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What Factors Are Driving Economic Growth in Peru?

Peru's central bank on June 18

raised its forecast for the coun-

try's economic growth to 6.6 per-

cent on faster-than-expected
expansion of construction and manufac-
turing, while Central Bank President Julio
Velarde insisted the economy is not show-
ing signs of overheating. Do you agree?
What is driving strong growth in Peru, and
what risks does the country's economy
face? Why has recent economic growth
failed to translate into popular support for
President Alan Garcia?

Felipe Ortiz de Zevallos, former

Peruvian ambassador to the

United States and founder of

Grupo Apoyo in Lima: "There are
very few signs of overheating. Annual glob-
al inflation is still at 1 percent and the use
of installed capacity in the industrial sector
is at a level that will not exert pressure on
the average inflation rate. In many sectors,
production levels are still below their top
potential. Economic growth is due mostly
to a 15-percent increase in private invest-
ment, which increases production capacity,
rather than through a lift in personal con-
sumption, which is growing at a 4 percent
rate. Peru's economy is growing strongly
because of three main reasons: its solid
macroeconomics (a low fiscal deficit, an
open economy and very little inflation), a
reasonably good climate for private invest-
ment and also several opportunities for
infrastructure catch-up. Our main risk, as
in the past, is political and social instabili-

Inside This Issue

ty, because of a deficient representative
democracy, inequality of opportunities and
gross poverty in some regions. In the first
ballot of the 2006 elections, President Alan
Garcia won little more than 20 percent of
the vote. His approval rate is a little higher
than that. My feeling is that during his last
year in office, his approval rate will rise, like
it was the case for President Alejandro
Toledo. Expectations in the country run
very high and the state is not very efficient
in its programs. "

Continued on page 2

Haiti's Préval Rejects U.S.
Recommendations for Election

Haitian President René Préval on
Wednesday rejected recommendations
from a U.S. senator calling for reforms
ahead of the Caribbean country's presi-
dential election. See story on page 3.

File Photo: Dominican Government.
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Brother Taking Place of Slain
Mexican Gubernatorial Candidate

The brother of a slain Mexican
gubernatorial candidate has agreed
to replace him on the ballot ahead
of Sunday's election, the Associated
Press reported Wednesday. Egidio
Torre, an engineer and real estate
developer with little political experi-
ence, said he would take over the
campaign of his brother, Rodolfo
Torre, who was murdered Monday
on his way to the airport in Ciudad
Victoria, capital of Tamaulipas state.
President Felipe Calderén has
blamed the killing on drug cartels,
whom he said were trying to influ-
ence local and regional elections.

United States Rejects Zelaya's
Accusations About Coup

U.S. Ambassador to Honduras Hugo
Llorens on Tuesday rejected former
Honduran President Manuel
Zelaya's accusation earlier this week
that the United States "was behind
the coup" that ousted him a year
ago, the Associated Press reported.
The accusations of Zelaya, who now
lives in exile in the Dominican
Republic, are "absurd," said Llorens.
The U.S. Embassy in Tegucigalpa
said in a statement that the United
States "had no prior knowledge or
participation" in the coup.

BMW May Invest More Than
$1 Billion in Mexico

Mexico's economy secretary,
Gerardo Ruiz Mateos, said
Wednesday that German car maker
BMW may invest more than $1 bil-
lion in Mexico to increase the supply
of auto parts for its U.S. plants,
Bloomberg News reported. The lux-
ury car maker is trying to source
more of its inputs outside the
Eurozone in order to reduce foreign
currency effects.
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Economic News

Brazil Expects to Boost U.S.
Exports by 20 Percent This Year

Brazil will boost its exports to the United
States by approximately 20 percent this
year and will return to 2008 export levels
within the next 18 months, the South
American country's foreign trade secre-
tary, Welber Barral, said Wednesday,
Bloomberg News reported. Demand for
Brazilian goods in the United States,
Brazil's second-largest export market
after China, is recovering as the U.S. econ-
omy strengthens, Barral told the news
service in an interview. Brazil's exports to
Europe will increase between 3 and 4 per-
cent this year and have not seen signifi-
cant damage due to the sovereign debt
crisis, he added. Last year, Brazilian
exports to the United States declined 43
percent as compared to the previous year
to $15.6 billion. The global economic cri-
sis took a toll on demand for Brazilian
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aircraft oil and iron ore, according to
Brazil's Ministry of Development,
Industry and Foreign Trade. From
January through May, the United States
bought $7.26 billion worth of Brazilian
products. That amounted to an increase

€€ We need to recuperate
in the U.S. market.”®

— Welber Barral

of 22 percent from the same period a year
ago. "We need to recuperate in the U.S.
market," said Barral. "The truth is that
recovery will be slow, as the whole U.S.
economy is coming back slowly. We need
another year to a year and half to return
to 2008 levels." The United States buys
approximately 10 percent of Brazil's
exports and China buys about 15 percent.

