instead of offering for tender
the separate components of the project. Practically, all actual
projects are based on turn—key contracts;

iii) Lack of confidence in the domestic manufacturer's ability to produce
electro—mechanical equipment at a reasomable price and satisfactory
quality.

The following options to cope with these issues may be considered:
ad (i)

To make Electroperi an economically viable firm would require increases
of the current electricity rates to match real production costs. An
additional capital injection might be required after many years of
subsidized electricity rates which resulted in a de-capitalization of the

enterprise.

Electricity rates in Peru are the lowest in Latin America with the
exception of Colombia. The average residential rate is US $0.024/KwH
versus US $0.13, 0.12 and 0.11/KwH charged, respectively, in Panama,
Chile and Argentina. The average industrial rate is US $0.038/KwH versus

between US $0.05-0.07/KwH in most Latin-American countries.
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The actual rates are below operative costs which, in a number of

s important cities and small towns with thermo-electrical power stations,
are of approximately US $0.08 just for fuel and lubricants. In order to
cover actual costs, present rates would, according to one estimate, need

an adjustment of 80 per cent in real terms.

ad (ii)

Electroperu should follow the practice of enterprises such as
CENTROMIN-Peru (Empresa Minera del Centro) which disaggregates each

project into its components when it is put for tender.

It appears that the application of the present Building Regulations
creates substantial problems for domestic civil-engineering and building
firms by setting minimum experience requirements and establishing minimum
contracting quotas. This results in a vicious circle where due to their
lack of experience in large-scale projects, domestic companies never
receive a major share; and they never gain "the experience needed",
because they are never being put in a position to execute major tasks.
Thus, domestic firms never achieve a sufficient track-record to present

at important biddings within the country, and even less abroad.

ad (iii)

This problem might be tackled in the Comisidén de Concertacién Eléctrica.
This commission provides a forum for representatives of the public and
industrial sectors, in order to discuss the ways and possibilities of
increasing the share of domestic equipment in public procurement. This
aspect concerning improvement in the institutional framework will be
taken up in section 4.3 and will be discussed with a view oL some

complementary measures required to facilitate its realizationm.

It should be re-emphasized, though, that these improvements of the
institutional framework would need to be complemented by steps to improve
product quality and facilitate prcduct upgrading. Policies encouraging
foreign investment and technology transfer through licences are equally

important as support to the own efforts of industry in this direction.
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All the Peruvian companies visited had testing laboratories, and most of
them were at least adequately equipped for the current testing requirements of
the industry. Nevertheless, in the production of electric equipment it 1is
quite common to test equipment under extreme load conditions. These
facilities are very costly and would, especially under the present difficult

situation of the industry, hardly be justifiable for any of the enterprises.

In contrast, a common facility for the power utility companies and for
the producers of electric equipment might prove to be an adequate investmeat
and a cost-saving solution to strengthen capacities according to
requirements. It can also stimulate the industry to take up additional
production of components and equipment, especially in the range of medium and
high voltage. The institution which appears most appropriate to further

investigate this concept is ITINTEC.

One of the most important areas to be possibly covered by ITINTEC is the
design of norms and standards. These should be compulsory both for the power
utility companies and the industry. The determination of standards should be
combined with regional efforts by the Junta del Acuerdo de Cartagena, for

which ITINTEC is responsible in Peru.

4.3 Mechanisms to Increase the Share of the Domestic Capital-Goods

Industry in Mining and Electricity Projects

In the previous sections, the structure, performance, prospects and
specific constraints of the branches producing ~apital goods for the mining
and electricity sector were analysed separately. The issues to be raised in
this section are equally important for both branches. Firstly, they address
concepts relevant for the whole capital goods sector. Secondly, both branches
depend largely on sales to public or publicly controlled customers, which
results bhoth in common problems and in common requirements for dealing with

these issues.

At the core of the suggestions to follow is the implementation of an
efficient "buy national” policy as a short—term measure to activate demand for
domestic producers. This policy, however, would need to he designed such as

not to provide disincentives to efforts aimed at meeting the requirements of

international competirion. Efficiency in this context involves two issues.
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Firstly, an efficient "buy national" policy should not be considered and
designed as a complementary step to a return to substantially higher levels of
protection. On the contrary, it should substitute for this by directly
raising demand for domestic producers instead of diverting demand through
raising protection. In fact, the adherence to protection levels lower than in
the 1970s would reduce the cost of such "buy national" policy by enabling
national producers to use inputs at prices not too much above world market

prices.

Secondly, "efficiency” in this context requires to maintain as wmany as
possible elements of the market—economy model in this approach. This implies
that "buy natiomal" should not be a ruie which public clients would have to
follow irrespective of cost and quality differences between national and
international offers. 'Buy national” requirements should not be, cherefore,
forced upon public customers, but they should be tied to realistic
preferential margins for domestic producers. Coupled with improvements in the
institutional framework and effects to solve sector-specific problems as
analysed in the previous sectioms, such a "buy national” policy would in fact
combine the efficiency-increasing effects of adhering as much as possible to
market principles with the need of domestic producers for "infant industry

protection”, or better, "infant industry attention".
In more detail, amongst the central issues would be the following:

1. As previously indicated, the role of the Comisidn de Concertacién
Eléctrica should be revitalized. Similarly, the establishment of a Comisién
de Concertacién del Sector Minero is recommended. In both commissions, the
industrial branches/sectors, the major public customersl/ and the Government

should be represented.

A co-ordinating commission of this kind should analyse short- and medium-
term needs of equipment and the possibilities to manufacture it domestically

taking into account both economic and technical aspects.

1/ In the case of mining, however, also the participation of the Southern
Peru Copper Corporation would be essential.
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Even if a similar good has not beer produced before within the country,
the commission might discuss whether its local production would be viable or

not.

On the basis of performance requirements and supply constraints
identified in this forum, it is suggested that a group of independent experts
appointed by the Government would review the medium- and long-term investment
requirements of both the electricity and the mining sector in view of recent
developments. On this background the possibilities of the domestic industrial
sector to serve these demand requirements should be assessed on a
product-by-product basis, considering both its present potential and its needs
for technological and organizational upgrading in order to increase this
potential. It is recommended that these tasks should be performed using both
domestic (possible ITINTEC) and international technical expertise (with the

help of multilateral and bilateral technical assistance fumnds).

It is recommended that on the basis of the findings of this independent
expert group the detailed elements of a "buy national” policy should be
specified, using realistic preference margins for domestic producers. In
order to provide incentives to meet international competition, it is

recomrmended to pre-announce a schedule for decreases of this margin over time.

2, To facilitate efforts of domestic suppliers to start the production of
new products without increasing excessively the risk of domesti: customers, as
a complementary measure it is recommended to establish a performance guarantee
scheme (for instance, incorporated in FONCAP) which would reduce the risk of
customers purchasing items which were not previously manufactured in the
country. The funds required for this scheme might be raised, e.g. by
allocating a fraction of present import duties on power generation equipment

and mining machinery to this insurance scheme.

3. As to public tenders financed by international organizations, it should
be considered that $1 earned by a domestic producer who obtained the contract
would have the same value as $1 earned by exportation. Consequently, it
should be considered to grant domestic producers bidding for internationally
financed tenders the same tax exemptions and the same incentives which they

would receive in the case of exporting (and which, in fact, foreign exporters
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bidding for this tender would receive in their countries). As, however, a
CERTEX-type subsidy might not be acceptable to international donors, it should
be considered to extend the system of tempcral admission of duty free imports
(draw-back scheme) to domestic producers bidding for internationally financed

tenders.

5. In a corresponding way and by the same reasoning, domestic producers
bidding for internationally financed tenders should be granted exemptions from
present labour legislation similar to the ones to which exporters of

non-traditional exports are entitled.

The Non-Traditional Export Law allows for the conclusion of fixed-term
labour contracts, including provisions for indemnity payments in case of
dismissal before expiration of the contract. Similar regulations apply to

other activities such as civil construction.

5. It is important to set up and establish effective regulations pertinent
to the relevant provisions in the Industrial Law, approved in 1982, concerning
the Protection of Domestic Industry. The law establishes amongst others a
framework to grant preferential margins to domestic producers, to act against
foreign dumping, and to set technical standards. Yet, many of these

provisions have not been mzde operational so far.

6. In addition to these measures it seems essential to allocate sufficient
resources to the Fund for the Finmancing of Capital Goods (FONCAP). It is
important to endow this fund with a continuous and foreseeable flow of
resources, in order to provide a stable set of parameters on which investment
decisions of industry (particularly concerning new production lines) can be

based.

In view of this, and also considering the need for monetary
stabilization, it does not appear to be advisable to base the financing of
FONCAP on the discretionary creation of money by the Central Reserve Bank
(BCR). Instead, various alternatives to provide "real" resources to FONCAP
should be analysed. One would be to discuss with the Inter-American
Development Bank the possibilities to extend its present programme of

financing regional trade of capital goods also to domestic sales. Secondly,
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an alternative to be studied to strengthen the FONCAP, consists in its

financing (as in Columbia) through bonds in the capital market.

Finally, similar to the case of the insurance scheme for purchasers of
new products, part of the revenues derived from existing import tariffs on

capital goods might be allocated to FONCAP.

Clearly, these three options are not at all mutually exclusive and a
combination of them might turn out to be the most feasible solution. Whatever
a financing model should be applied, major emphasis should be put on securing
a continuous and stable flow of resources to FONCAP in order to provide

domestic producers with a sufficiently stable planning horizon. 1

These measures to provide a sufficient flow of resources to FONCAP,

however, would need to be complemented by steps ensuring an efficient use of

these resources. In the past, FONCAP granted credits at interest rates which
sometimes resulted in an effective subsidization of sales of domestically
produced capital goods. Clearly, although it may be justified to grant
preferential credit terms to purchasers of such capital goods, an effective
subsidization does not appear to be advisable. Instead, real credit terms
similar or even marginally higher than the ones being offered to exporters

should be aimed at.
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