Featured Q&A
Continued from page 1

Francisco Durand, professor of

political science at the

University of Texas at San

Antonio: "After experiencing a
short economic decline, Peru's economy
has recovered quickly in 2010, resuming
the export bonanza inaugurated in 2002.
Three main factors that explain these
remarkable results are: a diversified
export portfolio, positive terms of trade
and continuing corporate investment
thanks to permissive pro-corporate eco-
nomic policies. Yet, the economy is also
experiencing intense denationalization,
modest contributions to formal job gen-
eration and stagnant tax collection as a
percentage of GDP. Furthermore, the
strength of the Peruvian economy is also
partially driven by an equally remarkable
boom of the coca trade, as well as con-
traband and pirated products. According
to a recent U.N. report, coca production
has significantly increased in Peru. There
is also a growing trade in pirated CDs
and DVDs and even counterfeit U.S. dol-

lars. This parallel development in illicit
trade has also been influencing the con-
struction boom and soaring real estate
prices. On the political front, the Garcia
administration has reconcentrated

€€ Peru now experiences
remarkable growth and low
inflation rates, but these

developments have come

ata cost ... .”

— Francisco Durand

power in the hands of the executive
branch and the presidency, while at the
same time weakening anti-corruption
judges, thus reversing the positive
democratization trend developed after
Fujimori's fall in 2000. Finally, while the
president greets investors in the Pizarro

Continued on page 4
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Political News

Haiti's Préval Rejects U.S.
Recommendations on Election

Haitian President René Préval on
Wednesday rejected recommendations
from a U.S. senator for reforms surround-
ing the Caribbean country's planned
presidential election, the Associated Press
reported. Last month, Sen. Richard Lugar
of Indiana, the ranking Republican on the
Senate Foreign Relations committee,

issued a report calling

on Haiti to allow

—— international part-

T = ners to restructure
" £ the country's

— Provisional Electoral
L Council, or CEP,

: 5 ‘ which has faced accu-
sations of corruption.
Also, Lugar's report
recommends that the
opposition party of
former President Jean-Bertrand Aristide,
which was banned from last year's legisla-
tive vote, be allowed to participate this
year. Préval on Tuesday issued a decree
setting the election for Nov. 28, but he
rejected the other measures. "I'm not
doing the CEP with international part-
ners," Préval said of the recommendation
to restructure the electoral council. "I'm
doing the CEP with national partners."

Lugar

File Photo: U.S. Senate.

Company News

Portugal Blocks Sale of Stake in
Brazil's Vivo to Telefonica

Portugal's government on Wednesday
used its golden share in Portugal
Telecom to block the company from sell-
ing its stake in Brazilian wireless phone
provider Vivo to Spain's Telefénica, EFE
reported. The government blocked the
deal even though 74 percent of Portugal
Telecom's owners voted Wednesday to
accept the Spanish company's 7.15 bil-
lion euro ($U.S. 8.78 billion) offer.
Shareholders were surprised by the move
by Prime Minister José Socrates' govern-
ment, especially because the European
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Union opposes the holding of golden
shares in former state-run companies
and their use to veto shareholder deci-
sions. Although Socrates had voiced
objections to the deal, he had not previ-
ously revealed that the government

would seek to veto the sale. "The golden
share is to be used when necessary," said
Socrates, who added the move was in the
country's "best interest." [Editor's note:
See related Q&A in the June 9 issue of the
Advisor.]
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Palace every week, the doors are closed to
community leaders and grassroots organ-
izations, who resort to mass mobilization
and road blockades to make themselves
heard by the government. Not surprising-
ly, Garcia's approval ratings are low.
Compared to his first administration
(from 1985-1990), the situation is better
since instead of stagflation, Peru now
experiences remarkable growth and low
inflation rates, but these developments
have come at a cost and are combined
with corruption and institutional weak-
ening."

Mauro Leos, vice president and

regional credit officer for Latin

American Sovereign Ratings

and Jeanne Del Casino, vice
president and regional credit officer for
Latin American Bank Ratings at Moody's
Investors Service in New York: "Last
year, the Peruvian government launched
an aggressive fiscal stimulus package in
order to counter a sharp economic slow-
down as a result of the global credit crisis.
The measures enacted helped maintain
positive growth for the year as GDP
increased just less than 1 percent and
Peru was among the few countries in the
region that avoided an economic con-
traction. Now that strong expansion of
domestic consumption and investment
spending are pointing to above-trend
growth, the need to continue to boost
government spending appears unneces-

sary and may in fact be counterproduc-
tive if it leads to excessive, unsustainable
growth rates. The recent decision by the
government to lower spending is evi-
dence of its commitment to countercycli-
cal fiscal policies and reflects its willing-
ness to pursue an exit strategy that should
smooth out the domestic economic cycle
and reduce the risk of overheating. The
Peruvian authorities have announced
that all investment projects not yet start-
ed will receive only 25 percent of the orig-
inal budgeted amount, while at the same
time placing all new debt issuance on
hold. The savings generated by these
actions will be channeled toward a con-
tingency stabilization fund that is expect-
ed to grow to $800 million (0.6 percent of
GDP) by the end of the year. In our view,
the risks facing Peru's economy in 2010
and beyond include a high share of for-
eign currency-denominated government
debt as well as a relatively high dollariza-
tion of the financial system. These risks
are partly mitigated by the country's
ample external liquidity cushion, given a
high level of international reserves, and
by strictly enforced banking regulations
that have led to strong capitalization
ratios and high liquidity. "

The Advisor welcomes reactions to the
Q&A above. Readers can write editor
Gene Kuleta at gkuleta@thedialogue.org
with comments.

Advisor Audio

Click here to read an event summary

Inter-American Dialogue discussion:

Remittances Scorecard for Latin America

with Manuel Orozco, director of the Remittances and
Development Program at the Inter-American Dialogue

and listen to the June 18

and the Caribbean
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